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Minutes of Evidence
TAKEN BEFORE THE SELECT COMMITTEE ON ECONOMIC AFFAIRS
TUESDAY 20 JANUARY 2009
Present

Best, L
Currie of Marylebone, L
Eatwell, L
Forsyth of Drumlean, L
Kingsmill, B
Levene of Portsoken, L

MacGregor of Pulham Market, L
Moonie, L
Paul, L
Tugendhat, L
Vallance of Tummel, L (Chairman)
Vinson, L

Examination of Witness
Witness: Professor Geoffrey Wood, Cass Business School, examined.
Q1 Chairman: Good afternoon, Professor Wood,
and thank you very much for sparing some time to be
with us this afternoon. You are in fact our ﬁrst
witness in this inquiry, so we are delighted to see you.
Would you like to make any introductory statement,
or would you like us just to move straight on to
questions?
Professor Wood: Not a full-scale statement, but I
would like to make ﬁve points which may or may not
arise from the list of questions, so I thought I would
get them in now just for future reference. First, I
think in looking at the current episode it is important
to remember that Britain had a remarkable period of
ﬁnancial stability until quite recently. We had no
major banking crisis between 1866 and 1979 and it
would, I think, be worth reﬂecting on why there was
that tremendous contrast. Secondly, we should also,
I think, as the counterpart of that, consider whether
there is anything special about the last 10 to 12 years
which led us in this direction, anything special in the
economic environment, for example. Thirdly, we
have obviously had a very dramatic outturn to
events. That does not necessarily mean we had a big
dramatic cause. We might look for big causes but also
for lots of small ones. A fourth point: the connection
between monetary and ﬁnancial stability. One aspect
of this has been given much attention. There is a
pretty good relationship between low inﬂation and
ﬁnancial stability, but are there other possible
connections we should explore, connections which
might involve, for example, thinking again about the
mandate of the Bank of England? Finally, a point on
incentives. Much attention has been given to
incentives in the private sector. We need to think
about incentives in the regulator, and by that I do not
by any means mean only or most importantly
salaries. I think we need to consider the structure of
the regulator and the varied responsibilities. It might
be useful if I could illustrate that point. The FSA is
concerned with consumer protection and also with

making sure ﬁrms are stable, managing the capital,
and so forth. If you are going to protect a consumer
in the ﬁnancial sense one of the best things to do is to
keep his bank running. If you are concerned about
ﬁnancial stability, the best thing to do might be to
close his bank down. This suggests that there is
inevitably a tension in an organisation which is
charged with doing both, and we might want to think
about that. That is it.

Q2 Chairman: Thank you very much. Before I ask
the ﬁrst question, I would like to declare an interest
as a member of the International Advisory Council of
Rothschild et Cie and of the International Advisory
Board of Allianz, which has holdings in Dresdner
Bank. If I may jump in at the deep end, the credit
ratings agencies have a key role to play in the bond
markets and indeed in the regulatory system and at
present bond issuers pay the rating agencies to assess
their own bonds. Do you think that is a sensible way
of paying for credit ratings?
Professor Wood: I used to answer “Yes” to that
question. I have changed my mind, I think, or
certainly thought about changing my mind, for two
reasons. First, I discovered that it did not use to be
always the way. Sometime in the past I discovered
from reading the Financial Times weekend magazine,
bizarrely, which had a very good article on ratings
agencies about two or three weeks ago. They pointed
out that until comparatively recently, 10 to 12 years,
it was the person who was buying the security who
paid for the insurance. I think that is quite important.
So that is important. Secondly, I used to maintain
that even if that were not the case, the concern for the
long running reputation would preserve integrity
regardless of who was paying, and I am sure there is
some inﬂuence of that, but perhaps the inﬂuence is
too slight.
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Q3 Chairman: So you would prefer it if piper were
not paid, as it were?
Professor Wood: It would remove a very obvious
conﬂict. Since it worked in the past, the argument
that it cannot work must simply be wrong.
Q4 Chairman: So there would be no risk that there
would be less information production if it were done
that way round?
Professor Wood: There would be fewer items of data,
but that does not mean that there would be less
information.
Chairman: Thank you. I am very grateful.
Q5 Lord Tugendhat: You have said that you do not
think there would be less information available if it
was done the other way about, but why do you think
the reputational sanctions have become less eVective
in the credit ratings market? It reminds me a little bit,
of course, about Alan Greenspan talking about how
he had always assumed that people would be acting
in a particular way, and they were not, but there has
been this underlying assumption, which seemingly
has been proved wrong, and I wonder why you think
that is?
Professor Wood: I am not sure that it has been proved
wrong. It might well have been. But another
consideration takes us to the environment we have
had over the past 10 to 12 years, which has been a
remarkably stable one. We heard it described as an
end to boom and bust in this country, but also it was
referred to in the United States as the great
moderation. Economic environments have been very
stable everywhere. People may simply have become
over-optimistic in the ratings agencies and it is very
hard to disentangle these two eVects, the lesser
attention to long-term reputation and the greater
economic stability. Of course, another point might be
that the corporate form of these agencies has changed
somewhat. They have moved away from the original
partnership or the very small number of shareholders
to form to a much more widely held company.
Q6 Lord Tugendhat: Can I just press you slightly on
that? In recent years it has become increasingly the
practice that the enterprise seeking the rating and the
agency have in a sense worked together to agree a
formula. Now, does that not signify—how can I put
it?—a greater degree of willingness on the part of the
rating agency to ﬁnd a way around issues rather than
to meet absolute standards?
Professor Wood: The two can be the same thing, can
they not? You can meet absolute standards with the
existing structures of debt, or you can suggest, “I
know another form of debt which will meet your
requirements and will attract, for the following
reason, a higher rating.” I agree it does not look
good, it does not smell good, but it does not

necessarily have to be not good. One would have to
look into the detail of particular transactions, I think,
but the starting point—I come back to that—I would
be much more comfortable with the older form of
paying for the ratings agencies. There is no doubt
of that.
Q7 Lord Eatwell: If I could move to the next
question, which is, do you feel that ratings-based
ﬁnancial regulation has been eVective? The use of
these ratings is often justiﬁed on two grounds, that
they are more accurate indicators of risk than
regulators could create for themselves, and that they
are not subject to the biases that self-assessment by
regulated entities would cause. Nonetheless, giving
ratings quasi-legal status in regulations could reduce
their eVectiveness and I wonder how this strikes you.
Professor Wood: I think using ratings in regulation is
very sensible. You can certainly look at them, by all
means, but relying on them exclusively is relying on
one source of information, and information gathered
for a particular purpose. Ratings agencies, for
example, tell you things such as the probabilities of
default. They do not tell you anything about liquidity
and by and large they do not look at the quality of
management. You remember the CAMEL system, as
it is called in the United States, capital, assets,
management, earnings and liquidity. All these matter
for a bank but ratings agencies do not look at most of
these. So it gives you some information. The
regulator should look at it, but not only at that by
any means.
Q8 Baroness Kingsmill: There is a saying which says
you do not want too much innovation either in your
747 pilot or in your banker and I wondered if you
could give us some sort of insight into what accounts
for the growth in the market of the CDSs and the
CDOs. Why has there been so much growth in this
area?
Professor Wood: A combination of things. Demand. It
gave people a wider range of securities to hold. The
demand was probably always there. It was, I think,
boosted by the period of great economic stability and
unusually low (by historical standards) interest rates,
so people had to try new products to maintain their
returns. Then in addition you had supply. We had
many more mathematicians about who could supply
these things. Whether they were supplying the
sensible things or not is something we might come to,
because there are certain widely known deﬁciencies in
the models which turned out to have been more
important than people thought. Also, they relied
again on kinds of data which were not necessarily
giving them information. To illustrate that second
point, many of these ﬁnancial models were ﬁtted on
large numbers of high frequency data, daily, maybe
even hourly data. You get a very good statistical ﬁt if
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you do that but, as I always tell my students, you get
much more interesting information with 100 years of
annual data than a thousand days of daily data.
Q9 Baroness Kingsmill: Yes, but one imagines that
there must have been a desire to spread risk or to
share risk?
Professor Wood: People have always wanted to do
that. The techniques developed. The law started to
allow the mergers of commercial and investment
banking and the period of economic stability led
people to try things they would not have tried and
were obviously risky things.
Q10 Baroness Kingsmill: Do you think they were
means of a rational response to regulations or a
means of avoiding regulation?
Professor Wood: Both. It can be rational to avoid
regulation. It can be desirable also to respond in one
way or another to regulation. I think most of them
were perfectly sensible.
Q11 Baroness Kingsmill: So it would suggest that the
regulations were not suYciently widely drafted to
take into account these new products, these new
vehicles?
Professor Wood: No, it does not suggest that to me.
What it suggests to me is that the regulations were
perhaps looking at slightly the wrong thing and were
being too narrowly focused and too prescriptive
rather than dealing with principles, because many of
these products were actually very sensible, but far
from all of them, that is the trouble.
Q12 Baroness Kingsmill: There is also the issue that
many of them were extremely complex vehicles and
that although the creators, the manufacturers of
these vehicles, understood them, often the
management of the banks did not?
Professor Wood: That is absolutely right. As you may
know, I am advisor to the House of Commons
Treasury Select Committee and we had a chairman of
a large British bank saying he did not understand
some of the things the employees were selling. I
thought that was appalling.
Q13 Chairman: Can I follow that up just to get it
clear? Did they genuinely achieve what they were
trying to achieve in terms of risk transfer?
Professor Wood: Most of them did, probably a few did
not, and some were probably bought by people who
did not understand them and perhaps sold by people
who did not understand them.
Q14 Chairman: The few who did not, did they
matter?

Professor Wood: It is actually too early to tell whether
they are the source of all the trouble. They certainly
matter. Whether they are the source of all the trouble
it is too early to tell.
Q15 Chairman: But they could be?
Professor Wood: Yes.
Q16 Lord Eatwell: If I may just follow that up. Often
the buyers of risk were ﬁnanced by the institutions
who thought they were selling risk?
Professor Wood: Could you expand that for me?
Q17 Lord Eatwell: In the sense that a risk buyer,
somebody who is willing to take on the risk, the
institutions themselves were ﬁnanced by the banks
who thought they were selling the risk.
Professor Wood: Far from always. I think many of the
buyers were insurance companies and pension funds
and they were not ﬁnanced by the banks, they had a
steady cash ﬂow, and that was part of the problem.
Q18 Lord Eatwell: That was about 15% of the entire
market. The rest of it was ﬁnanced by banks, was it
not? The risk stayed in the banking system?
Professor Wood: Sometimes, yes. But it did not
necessarily stay in the banking system. You have lent
the money to person A from bank B. Person A then
buys the security. The security is therefore
transferred to person A, but unless the security is
collateral for the money which has been borrowed the
risk has been shifted, at least partly, out of the
banking system. So it does depend on the structure of
the contract.
Q19 Lord Eatwell: As long as the risk buyer is
secured?
Professor Wood: Yes.
Q20 Lord Eatwell: I wonder if I might start by
reﬂecting on your ﬁve points? I am intrigued that you
do not regard the secondary banking crisis of the
1970s as a serious banking crisis, and also you seem
to suggest that the banking crisis now is a sort of
unique event and we needed to look at the history of
the last 10 or 12 years as the run up to it, but banking
crises, with which British banks have been associated
(not necessarily in the UK banking system itself),
have occurred with signiﬁcant regularity over the last
30 years since the great liberalisation began in 1971.
So why do you conﬁne your remarks to the last 10
years and UK territory?
Professor Wood: Let me start with the secondary
banking crisis. That was in no way a threat to the UK
payment system or to the UK economy. A number of
small banks got into diYculties. These were small
banks which had partly been encouraged to expand,
not by regulation because we did not have much
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formal regulation then but by the informal
requirement that British clearing banks did not lend
very extensively on property. So these fringe banks,
highly specialised, grew up. When they failed, got
into diYculties, they were not a signiﬁcant problem
for the UK economy or for the UK ﬁnancial system,
so in that sense I do not regard it as a major banking
crisis as I would, for example, have regarded the
Overend and Gurney crisis of 1866 as a potentially
major banking crisis. That is why I set that period
aside. I did not concentrate on the past and say we
should only look at the past 10 years, I said the past
10 years were signiﬁcantly diVerent in economic
terms from what had gone before, remarkably stable
in many countries of the world. That might have led
to some of the diYculties we are having. There have
been banking crises in other countries around the
world. That British banks were involved in them
perhaps illustrates the dictum that bankers tend to
remember the crises they have actually experienced.
After all Lloyds Bank, which was extensively exposed
in Latin America was, until recently, much more
prudent and if we look at the Scandinavian and
Finnish banks now they are in pretty good order
compared with other banks simply because they got
such a nasty fright a little over 10 years ago.
Q21 Lord Eatwell: Thank you. That helps a lot.
Going back to the whole credit derivatives, CDS,
CDO markets, these markets are being “blamed” by
many for current instabilities. Do you think the
growth of the credit derivatives markets in general,
which of course has been dramatic since the mid
1990s, is to blame? It had a signiﬁcant impact on the
fragility of the ﬁnancial system.
Professor Wood: It has been astonishingly rapid. The
fact that it has grown so rapidly means that people
have not had time to learn, that too many untested
products have come onto the market at once. So the
rapidity of growth might have been too much, but the
actual growth of these products is by and large useful.
People like to spread risk so long as they know who
is bearing it and they can bear it adequately, and so
forth. So I would say the markets are not wrong
entirely, but the speed of growth may well have been
the source of one of the diYculties.
Q22 Lord Eatwell: Did they also open, let us say,
new channels of contagion?
Professor Wood: Yes, certainly they did. We had
insurance companies linked to banks in ways they
were not before, pension funds linked to banks,
banks linked to banks in places where they did not
they were linked because the products were so
complicated. Yes, they did open up new channels of
contagion.

Q23 Lord Eatwell: It is the whole so-called
secondary or shadow banking system. It is not really
a separate institution at all, is it?
Professor Wood: No, absolutely not.
Q24 Lord Eatwell: They are integrated institutions?
Professor Wood: As we saw these banks taking these
so-called “oV balance sheets” vehicles back onto the
balance sheets because they suddenly discovered
there was something called “reputational risk”. If
they suddenly discovered it, they should not have
been in the jobs in the ﬁrst place. They should have
known it existed.
Lord Eatwell: Quite. Thank you.
Q25 Chairman: If speed of growth of new products
is the core of the problem, is that susceptible in any
way to regulation, or is it something we just have to
live with?
Professor Wood: That is a tricky one. My immediate
response would be to say it is something we just have
to live with, along with frequent reminders to people
to only buy products they understand.
Q26 Baroness Kingsmill: The sellers as well!
Professor Wood: That would be helpful, too.
Q27 Lord Moonie: It strikes me you are saying these
were actually quite eVective methods of transferring
risk?
Professor Wood: Entirely, no, but in large part, I
think yes.
Q28 Lord Moonie: Does that qualiﬁcation result
from the opacity of the risk? Had it been very
transparent to those buying those obligations what
the level of risk was, would that have made it more or
less likely they would –
Professor Wood: That would have been much more
helpful. Another problem, of course, is that many of
these transactions are bilateral between bank A and
bank B. They do not go through an exchange. That
creates lots of diYculties. First of all, since they are
not going through a central exchange you cannot
measure the number of them taking place. You do
not know how many there are. Secondly, there often
is not collateral held against them centrally, so if a
transaction fails it can cause major impediments,
major problems. Thirdly, suppose an institution—
Lehman Brothers was a splendid example—suddenly
goes into liquidation. All sorts of bilateral
transactions are frozen, whereas ones taking place
across exchanges are unwound in an orderly manner.
So the lack of exchanges I think was actually quite
important.
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Q29 Lord Paul: With a lot of these complex products
which had been sold and bought, I am not sure that
anybody understood what they were buying or
selling, and then the regulators, whether they were
able to understand or likely to understand. These
complex models even created more comfort without
having the basis for it. What could they have done to
avoid that and how do the regulators control it?
Professor Wood: Let me say, ﬁrst of all, it is not
necessarily wrong to buy something you do not fully
understand provided you can get someone to ﬁx it or
explain it for you. I have not got the faintest idea how
my car works except that when I get in and turn the
key it usually goes, and if that does not happen I can
call on someone I trust to sort things out. We do not
have things like that in the ﬁnancial sector. Well, we
do have a few people like that in the ﬁnancial sector,
but not many. Maybe there is a market for them.
That said, had everything been more transparent so
people understood what they were doing, that would
have been helpful. Could we have stopped these
developments? It would be very diYcult. Suppose,
for example, someone came along with this very nice
product that I thought I liked and someone told me,
“Don’t buy it unless you understand it.” If I wanted
it, whether or not it was for my own good, I would
say, “Oh, yes, I understand it. I’m going to buy it.”
We do have to rely at some point on people’s sense.
Q30 Lord Paul: But if you buy the car you at least
think that the manufacturer understands it?
Professor Wood: Absolutely.
Q31 Lord Paul: But when you are buying this
complex product you thought that the seller
understood it, but it turns out he did not either, so –
Professor Wood: Yes. I would not go there again!
Q32 Lord Levene of Portsoken: Could I ﬁrst declare
an interest as Chairman of Lloyd’s. That is the other
one. We are not a bank, but we do issue some publicly
traded debt which is rated, and also I am a director
of China Construction Bank. Can I just revert to this
question of who should pay? Do you think there is a
fundamental conﬂict of interest for agencies insofar
as they are paid by the entity for whom they are
assessing? After all, the agencies themselves want to
get business, so if they are going to have a reputation
for being diYcult they may not get it. If you think
that is the case, can you think of any better way of
avoiding it so that those buying can get a more
unbiased assessment of the creditworthiness of the
people investing in it? Before we say, “Well, let the
buyer pay,” you may well have a debt issue where you
have many, many, many potential buyers, so we need
some central body. Can you suggest another way in
which that could be done which removes the conﬂict

of interest and provides a much more impartial
assessment?
Professor Wood: First of all, the conﬂict of interest is
not absolute. Remember, the person who is
providing the rating, even though he or she is
providing it to the person who is selling the debt, has
an interest in the long-term success of the ﬁrm, so one
oVsets the other to a certain extent. You might want
the reputation of being diYcult if this reputation for
you being diYcult leads to people saying, “If I get my
debt rated by X, then people will really want my
debt.” So we need to consider that kind of eVect.
Beyond that, it would be desirable if the buyers were
paying for what they were consuming. Now, how
could we engineer that? First of all, the article I read
in the Financial Times gave me just the briefest
outline of the history. It would be worth, I think,
digging into that. I have not done that. But an
immediately obvious method might be , for example,
they could be paid for in part by the Association of
British Insurers. They could collectively get some
money from the members, then pay for ratings. There
are many such organisations in the ﬁnancial sector
and they could organise themselves in this way to pay
for what the members wanted.
Q33 Lord Forsyth of Drumlean: Could I just follow
up on that point because I am just thinking, I am a
bright thing in one of the ratings agencies and I think,
“Hang on a second, there’s a bubble going on here
and everybody’s assuming that prices are going to
keep rising.” How on earth could I possibly call
“Stop” if everybody in the market is operating on the
same assumptions and if my organisation depends on
its not insubstantial revenues from the fact that
everyone is having a great time and being paid huge
amounts of money whilst everyone believes that
prices will continue to rise in that their models,
putting it crudely, reﬂect that kind of background? Is
there not a more fundamental problem than who
pays the piper? Is it not the actual ability of the
ratings agencies to inﬂuence events and the
mechanism by which they will achieve that in that
kind of maelstrom?
Professor Wood: It is actually terribly, terribly diYcult
to identify bubbles when they are going on. Alan
Greenspan, I have every reason to believe, is not a
stupid man. He thought he had identiﬁed one and
then changed his mind. Even in retrospect it is not
easy to identify them. There is still dispute as to
whether the behaviour of the stock market in the
United States in 1926 to 1928 was a bubble or not.
Serious scholars are on both sides of that argument
even now. Can you argue against a consensus that
things are going extravagantly wrong in some way,
the markets are too high? Yes, you can. You will
probably be paid for it because people like a
dissenting view, simply to say, “We’ve looked at this
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view. It’s given us some comfort. We’ve considered
it.” So I think there is a market for that kind of
advice. I agree, to take the example you actually gave
me of some bright young person in a ratings agency,
that would be hard, but a more senior person in an
individual ratings agency could well ﬁnd income
from saying these things. They might turn out to be
wrong, but they could certainly have an income from
saying these things.
Q34 Lord Forsyth of Drumlean: You do not think
that the product provider would decide, if there was a
senior partner in one of the ratings agencies who was
being diYcult, that they would go to another one?
Professor Wood: If that became known the product
provider would have some trouble selling his or her
products. There is no perfect solution to this, but if
you disseminate information, if people get a
reputation for being careful and diYcult, that can
help the people they rate.
Q35 Lord Forsyth of Drumlean: Could I just also ask
you about the Basel II and the argument which is
running, which is the eVect of Basel II, which requires
the banks to increase their tier capital at a time when
the markets are in a downward trend, has the eVect of
amplifying the economic cycle because it means that
there is less availability of credit?
Professor Wood: It seems to me there can be no doubt
that that is correct. What we do not yet know is how
much it does that. We do not yet know that because
bank lending has always been to some extent procyclical. How much Basel II has added to is very hard
to tell, but it is clear that it has added to it and it
should be redesigned with that in mind. For example,
the Spanish central bank has a system which is
known in English as “dynamic provisioning” . As the
business cycle goes on expanding, the stock of credit
rises. Every new loan then attracts a higher capital
charge for the Spanish banking system. That, along
with the regulator’s refusal to ignore oV balance sheet
items, to treat them as if they were oV balance sheet
and insisting on consolidation, is largely what lies
behind Santander’s going around and buying a large
part of the British banking system.
Q36 Lord Currie of Marylebone: GeoVrey, it is very
good to have a former colleague giving evidence to
this Committee. I would like to take you back to the
complexity of the ﬁnancial instruments, the
complexity of the ﬁnancial businesses which banks
run. A number of the key instruments were not
traded very much and very little price discounting
going on in the markets and we relied on complex
ﬁnancial economic models to value them. You and I
know very well the limits of econometrics which some
people pronounce as “economic tricks”. Those
models are not an adequate basis for a valuation of

these things. Is it not rather worrying that such
important instruments came to rely on valuations
which few people could understand? I am sure many
people on boards did not understand them.
Professor Wood: I think treating assets as marketable
that could be priced only by marking to model was
simply blind folly. If they could not be priced by
marking to market, they were not marketable. So
treating them as marketable when they could only be
priced by the model is foolish. We do not even need
to worry about how useful these models are. Then
there are the well-known deﬁciencies of these models,
the weaknesses of the extremes of the distribution,
but also the fact that they were regularly ﬁtted over
fairly comparatively short runs of data. Ten years of
daily data seem a lot to an econometrician, but they
do not actually have much information if they come
from a very homogenous time period.
Q37 Lord Currie of Marylebone: No, particularly if
you are worried about crises that come along every 20
or 30 years?
Professor Wood: Exactly, yes.
Q38 Lord Currie of Marylebone: Given the
complexity of the business, how should regulators
react to that? We used to have structural constraints
which simpliﬁed the way business could operate,
Glass—Steagall in the States and other restrictions
on what players did in the UK and most of those have
gone. Business has become very complex. Should
part of our reaction be to say, “Well, actually we
can’t allow this level of complexity because nobody
can really understand it and therefore we need to
impose, as a regulator, simpler ways of doing things,”
or is that a foolish way of correcting it?
Professor Wood: I do not think it is. Many of the
systems, the structures, are terribly complicated.
Glass—Steagall was brought in, as I read the history,
on a mistaken reading of the evidence, but it may
have been a good result for the wrong reasons. It did
separate a highly fragile part of the banking system
from the part of the banking system which actually is
intrinsically pretty stable and hard really to get
wrong. How hard is it to get wrong? Well, think of
Midland Bank. Midland Bank was the biggest bank
in the world when it opened its splendid headquarters
in Poultry in 1934. It was declining ever since opening
day. It took a very long time before it was eventually
taken over by HSBC. That kind of business is very
hard really to get wrong quickly, and it is getting it
wrong quickly that is troublesome. Investment
banking is easy to get wrong quickly and getting it
wrong quickly does cost billions. Can we go back to
the system by imposing regulation? We should
consider it, but my immediate response is to say that
would not be a terribly good idea because we might
know the system is wrong but we do not know which
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system is right. Therefore, there is an incentive, an
advantage in letting a discovery process operate. The
market works as a discovery process and we are
actually, it seems to me, seeing the market working
again. Some institutions are setting up which are now
in the traditional investment banking model. They
purely give advice. Other banks are scaling back very
radically their investment banking arms. We could
well see emerging in Britain, for example, banks
which are essentially mainly retail banks, having got
rid of the wholesale business because it is too hard to
manage. The market is starting to sort these things
out for us. We are seeing it going on.

Q42 Lord Eatwell: In his evidence to the House of
Representatives, Alan Greenspan said, “The entire
intellectual ediﬁce of risk management has
collapsed,” referring actually to the risk management
model. Would you agree?
Professor Wood: It is a bit extreme. I do not think the
entire ediﬁce has collapsed. I think we should have
learned that these models were less reliable than we
thought, that we should be much more careful, that
we should make much more ad hoc adjustments for
risk and that we should estimate over longer data
periods, and I hope we have learned “Don’t buy what
you don’t understand.”

Q39 Lord Currie of Marylebone: I am sure that is
right that boards are responding and responding by
perhaps simplifying the strategy, simplifying the
business models, but is there not a huge amount of
collateral damage that goes on in the meantime for all
sorts of other players in the system, and is that not
through higher costs, companies which are worried
about whether they have credit lines?
Professor Wood: You mean at the moment?

Q43 Chairman: Can I follow it up more broadly,
because you seem to be suggesting in a way that there
is a risk of a reaction in terms of greater regulation at
a time when the market is solving its own problems.
It has had this experience and there is a danger that
there is just going to be a slamming of stable doors.
Am I putting words in your mouth?
Professor Wood: Yes, you are, but they are words I
would be very happy to have put in my mouth! What
should we do about it? I do not think we necessarily
need more regulation. We need regulation to be more
considered. Again, let me illustrate by example. We
are going to have fairly soon a special insolvency
procedure for banks in the UK. When we have that
special insolvency procedure in place, if we can close
a bank when it is solvent why do we need to worry
about anything else? We can close it while it is
solvent. All we need to do is to watch their capital.
That is a very appealing argument, but it has one
defect. If this bank had been called, let us say,
Bradford & Bingley or Northern Rock that argument
goes through completely, but if this bank was
suYciently large so as to be called the Royal Bank of
Scotland the logic of the argument applies but we just
simply could not manage that bank. The resources
are not available. So it suggests that we might have a
diVerent kind of regulation, really rather simple for
small banks—and by small I mean up to Bradford &
Bingley and Northern Rock size—simply monitoring
their capital and telling them, “The moment you go
below this capital you are going to be taken over, the
management is going to be booted out and we shall
either run the business or sell it oV and the
shareholders get whatever eventuates from that. A
very simple form of regulation. Large banks could be
regulated much more intrusively, much more
thoroughly,
and
they
could,
perhaps
counterintuitively, have much higher capital
requirements for large banks than for small banks.
Usually we say large banks because they diversify so
much can have smaller capital relative to the size of
the balance sheet because risks are spread. Two
things are wrong with that argument. One, if a large
bank does fail it causes us much bigger problems, not

Q40 Lord Currie of Marylebone: Yes, at the
moment. It is a very costly way of getting there?
Professor Wood: Oh, yes, certainly, absolutely, and it
is very important that the banking system be
encouraged to learn in the way some of the measures
which were announced yesterday will surely
encourage it to do, but these things do not happen
overnight.
Q41 Lord MacGregor of Pulham Market: On the
point about the question as to whether regulators
really understand the ﬁnancial models, does that not
also apply to auditors? Would you like to say
something about the role of auditors in all that has
happened?
Professor Wood: Well, who understands the ﬁnancial
models? Possibly the regulators understand them. If
we look at the FSA, there are people there who are
capable of understanding these things. Sometimes
they did not look. If you read the history of Northern
Rock, what went wrong there, the FSA just did not
look. So the problem there was that they did not
look. They could have understood. If they had
understood, they might have said something or they
might have been carried away by a tide of euphoria.
What about the auditors? A traditional auditor is, of
course, not qualiﬁed to understand these ﬁnancial
models, but auditors are not longer traditional. They
employ clever young mathematicians, and I think
they have to do that to protect their own reputations
and protect the solvency of their own business
because, unlike regulators, auditors can be sued
today and that is a powerful deterrent.
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just proportionately bigger but more than
proportionately bigger than if it is a small bank
failing. Secondly, I used to make that argument in my
studies of monetary history on the development of
British banking. British banks developed, they got
large, they became diversiﬁed. That was true in the
19th and early 20th centuries, but if we look at large
banks now, they have become large, they have
become more diversiﬁed, but they have all become
diversiﬁed in more or less the same way. So they are
all exposed to the same kind of common shock.
Therefore, simple regulation for small banks, much
more intrusive, much more detailed, much more
demanding than regulation for large banks would, it
seems to me, be a sensible route to consider. So a
diVerent and more thoughtful approach to regulation
rather than just more regulation.
Q44 Chairman: Let us talk about the large banks for
a moment. Do you veer towards rules-based
regulation or principles-based?
Professor Wood: Rules have to be based on principles,
I guess, but basically principles because if you set up
rules and it is proﬁtable to get around them, people
will try to ﬁnd ways around them and if the rule was
trying to be sensible it is not a good idea. So I would
go basically for principles-based regulation together
with fairly demanding requirements on capital. I
would not worry too much about requirements on
liquidity because we have a central bank to supply
liquidity and it should always supply liquidity to an
institution which can supply good collateral. Of
course, again a large bank, the Royal Bank of
Scotland—let us stick with that example—suddenly
coming up to the Bank of England and saying, “Can
I have a couple of billion pounds of sterling today,
please?” would be seriously inconvenient so you
might want also to impose more demanding liquidity
requirements on them than you do on the smaller
banks simply because of the possibility for
destruction. Liquidity requirements are, I think, less
important than some people now imply they are
because we have a central bank to supply liquidity to
ﬁnancial institutions.
Q45 Baroness Kingsmill: Are you basically saying
then that what would be desirable would be to see not
more diversiﬁed banks but more diversity of
institutions so that there would be big banks, small
banks, medium sized banks? That seems to me the
thrust of what you are saying.
Professor Wood: More diversity of institutions would
be excellent. If I could really have my way we would
have about 40 or 50 banks in the UK. Any one of
them could then fail in a nice orderly way without
giving us any trouble!

Q46 Baroness Kingsmill: You could have perhaps a
bank which was designed like a utility? I do not mean
a government run bank but a utility bank that was
like a water company or the railways, or something,
which made a proﬁt but perhaps not as much proﬁt
as some of the others but which provided a universal
service so that consumers could choose really if they
wanted that kind of certainty and safety.
Professor Wood: I suspect small banks would tend to
go that way simply because they would not have the
size, the capacity to do more complicated things.
They would do that of their own initiative. After all,
we have building societies in this country. Building
societies are very much on that model and they are
very eYcient and prosperous, and very stable.
Baroness Kingsmill: Indeed. Thank you.
Q47 Lord Best: This follows that because it is about
protecting depositors’ funds. Do you think it is
desirable or even possibly inevitable that the
Government or perhaps some other body should
provide watertight deposit insurance? Are there
moral or inherent hazards in such an approach?
Professor Wood: Yes, there are. The question is, are
they so large that we should not do it? I think they
probably should do it for a combination of reasons,
the classic widow and orphan argument of economics
there are some people who deserve to be protected on
moral grounds. We should provide deposit insurance
up to a modest limit for them. Beyond that, deposit
insurance is really something you expect never to be
called on, or very rarely to be called on, because it is
there to provide stability for the ﬁnancial system in
the event of the kind of shock that we do not see very
often. Now, who should pay for this deposit
insurance? The Government inevitably has to
provide a backstop eventually because the amounts
required might be larger than any insurance fund
could provide. This backstop could perhaps be in two
stages. It could, for example, be an insurance fund, a
pre-paid fund. The advantages of that are that it
could be paid out immediately, and that is very
important. Not just getting your money but getting it
quickly, that is important. This fund could run out.
In that case there could be, perhaps, an automatic
line of credit to the taxpayer which would be required
to be repaid when the ﬁnancial system was in better
health. But beyond that, inevitably as an ultimate
guarantee, the Government would, I think, have to
stand behind that system. There are arguments for
and against such explicit guarantees. The argument
against is that it encourages risk-taking. The
argument for is that if an implicit guarantee is given,
people will assume it is there anyway and they will
take the risks and if you give an explicit guarantee
you can at least limit it. It has been done in
Switzerland. You can say, “Yes, we are going to
guarantee, but up to this amount, and we mean it.”

Processed: 14-05-2009 15:30:55

Page Layout: LOENEW [O]

banking supervision: evidence
20 January 2009

PPSysB Job: 420619

Unit: PAG1

9

Professor Geoffrey Wood

Sticking to the “and we mean it” is, of course, going
to be hard, but it would be nice to have it there.
Q48 Lord MacGregor of Pulham Market: I am not
sure whether it is going to be relevant, but perhaps I
should declare an interest as chairman of three
pension fund trustees. We come to the inevitable
question now: did the tripartite system between the
Treasury, the FSA and the Bank of England function
eVectively leading up to as well as during the crisis?
Professor Wood: On occasions it functioned with jawdropping incompetence and chaos. It was
astonishing how badly their system worked. The
Bank of England, it seems to me, was unprepared to
provide adequate liquidity. It made the mistake
which Walter Bagehot accused it of making in 1866.
It lent “hesitatingly, reluctantly and with misgiving”
and the consequence was the scramble for liquidity
became worse. It is unfortunate the Bank had not
learned from that episode of its own history. So the
Bank certainly was deﬁcient. The FSA was
manifestly deﬁcient. They have admitted this
themselves with hindsight. The number of visits they
paid to Northern Rock was very small, but that does
not matter. What was absolutely extraordinary was
that they allowed Northern Rock to pay a special
dividend out of capital in the year Northern Rock
went
bankrupt.
Astonishing,
extraordinary
behaviour to allow this when they were actually
warning, “The markets are unstable. You need to be
more cautious.” Dazzling incompetence there. As for
the Treasury, it had a very small part to play until it
became time to cough up our money, so to speak, and
then I suppose that was handled very well but the
press relations were handled badly. You may
remember when Alistair Darling was making some
particular announcement he eventually ended
tagging it on to a press conference he gave with Hank
Paulson because they had not been able to make it
ready before the stock market opened in the morning,
so they had to keep it, although it was a very
important announcement, until the market closed at
night. There was just no preparation. If you look at
the sequence of events, every time something was
done by the authorities they sat back and said,
“That’s it, we’ve done it.” There was never any
thought, “What happens if this doesn’t work?” This
is very clear in the narrative of events and if you wish
I can send you a paper which a colleague and I have
written on this. I will send it to the Clerk and to
Professor Morrison.
Chairman: Thank you.
Q49 Lord MacGregor of Pulham Market: These are
criticisms of the individual institutions themselves
and the way in which they acted themselves with their
current responsibilities. Would you like to say
something about whether you think that the fact that

there were three separate ones created other
diYculties which are responsible in part for the poor
response in the ﬁrst place?
Professor Wood: Yes. The Treasury has to be there as
the guardian of taxpayers’ funds. It is always
involved. The division between the FSA and the
Bank I do not think worked very well. The Bank can
indeed get access to any information it asks for. That
is actually not terribly helpful. Unless I know what to
ask for, I do not get the information I want. The Bank
also lost contact with markets when the DMO (Debt
Management OYce) was taken out of its hands. It
had, in other words, very much less feeling for what
was going on. It did not know what the banks would
do under some circumstances; it had that feeling in
the days of the discount market. They saw the
securities that banks were taking. They could look at
them, they could literally feel the quality, “Do we like
the look of what this institution is doing?” You had
that kind of test. You could not really have that test
nowadays, the City has grown too big, but having the
central bank, the provider of liquidity, much more
involved with the banking system would be useful.
Then, of course, you have got the FSA, as I
mentioned earlier, charged with two entirely diVerent
tasks requiring diVerent behaviour, consumer
protection and ﬁnancial stability. I think they were
fairly major design ﬂaws. We cannot go back to the
old system of the Bank doing everything and getting
to know the people, the system is too big, but a bit
more of that could come back in, yes.
Q50 Lord MacGregor of Pulham Market: Is that
really talking about better coordination, better
transfer or information, or is it something deeper
than that?
Professor Wood: I think it requires structural change.
Simply telling people to be virtuous would not get us
very far. It requires structural change, making the
Bank more central in the supervisory process,
perhaps giving the Bank greater responsibility in
actually supervising institutions. It also perhaps
means thinking about the Bank of England’s
mandate. Why do I say that? We had a conference
yesterday. It is on the public record. Tom Huertas of
the FSA, a very able man, gave a paper in which he
suggested it might be prudent to change the mandate
The central bank has criticised supervisors. That is
true. “Why,” he said, “shouldn’t supervisors criticise
the central bank and say that maybe the policy is too
expansive, it is threatening an asset boom which is
going to cause stability problems later?” Well, it
struck me as quite a good idea. What could we do
about it in the UK? Imagine the following happens in
late 2006: Sir Callum McCarthy writes to the
Governor: “Dear Mr Governor, I think the monetary
policy you are pursuing is leading to an asset price
bubble and that it would perhaps make us more
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comfortable were you to raise interest rates a bit.”
The Governor writes back: “Dear Sir Callum, I agree
with you. You are dead right, but we have this
mandate. We cannot do it.” We need to think again
about the mandate, maybe broaden it or change it,
and perhaps if the Bank is going to have more than
one responsibility it obviously requires more than
one instrument. Do not ask me what that instrument
is, but there is the need for something.
Q51 Chairman: We can see from the screen behind
you, Professor Wood, that the Banking Bill is being
talked about in the Chamber at the moment and one
of the key issues which comes up in the Banking Bill
is how insolvent banks should be wound up and we
would be very interested to have your views on how
they should be wound up.
Professor Wood: I think what the Banking Bill is doing
is pretty well right, having a special insolvency
procedure for banks so that they can be wound up
quickly rather than taken through a delayed
insolvency procedure. Again, at this conference I
mentioned yesterday the chap from Linklaters, I
think it was, winding up Lehman Brothers, gave a
presentation explaining the complexity of dealing
with a bank such as Lehman Brothers under the UK
bankruptcy code. If these organisations could be
taken into a special framework while they are still
technically solvent, they can continue trading and
contracts can be wound up. This was done in the
United States with the US branch of Lehman’s and it
was much less disorderly and much more rapidly
executed than it can be under British law. So this new
procedure is very sensible, yes. The criticism of it is
that it takes away shareholders’ rights. It is an
interesting point. It takes away the rights of the
existing shareholders who now hold the shares
because they have not been warned this change is
going to take place. Future shareholders are caveat
emptor. They can see the framework.
Q52 Lord Tugendhat: Can I come back to a question
Lord MacGregor asked? I am not quite sure I
understood your reply. As I understood it, Lord
MacGregor was asking whether you regarded the
FSA’s mistake over Northern Rock as endemic to the
system or simply that they got it wrong in the instance
and that you felt the Bank of England would not have
made the same sort of error if it had had the
responsibilities which the FSA in fact had.
Professor Wood: I would not attribute papal
infallibility to the Governor of the Bank of England
for the present or any other governor. What I would
say is the FSA did get it wrong, they made mistakes,
but I would also add that the structure of the system
makes such mistakes more likely because the people
who are dealing with these institutions do not know
so much about the markets and they are inevitably

being distracted by the day to day pressures of
consumer protection. Consumers do not write to the
FSA or the Member of Parliament saying, “I think
Royal Bank is running an excessively risky business
overseas.” They write and say—and do it daily or
more frequently—“The Royal Bank,” or whatever
bank, “has treated me badly.” That inevitably
distracts attention.
Q53 Lord Tugendhat: We are, of course, in a very
serious situation now, but putting that to one side,
when one looks at the mistake over Northern Rock
where can one put it in the sort of scale of error
compared with the Bank of England’s problem with
Barings some 13 or 14 years ago, I cannot remember,
or even with BCCI? There are two examples.
Professor Wood: Three separate cases, if I may, all
quite diVerent. Let me explain why I think they are
diVerent.
Q54 Lord Tugendhat: What I am trying to explore is
whether the Bank of England, given the
responsibilities which it used to have, would be less
prone to make a major mistake. They are quite
diVerent errors, I quite agree with that, but the
Barings one was right at the core of the bank’s
responsibilities and something which it completely
failed to see?
Professor Wood: First of all, which of these mistakes
was biggest? The one which had the biggest
consequences was most certainly Northern Rock.
BCCI had essentially none. That was a special case.
The Bank, as you probably know, was warning that
BCCI should not be allowed into this country. They
were gravely dubious, but they were told it had to be
allowed in because it was domiciled in one of our
European Union partners, Luxembourg. There was
no way of stopping that. Many of the supervisors in
the Bank of England were very critical of letting in
BCCI. They and many others in the City knew it was
a fraudulent organisation. It was a special case.
Barings, I agree, the Bank just completely messed up.
Why they messed up, I do not know, but happily it
was a small bank and it did not cause serious
problems. So shifting responsibility to the Bank
would not prevent mistakes. Nothing is infallible, but
shifting responsibility for structural supervision
more towards the Bank would shift it towards an
institution which is primarily concerned with
structural matters, away from an institution which is
concerned with individual matters.
Q55 Lord Tugendhat: One ﬁnal thing on this. One
thing that worries me about giving the Bank of
England responsibility for supervising banks is that
its most visible responsibility these days is for
monetary policy and my recollection is that when we
had the secondary banking crisis, to which Lord
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Eatwell referred, and I recall that NatWest was in the
ﬁring line at that time, and when we had BCCI and
Barings all this rubs oV very badly on the reputation
of the Bank. It seems to me that if they are going to
be responsible for monetary policy there is a big
danger in being responsible for supervision as well
because the problems in the one area rub oV on the
other. Given that the Bank now has monetary policy,
I wonder whether it could have more responsibilities
in the other area or not? I am rather doubtful that it
could.
Professor Wood: Let me say, ﬁrst of all, that I think
your point is a very good one. It is one which was
made often by Professor Issing when he was on the
board of the Bundesbank for the supervisory system
they have, which meant in fact that information was
gathered by the Federal Banking Supervisory
Agency and all passed to the Bundesbank. The
Bundesbank told them what to do with it and when
things went wrong the supervisors took the blame. It
would be very nice to organise such a system. I doubt
if we could do it. I am not suggesting that the Bank of
England move into detailed supervision of individual
banks, although it might supervise them if it thought
they were in diYculties. What I am suggesting is that
it be much more in charge of the framework for
maintaining ﬁnancial stability, for the rules that I
have described, saying what the banks can do and
what they cannot do with regard to the use of models
and so forth, so not giving them detailed supervision
of individual institutions.
Q56 Lord Forsyth of Drumlean: I do not want to get
bogged down in the detail of the Northern Rock
thing and I think I agree very much with what you are
saying, but as I recall the Northern Rock position in
the summer Lloyds TSB wanted to take over
Northern Rock and there was a proposal put to the
Government which involved Lloyds TSB being able
to make the loan as security and liquidity being
provided. I cannot just remember the numbers, but a
very large sum. There was then a period of confusion
as to what the policy was. There were arguments
about moral hazard, there were arguments about
what could be taken as securities, whether gilts could
be suYcient. Looking back on it from where we are
now this all seems slightly surreal and certainly my
impression at the end of that was that not only was
it not clear whether each of the parts of the tripartite
structure had done its job properly but there seemed
to be a basic problem that no one was in charge and
that there was an argument going on between them as
to what the policy should be and to what extent moral
hazard should be allowed, and so on and so forth. Is
that not fundamentally a problem of having a
tripartite structure, that it is not absolutely clear who
at the end of the day is going to say, “This is what will

be done and this is the policy”? Is that the Treasury’s
role or the bank’s role?
Professor Wood: In the present tripartite structure it is
clear that nobody was actually in charge. Ultimately,
the Treasury would have to be in charge because it
has the money, but there is nothing to say when it
takes over. So we do need to have a modiﬁcation to
the tripartite system where someone is clearly in
charge from the beginning. That would be sensible.
Q57 Lord Forsyth of Drumlean: Who is that?
Professor Wood: Let me step back slightly. The
Treasury Select Committee of the House of
Commons proposed that this be a specially
appointed Deputy Governor of the Bank of England,
who would chair something called a Financial
Stability Committee inside the Bank. As things stand
at the moment, it is a slightly peculiar framework
which has been put in place whereby the Governor of
the Bank chairs this committee and then reports to
himself as Governor on his performance. It would be
interesting to be at the ﬁrst meeting when the
Governor decides if the Governor in his capacity as
chairman of the committee has not done well. It
could be a nice meeting to watch, I think! So it is not
a very sensible structure and I am sure that will
change, but the issue has been addressed, although it
is as yet far from perfect.
Q58 Lord Forsyth of Drumlean: I do not want to
prolong this, but I think it is clause 4 of the Bill. I
actually put that question to the Minister at the stage
of the Bill here, “Who is in charge?” and his answer
was that the various parties in carrying out their
respective duties which are deﬁned in the Bill means
that there is no need to have any particular entity in
charge because their responsibilities are deﬁned, but
that seems to me to be where we were when we had
the Northern Rock debacle and the sub-debacles?
Professor Wood: It pretty well is where we are.
“Debacle” is the right word for how Northern Rock
was handled and it is completely wrong to say that
the framework you describe will work so long as
everyone carries out their responsibilities. That is
true only so long as soon as you can foresee all future
events. You just cannot do it. You have to be
someone who is in charge, who can say, “These are
unforeseen circumstances. We should do this.”
Q59 Lord Levene of Portsoken: It seems to me that
we are talking today about oversight regulation,
supervision of the banks, a little bit to the extent of
shutting the stable door after the horse has bolted.
You have the management of the banks and what
comes between them and the supervisors is when you
have a board of directors. If you look in today’s
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Financial Times you will see an analysis of the makeup of the board of directors of RBS, the nonexecutives, how long they have been on the board,
what they have been doing there, where they come
from. Having served on a number of occasions as a
non-executive, I think to a large extent they ﬁnd
themselves in the position where you are a nonexecutive of a huge organisation. You go to a board
meeting, maybe, not always, once a month, are
presented with a pile of papers which you cannot
really study in any great detail and you are expected
to opine on it. Yet when the business—and it applies
to other business as well as banks—is doing well, it is
nothing to do with the non-executives at all, they are
irrelevant. As soon as it goes wrong, it is all their
fault. Is it possible to conceive of a system whereby
the non-executives have to be better qualiﬁed, have to
spend more time, and obviously be compensated for
it, so that there is a longstop within the bank before
it has all gone wrong and before it gets to the
supervisor? Is that something which ought to be
looked at, because otherwise they are just there as a
rubber stamp?
Professor Wood: It should certainly be looked at and
it has been done. In New Zealand it is a requirement
that every bank director signs a letter, I think to the
Governor of the Reserve Bank of New Zealand,
saying that they understand the bank’s business and
they understand what it is doing. When this was ﬁrst
proposed the then Governor, who was Don Brash,
received a deputation from various bank directors
saying, “This is absolutely dreadful.” As he said
afterwards, this convinced him he was doing the right
thing! Could I add one more thing, if I may?
Shareholders in ﬁnancial institutions seem to me to
behave in rather a strange way. Imagine if the board
of Sainsbury’s had gone rushing out and bought a
competitor or an overseas company at the very peak
of a boom and paid a tremendously high price for it.
The large shareholders would be apoplectic. Why
were they not apoplectic in the case of banks? I do not
know the answer to that question, but they seem to be
diVerent people behaving diVerently and yet they are
the same groups of shareholders.
Q60 Lord Levene of Portsoken: Having served on the
board of Sainsbury’s, I think I understand. Could I
just make a point? This is not really a question, but I
think it is relevant to what we are talking about. We
were talking before about hiving oV toxic debt and
making a bad bank, if you like. I just want to make
the point that in the Lloyd’s which I chair, the other
one which is not a bank, that was actually done and
it was done with what proved subsequently to be
enormous success because quite some years ago when
Lloyd’s got into very serious trouble, I mean at least
equivalent to what is happening now, virtually
meltdown, all of the literally toxic debt (because it

came from the asbestos liabilities) was hived oV into
a new claim called Equitas, which then was totally
removed from the public domain, totally removed
from any public oversight and very good
management put in with the remit to sort this
problem. Everybody thought they would go bust
very quickly and lo and behold after 10 years totally
out of the limelight, they ﬁxed the problem, sold the
business at a proﬁt, and everybody was happy. I just
mention that because it is a very good model to show
how, when you remove a problem like that from the
public eye and got good management and they just
look after that with no responsibility other than
sorting out the mess, no responsibility for ongoing
business, you can make it work.
Professor Wood: I think that is actually a very good
model. It was the model of the original plan in the
United States, as you know. The diYculty with doing
it is pricing the assets properly so that the taxpayer
does makes only a small loss and quite conceivably a
proﬁt after a period of years, while not at the same
time absolutely bankrupting the banks. If that could
be done—and I think there are ways of doing it,
reverse auctions might work—then it would be a very
good idea to pursue that, yes.
Q61 Lord Levene of Portsoken: I do not think there
is actually any need to pass it on to the taxpayer. You
just hive it oV and leave it there, hopefully to be
resolved.
Professor Wood: What is on the other side of the
balance sheet, because the liabilities are on one side?
Lord Levene of Portsoken: In this particular case you
did have a lot of assets there against that, which were
probably inadequate but at least they existed, but I
think once you have given it over to the taxpayer you
have lost the ability of having a commercial
management in there to actually run it. That, I think,
is the diVerence.
Q62 Baroness Kingsmill: I would just like to go back
a little and pursue some more of these questions
about directors, and I do not mean the non-executive
directors. I am wondering whether or not there
should be some particular engagement—let us start
with the non-executives—of the non-executives of a
bank, if the government should be diVerent from
maybe from some other kind of company so that, for
example, maybe they should be engaging with the
regulators independently and regularly? Maybe they
should have a standing committee of advisors along
the lines that the MPC has, for example, to enable
them to question and ensure that they understand the
product. I, myself, have been a non-executive
director of a ﬁnancial institution and of other kinds
of companies and the asymmetry of information is
staggering and as a lawyer I was often terriﬁed by it
and so made it my business to get into the businesses
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themselves, but it is not necessarily something which
is encouraged by the management that nonexecutives should do such a thing. I am wondering
whether or not in the case of banks in particular there
should be some particular kinds of requirements (a)
that they have a standing group of advisors, (b) that
they are required to get into the business themselves
in some way or another, and (c) that they should have
a formalised relationship with the regulators. That is
one point. Before we leave it, you did say earlier on
that we had had an unprecedented period of growth,
stability and prosperity over the last 10 to 12 years.
What was diVerent? I do not think our questioning
has elicited from you –
Professor Wood: You mean why that period was so
stable?
Q63 Baroness Kingsmill: And then what happened
that was diVerent. If you could answer the ﬁrst part
of my question ﬁrst and perhaps before you leave –
Professor Wood: Yes, I want to do the ﬁrst part ﬁrst,
because the second part really could take quite a long
time! The ﬁrst part ﬁrst. First of all, we should not
forget that personalities matter. If someone was
appointed as a non-executive director of an
institution and then found that the executives
stopped him ﬁnding out about the institution, he
really should kick up a fuss. That is the right kind of
person. If they do not kick up a fuss, there is
something wrong with them. Secondly, boards when
they are approaching non-executive directors, should
actually think. They sometimes do not. A shocking
experience—I can say who it was—was HBOS. They
wanted to appoint a non-executive director and they
were actually surprised when this person said, “But I
know nothing about economics and ﬁnance. Can I
please go to Cass Business School and have a few
lessons?” They said, “Of course,” but they were
genuinely surprised by the question. Eventually this
person decided not to sit on the board, very sensibly
as it has turned out. Now to come to your proposals.
They are a good idea. I think regular meetings with
the regulator where they report on what they have
been doing and why they have been doing it could do
absolutely no harm. It would keep the regulator on
his or her toes as well because they would have to be
up to speed in that bank. Similarly, having advisers
on whom they can call, that again is surely sensible.
Q64 Baroness Kingsmill: All board directors have
the right to get independent advice when they want it,
but that is in circumstances of crisis. I meant on a sort
of standard basis.
Professor Wood: That would be very sensible. They
could have specialists on hand whom they could turn
to and say, “Could you explain this to me, please?”
That is a very good idea. All these proposals are, I
think, very sensible. All that said, personalities

matter. But the systems, I agree, could be improved.
Why have we had this extraordinarily stable
environment over the past 10 to 12 years? Well, I am
sure your colleague Lord Currie can tell you as much
about this as I can.
Q65 Chairman: Could I pause there, because at the
end of this session I am going to ask you if there is
anything you would like to say by way of a round-up
and I wonder if you could answer that one then and
we can just get a more speciﬁc question.
Professor Wood: Do the round-up now? It is hard to
round up –
Chairman: Let me repeat it because I do not think I
have made it clear. At the end of the session, once we
have done all our speciﬁc questions, I will ask you if
you want to do something by way of a round-up. I
think in answer to Baroness Kingsmill, the second
question would make an ideal sort of round-up.
Baroness Kingsmill: I did not feel that we had actually
elicited from you the response, so it would be very
nice to hear it as a conclusion.
Chairman: If you could do that, that would be great.
Q66 Lord Moonie: I think my question is probably
the converse of Baroness Kingsmill’s. Why should we
be indulging in a special pleading for non-executive
directors of banks? If it is a general principle that a
non-executive director must have some knowledge of
the detail of what the company the board is serving
on does, should this not apply in pharmaceuticals or
defence, or any other area? Why should there be a
special pleading for banks?
Professor Wood: I regard this as not a special pleading
but a special penalty, one might say. But having
clariﬁed that linguistic point, why are bank directors
more important than others? Because if a
pharmaceutical company fails, what happens? Its
suppliers may lose some money. Its customers may
have a temporary hiatus in what they are buying from
it, but a competitor will rush in and there will not be
systemic consequences for the wider economy. Banks
are important in a way no other kind of ﬁrm is
important. No economy can function without a
functioning banking system. The greatest example of
this is, of course, the Great Depression of the 1930s
in the United States. The greatest depression in
recorded history was a consequence very largely of
bank failure. Banks are much more important than
anything else, and that is why we should pay more
attention to bank directors than to any other kind of
director.
Q67 Lord Tugendhat: When I was chairman of
Abbey National and David Currie was on the board,
I remember the Bank of England mounted an
exercise in which it wanted to establish an
independent relationship with the chairman of the
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audit committee. So they had a system whereby they
dealt with the chief executive and the executives and
they had a system whereby they dealt directly with
the chairman, but they wanted to start dealing with
the chairman of the audit committee and I remember
that all of us, all the bank chairmen at the time, we all
opposed that and the Bank of England had to drop
the idea. But listening to you, I am wondering
whether with hindsight we made the right decision at
that time and whether the idea of a direct connection
with the chairman of the audit committee might not
have perhaps helped. The reason we opposed it, of
course, was that we felt it was going to set one lot of
directors against the other, that it was going to be
detrimental to the unity of the board. What do you
think about that?
Professor Wood: I think it is possible to have too many
checks on a ﬁnancial institution. The relationship
between the bank and the chairman of the Audit
Committee is one possibility. I think a relationship
with the wider body of non-executive directors would
actually be more useful because they might know a
wider range of things than the Audit Commission.
Also, by having a relationship with this wider body
the regulators could, of course, form a view of how
good these directors were. So I think one wants
something like that.
Chairman: Are there any other speciﬁc questions
which Members would like to put to Professor
Wood?
Q68 Lord Forsyth of Drumlean: If I could ask one
very brief one, which we have covered earlier, which
is on the deposit protection scheme. Bearing in mind
what you have said about large banks, the basis upon
which it is funded, it does seem terribly unfair that
mutual building societies like the Nationwide, for
example, end up paying for the foolish decisions
taken by large banks and the moral hazard argument
has the eVect of actually resulting in the most
responsible and perhaps in some cases some of the
smaller institutions paying a disproportionate cost. I
just wondered if you could comment on that.
Professor Wood: I think you are basically correct. The
argument needs to be reﬁned slightly. In principle
there is nothing to stop the board of Nationwide
being as stupid as the board of somebody else, except
that since they are a building society they are much
more tightly regulated. In return for conforming to
this much tighter regulation, they should surely be let
oV much more lightly in the contributions to the
deposit insurance scheme.
Chairman: Lord Vinson, at this point feel free.
Q69 Lord Vinson: Thank you, Chairman. GeoVrey,
we are in the middle of the greatest banking crisis
probably this country has ever had and solutions are
being sought in all directions. It seems to me that

some of them are slightly contradictory. On one side
we are trying to encourage consumer consumption to
get the market rolling again. On the other hand, we
have reduced bank interest rates from 2.5 to 1.5 and
possibly even lower. The Shadow Monetary Policy
Committee, of which I believe you used to be a
member, part of the IEA, came out last week by
saying that they thought interest rates should not be
reduced any further than 2.5%, the argument I think
being that it completely destroys the income of all
those who have been saving, for the institutions such
as charities and others which rely on dividend ﬂow,
and so consumption will be cut. Is there a
contradiction here? Is it right to continue to cut
interest rates? Have they been cut too far? This is a
topical question, I realise, but it is actually part of
attempting to ﬁnd solutions which might have to be
used again if we have another banking crisis like this.
Professor Wood: First, if I may, for clarity of the
record, I was never a member of the Shadow
Monetary Policy Committee. I think because I am an
Aberdonian I ﬁnd it diYcult to sign up to a
committee with which I then have to agree a common
view! That said, interest rates: lowering them is
undoubtedly bad for savers. There is no doubting
that. Is there an oVsetting advantage for the wider
economy? There was initially. Pushing them down
further I am very doubtful about for a couple of
reasons. First of all, businesses are now themselves—
and consumers—being cautious and they are
somewhat more reluctant to borrow than they were.
Secondly, the cost of money, whether it is 2.5% or
1.5% actually is pretty immaterial if the bank will not
lend. What is much more important is to encourage
banks back into the markets again by, for example, a
bad bank or by, for example, something which
attempts to achieve the same end without the same
immediate eVect on the Government’s ﬁnances,
which is insuring lending. Some such proposal as that
would achieve the end. I think pushing interest rates
down without doing that is pointless and has this
harmful eVect which you have mentioned.
Q70 Chairman: Professor Wood, if there are any
further comments you would like to make in addition
to answering Baroness Kingsmill’s more general
point, now is the time.
Professor Wood: I have implied already, I think, that
more regulation is not what we want. What we want
is diVerent regulation, but I have elaborated that
point many times so now I will just quickly deal with
Baroness Kingsmill’s point. There is study by an
economist called John Taylor, who was on the
Council of Economic Advisors under President
Reagan. He is from Stanford University and is
credited with inventing something called the Taylor
rule for the guidance of monetary policy. He
examined the various explanations for the stability of
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the US economy over this period and in a systematic
way knocked down one after the other and he
eventually came down to an observation which we
have actually known before. We had very stable
monetary policy and that delivered very stable
economic performance. The counterpart of that is, if
we look at when things go wrong in economies, if we
set aside wars, every major economic catastrophe,
whether it be depression or recession, has been the
consequence of a usually inadvertent (but not
always) monetary policy mistake. Other policies
matter, but if you get monetary policy right it is very
hard to wreck the economy, and countries got
monetary policy right. They were helped by a benign
environment. Central banks could keep interest rates
low without inﬂation accelerating because there was
a sudden burst of goods being produced by India and
by China, not just being produced but being
produced at falling prices. This did not, of course,
aVect the underlying trend of inﬂation, properly
deﬁned, but it went on year after year, after year, and
meant that measured inﬂation could stay low at very
low interest rates. So we had the luck of India and
China coming on-stream, so to speak, together, and
Brazil and a few others, and we had in addition
monetary policy which was becoming increasingly
clearly focused on a long-term objective. These things
combined to give us what I think is best described as
the great moderation.
Q71 Baroness Kingsmill: The monetary policy, was
it a mistake?
Professor Wood: The stable monetary policy was
certainly not a mistake.
Q72 Baroness Kingsmill: Well, it was stable but it
was based on a wrong premise?
Professor Wood: It was based on the premise, I
suppose, that central banks should focus only on the
consumer price index or some measure of consumer
prices and that we do not need to worry about asset
prices as warnings of future inﬂation. Now, if we get
into the area of using asset prices as warning of future
inﬂation, it is both complex and contentious, but I
think it was clear that the central bank should have
worried a bit more about asset prices. Once they had

worried, the Federal Reserve could have done
something because the Federal Reserve does not have
a clear mandate to deal with inﬂation. Central banks
which had a clear mandate to deal with inﬂation and
nothing but inﬂation would have had not only to
worry but to go along to the politicians who set the
mandate and say, “We think this mandate is
unsatisfactory.”
Q73 Baroness Kingsmill: So in a small sort of
domestic context, a rapid rise in house prices, asset
prices versus moderate inﬂation rates and everything
else should have been the trigger?
Professor Wood: It should certainly have been a
warning. Of course, one fed the other because if we
had become more stable and if this benign
environment was going to last forever, then indeed
assets had become less risky so they would go up in
price. Nonetheless, this extraordinary rise in house
prices should surely have been a warning that
something strange was going on somewhere.
Chairman: Lord Currie would like one last ﬁnal
word.
Q74 Lord Currie of Marylebone: I wonder whether
you see any merit in the sort of Minsky argument that
this long period of apparent stability which went on
for much longer than perhaps we have had before,
the bidding down of the risk premium to almost zero,
meant that the crunch when it came was just that
much nastier and that it is the almost inevitable
consequence of the benign circumstances which you
have described before?
Professor Wood: I think it is very hard to demonstrate
that with any degree of rigour, but it sounds
intuitively right. Everything has become much more
fragile, more risks have been taken because the
climate has been benign. Then when something goes
wrong the shock is the nastier.
Q75 Chairman: Thank you very much indeed,
Professor Wood. That was extremely helpful and
thank you for spending your time with us this
afternoon. We look forward to your paper which you
promised to let us have.
Professor Wood: It is quite long, you know.
Chairman: We do not mind a long read!
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Examination of Witnesses
Witnesses: Peter Montagnon, Director of Investment Affairs, Association of British Insurers (ABI) and
Professor Julian Franks, London Business School, examined.
Q76 Chairman: Good afternoon Mr Montagnon
and Professor Franks and thank you very much for
coming. As you know, this is the second public
hearing of our inquiry into banking supervision and
regulation and you are very welcome. I do not know
whether you wish to make an introductory statement
or just go straight to questions.
Mr Montagnon: I am very happy to move straight on
to questions.
Q77 Chairman: I think this is the second time today
you have been doing this anyway. Are you happy?
Professor Franks: Yes, I am very happy.
Chairman: It will be open to both of you to answer
each question but, in giving the second answer, where
you wholly agree with the answer given by your
colleague you can simply say “I agree” for the record
so we know and leave it at that. I think you know the
line of questioning. We are going to start on my right
with Lord Best and go round the table.
Q78 Lord Best: May I just begin by declaring an
interest which is what we need to do. I chair a large
housing association which is deeply aVected by the
credit crunch since we are trying to raise several tens
of millions in the current circumstances. My question
is whether or not UK investors are suYciently activist
in their dealing with the ﬁrms in which they are
shareholders. Would you like to comment on the
extent to which UK investors can get involved and do
get involved in the companies in which they are
shareholders?
Mr Montagnon: It is clear that the level of activism
varies; there is no typical shareholder. In general I
would say longer-term shareholders like insurance
companies, especially those with a sense of
ownership, are more activist in terms of corporate
governance because they recognise the role of
corporate governance in sustainable value for them
and their beneﬁciaries. They do also take a close
interest in strategy but they are only one component
of the market. If you look at some of the other types
of shareholder, they are more focused on trading
strategy but some hedge funds too are activists. If the

underlying question is “Are we as eVective as we
might be?”, then the answer has to be no, we need to
make ourselves more eVective in what we do and we
are very ﬁrmly determined to do that, although we
were not responsible for the crisis. I would say one
other point about making activism work is that the
boards to whom we speak have to listen. If they do
not and will not, then it becomes very diYcult.
Professor Franks: I agree with Peter but I want to add
a couple of points, if I may. Peter is absolutely right
that we can do more. With the new activists such as
some hedge funds, some focus funds and the Hermeskind of fund which is devoted to intervening and
intervening in the strategy of companies there is a
diYculty that boards feel probably under attack;
boards are probably more defensive than they ought
to be. It has been diYcult to engage with bank
boards. I ought to say that I declare an interest. With
Professor Acharya I have been advising one hedge
fund, Knight Vinke, which has a stake in a bank. I
have to say we have not advised on the purchase and
sale of the stake; we do not have those powers of
prophecy, but we have been advising on certain
aspects of the banking crisis and it has not been easy
to engage. One reason is that if a year ago you bought
1% of a bank it cost you between £500 and £1,000
million; it is cheaper today. That kind of stake for 1%
is pretty large. The average size of stake of activists in
the UK and Europe is 5, 7, 8%. If you only have 1%,
it is not easy to engage with the board unless they
want to be engaged. Activism, as Peter has said, has
some way to go.
Q79 Lord Best: Is there a distinction between
shareholders in this country and in Europe in relation
to the scale of their holding and therefore the extent
to which they are active activists in this?
Professor Franks: I have done a study on UK activism
and we are just completing a study on European
activism, literally counting the activist events, who
initiates them, what form they take and what value
they give to shareholders. There is a diVerence. On
the whole the legal framework in this country is
friendly to activism compared with most continental
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countries and indeed compared with the United
States such as the State of Delaware. I could go on
but I think I ought not to.
Mr Montagnon: I would broadly agree with that.
Q80 Lord Forsyth of Drumlean: First I should say
that I am a partner in a ﬁrm which provides corporate
ﬁnance advice although we do not advise any of the
clearing banks. Could we just pursue this idea about
how easy it is for investors actually to inﬂuence the
behaviour of banks? You just made a point about the
small shareholdings and the point about the
institutions being able to meet with the banks. These
meetings tend to be private, nobody knows what was
said at the meetings and, let us take an issue which
has caught the headlines—it may not be the most
important issue—for example executive pay and
bonuses, it is quite hard for the institutions who are
discussing these matters with the banks if they are
themselves in the same boat. For the ordinary
shareholder, the ability to exercise inﬂuence seems
rather limited. Would you agree with that?
Mr Montagnon: A lot of issues are bound up in that
question. May I ﬁrst of all deal with executive
remuneration? The answer is that it is not always
easy, partly because there is a market out there in
which you have a lot of holders of maybe 1% who do
not always have the same opinions; therefore it is
sometimes possible for banks and other companies as
it were to divide and rule. These issues of
remuneration are never straightforward because you
have to make a judgment quite often about whether
you wish to maintain the management or risk losing
the management or being very demanding on
executive remuneration. In terms of the suggestion
that fund managers are in the same boat because they
are also receiving large bonuses, I do not actually
believe that plays a signiﬁcant role in their approach
to these issues because they do take the conﬂict issue
seriously and if it did play a role you would never see
them being tough. They have obligations to their
beneﬁciaries. It is also true that while the fund
management industry may be in receipt of bonuses,
there are actually quite often and normally indeed
some quite important longer-term aspects to their
own remuneration, so we are not looking always to
the short term. On the other aspect of the question,
it is actually often quite diYcult for shareholders to
inﬂuence bank behaviour if the boards will not listen.
In the case of Northern Rock the management were
not at all responsive and I understand that some of
the meetings which took place were very short
because the management was not interested in
listening and the traditional institutions responded in
the end by selling down their holdings so that at the
end of the process with Northern Rock the share
register looked very diVerent from how it had done at
the beginning. It is also fair to say that Royal Bank

of Scotland was not always responsive and indeed on
one or two occasions went out of its way to obfuscate
in its dealing with shareholders. One important
ingredient of a successful engagement is that there
should be traction between the shareholders and the
non-executive directors who may also sometimes be
concerned. When that point is reached they need to
work together. One side cannot necessarily achieve
very much without the other.
Q81 Chairman: You say “non-executive directors”.
Do you mean the senior independent director
normally or do you mean the lot?
Mr Montagnon: There is a cascading expectation, so
that if you have diYculty or disagreement which
aVects the chief executive, then you would go to the
chairman and if you have an issue with the chairman
you would go to the senior independent director. The
senior independent director is a very important ﬁgure
in this but as a collective the independent directors
need to be willing to take the issue on otherwise you
are just dealing with one person.
Q82 Lord Forsyth of Drumlean: I apologise that I
mixed up a whole lot of things, but could you just
deal with the fact that these meetings with the
institutions tend to be private meetings and it is not
disclosed what representations have been made?
Mr Montagnon: Yes. It is inevitable that they are
private because if they happen in the full glare of
publicity your chance of achieving the outcome you
are seeking may well be seriously impaired. It is not
as though the whole body of shareholders do not
have the opportunity to vote on the key issues at
every stage along the way and indeed sometimes,
when our members have been undertaking private
negotiations with companies, one of the
speciﬁcations we have made to them is that when they
have made up their mind to respond, and if they make
up their mind to respond, then they must make a full
announcement to the market and not do a private
deal with the larger shareholders because that is not
appropriate.
Q83 Lord Paul: First of all let me declare an interest.
I am chairman of a manufacturing group which is
aVected by the ﬁnancial crunch. A cosy relationship
always tends to be formed between the management
and the largest block of shareholders; the ordinary
shareholders really have no chance to ask any
questions or show concern or have any attention
given to them. How does that allow a situation where
they can be very independent?
Professor Franks: It is almost impossible for a small
shareholder to have incentives to collect information
and generally to ask questions except over a very
narrow range. If we are to conﬁne ourselves to banks,
for example, banks are opaque and complex
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institutions. If they were not, we might not have had
the regulatory failures we have seen. It is interesting
to think about why they are opaque and why they are
complex and two factors are interesting here: opaque
and complex because banks are almost unique
amongst institutions in being able to create assets and
liabilities virtually overnight through derivatives and
other instruments. We can transform the assets and
liabilities of balance sheets hugely and quickly. How
could a manufacturing company like Rolls-Royce or
retailer like Marks & Spencer double and triple their
balance sheet in a week or a month? Banks can do it.
The second factor is that this can be done not by the
board of directors, not even just by people just below
the board, but by people far below the board. That of
course is a great danger that the transformation of
balance sheets can be done by people in the middle of
the organisation. That is kind of worrying and that is
why risk controls, et cetera, are so important. In that
sense banks are opaque, fast-moving. What is the
leverage of a bank today and what was it six months
ago? One bank, UBS, changed the size of its balance
sheet by 30 or 40% in the space of 18 months,
contracting it after the crisis. That gives you an idea.
Collecting information about banks by investors is
very costly. If I am an index fund charging 30, 40, 50
basis points to investors, how much money can I
aVord to spend looking and understanding bank
balance sheets? The answer is: not very much. Only a
few investors have invested the time and the trouble
and it is not fun. Some investors have gone public
with their engagements. We should not understate
culture and social norms here. It is not easy going
public; it is not nice for the companies and it is not
nice for the investors. Some do but there is a price to
be paid.
Q84 Lord Eatwell: First of all I should like to declare
interests as a director of SAV Credit Limited, a credit
card company, and as economic adviser to Warburg
Pincus and Palamon, private equity companies.
From what I have heard in discussing the relationship
between boards and shareholders, there is a very
considerable degree of scepticism that shareholders
can really have any inﬂuence on boards at all. It was
even said that perhaps there would be some inﬂuence
if they bothered to listen. Boards argue that they
manage companies in the interests of shareholders. Is
this then a myth? Do boards actually manage
companies in their own interests?
Mr Montagnon: It would be very dangerous to
generalise along those lines. It is quite clear that
where it goes wrong then the boards are not
managing the companies in the interests of
shareholders and that may be one of the reasons why
it has gone wrong. It is not true of all boards all the
time and one of the issues here is how well the board
is functioning and there we have seen problems. We

have seen boards which are not functioning well as
groups and it might well be helpful, particularly in the
case of banks, where the businesses are complex, to
put some more emphasis on board evaluation to
make sure that the boards are functioning as groups.
By the way, all that said, I do not think that directors
generally set out not to manage the business in the
interests of shareholders. Sometimes they convince
themselves that they are managing them in the
interests of shareholders when the reality is that they
are not.
Q85 Lord Tugendhat: I have diYculty entirely
following your answers. My recollection of being on
boards and certainly my recollection of when I was
chairman of Abbey National is that if large
shareholders wished to make a point they were in a
position to do it. Not all of them wished to do so. Not
all of them sent very high grade people to talk to the
chief executive or to the ﬁnance director; some of
them indeed appeared to treat the meetings as a
rather routine aVair. However, my impression is that
when signiﬁcant shareholders—and by signiﬁcant I
mean either in terms of the size of their holding or of
their inﬂuence—to go back a few years, such as Carol
Galley wanted to know something, people told her
and they would have been very loath not to tell her.
There are other people like that. I remember Leigh
CliVord at Rio Tinto—not a bank of course—saying
how diVerent in kind being interrogated by hedge
funds was from being interrogated by long-only
funds and that was because of the degree of interest
they took and the calibre of the people who were
involved. I must say, if I may, I ﬁnd your answers a
little diYcult because I do not think shareholders
necessarily attach such tremendous importance to a
lot of these meetings.
Mr Montagnon: The importance they attach to these
meetings has grown over the years and I did say at the
beginning that we can probably handle these things
better than we do and we want to improve. I also
think you are absolutely right that if large
shareholders seek information they will, generally
speaking, get it. In a couple of the banks we have been
talking about that was not necessarily the case. Those
probably are exceptions but they are exceptions
which turned out to be very worrying.
Q86 Lord Currie of Marylebone: I want to go back to
the question of the sort of information and its
availability to investors and indeed to boards. You
suggested that decisions can be made at a low level in
the organisation, well below the level of the board
and that made it hard to know exactly what was
happening, especially if it moved very fast. Does that
suggest, if we are to have well-run banks and ﬁnancial
institutions more generally, we need much better
control over that information and perhaps a
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simpliﬁcation of the business to make the ﬂow of
information easier to understand? Then, if the board
has access to that type of information, surely it is
relatively straightforward for that to be shared with
investors and maybe part of the problem is that the
board itself is not as well informed and hence the
opacity of discussions between the board and major
investors.
Professor Franks: I think I agree with everything you
said then. I suspect boards did not understand some
features of their business. For example, I do not think
some bank boards understood how highly levered
they were, how much debt. I think they said “Tell us
the regulatory leverage. Oh, it is 6. What is Basel I cap
ratio? Oh, it’s 5%. Are we OK?”. Well, you were not
okay because those regulatory ratios were not
suYciently informative. There was not enough going
behind these numbers. Banks were, on the whole,
much more highly levered than they thought, than
they acted. There was also oV-balance-sheet ﬁnance
“This is oV balance sheet therefore we don’t need to
worry about it”. Well you do because if there is a
problem you are going to have to stand behind it. If
you are going to have to stand behind if, what is the
value of it being oV balance sheet? HSBC has an
important US corporation which is non recourse. On
the other hand, for jolly good reasons, they say they
want to stand behind it. It is important to understand
that before a problem occurs, not after. Regulatory
arbitrage, using money from the centre of the bank,
the deposit network of the bank, which is guaranteed
in part or in full by government, for other activities
outside that regulatory framework. There is a lot of
gaming going on; there is no question about this. I
think this is well known and all those things are going
to mean simpler banks. It is not just going to be more
regulation: it is going to be simpler banks.

Q87 Lord Currie of Marylebone: Do you think these
problems were similar in the UK, the US and
continental Europe or were there very signiﬁcant
diVerences?
Professor Franks: Paradoxically the less sophisticated
you were—this is one of those occasions—the better.
I went into a bank abroad. It does not really answer
its telephone very well and it is a bit of a throwback
20 years but it is doing very nicely thank you. They
did not understand derivatives and all that kind of
stuV but it is doing very well. Certainly the fact that
there have been failures in a lot of markets should
give us pause for thought about the seeds of this crisis
and the seeds of this crisis were not just sown in
boardrooms of banks, they were sown in the macro
markets. Martin Wolf has written a lot about this. We
should think about it carefully; it is not easy to
allocate blame.

Q88 Lord GriYths of Fforestfach: First of all may I
declare an interest as vice chairman of Goldman
Sachs International and a member of the board of
Goldman Sachs International. You said that banks
were opaque and complex institutions, which I would
agree with. The question then is about the role of
non-executive directors and how you would choose
non-executive directors in banks as opposed to nonexecutive directors in non-ﬁnancial institutions,
whether there is any diVerence. Because of the
complexity of the business, what sort of capacity
should they have in order to gather information and
to understand what is happening?
Mr Montagnon: There are three points to make here.
It is quite clear that on the boards of banks you need
expertise because they are complex businesses. Even
if made simpler, they would still be complex
businesses. Expertise on its own is not suYcient
because what you do need is suYcient character to
say no to the management from time to time. If you
do not have that character, all the expertise in the
world will not help. I do think there is another point
which is relevant to this and we believe this very
strongly. It is that boards and independent directors
must have the right to seek and obtain information
and be able to exercise that. As shareholders we
would think it very important to support them in
having that right. Some of the information remains
conﬁdential within the board, but if the board is not
being formed properly, then you are in trouble. They
do need to have the right to demand and the ability
and strength of character to demand information.
Q89 Lord GriYths of Fforestfach: Can you give me
an example of what kind of information, if you had
been on the board of one of the major British banks
in the last two years, you would have been asking for
which you feel may not have been readily available?
Mr Montagnon: One of the issues which has come to
light after the event, and we still do not exactly know
how it unfolded in the boards concerned, was the
propensity to put some stuV oV balance sheet. The
boards should have been entitled to know that that
was happening. They should have been able to ask. If
the management is putting it oV balance sheet and
really hiding it, it is really diYcult to know you have
to ask the question. That is a very, very important
aspect of this and the boards should have been in a
position to have that knowledge.
Professor Franks: May I give you another example?
First of all, I agree entirely with Peter about the need
to seek outside advice. The non-executive members
of the Monetary Policy Committee—and I know you
were a member for a period some little while ago—are
allowed to seek outside advice and go outside for
external research. This is very important. It is
interesting that for some years colleagues and I have
been developing this idea. I have to say the people I
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have talked to are very resistant “You’re trying to
second-guess management” or “You’re in danger of
taking conﬁdential information outside the
boardroom”. This is not just with banks. Nonexecutive directors should be allowed to go outside
and I should like to give two examples: one banking
one and one non-banking one which I have been
involved in. The banking one is the cost of capital for
the banks. This was far too low. It simply did not
reﬂect the leverage of the company. However, to
challenge the bank and ask what the cost of capital is,
you would have to have gone outside for special
expertise. We have been looking at this matter; this is
not an easy issue to address. It is nothing like as easy
as the cost of capital for Lord Paul’s company, for
example. It would be relatively straightforward
would be my guess. The cost of capital for a bank
means understanding the capital structure and
leverage of the bank and its risk. This is a formidable
problem. You should not have to rely solely on
internal management. Let me give you another
example. I am a pension fund trustee and an advisor
to another pension fund. I may be uncomfortable
with actuarial valuations of our liabilities and the
deﬁcits resulting. I may want to go outside to get
expert advice on valuing these liabilities. One
response might be; “Why do you need to, we have
experts here?” On pension fund deﬁcits we all have a
sense of how diYcult they are to value. It may vary
between £5 million and £20 million for the company
I am an advisor to . There may be a temptation to say
“If we are consistent with the regulatory rules, we do
not need to do anything more than that”. In my
opinion that is grossly unsatisfactory. We have to use
independent judgment and not rely on the regulatory
rules. Indeed that is one danger of regulatory rules:
they become a substitute for board judgment. This
just emphasises the point Peter made: it is very
important to be able to go outside for advice and
expertise.
Q90 Lord Forsyth of Drumlean: Are you saying that
non-executive directors of the banks were being
frustrated in their wish to get information?
Professor Franks: No, I do not think either of us said
that.
Q91 Lord Forsyth of Drumlean: I cannot imagine, if
I really wanted to or I wanted to get external advice,
that there would be resistance to that. If there were,
one would leave the board. Is there any evidence that
any of the non-execs in any of the banks we have been
concerned with wanted to get information and were
frustrated in doing so?
Professor Franks: No, I do not think either of us
suggested that. I am completely ill-informed on that
point. I am simply saying that if, as a matter of
course, non-execs were able to do that, it would make

them more informed and they could, in a constructive
way, challenge the company and its views in an
intellectual way, not in a destructive sense. That
would be very helpful and not just for banks.
Mr Montagnon: We cannot really know what
information they would have liked or whether they
sought it. It would be very, very diYcult to ﬁnd that
out. By the way, I was talking initially about internal
information but I agree with what Julian Franks says
about external information. The point is that if it is
absolutely clear that independent directors are
entitled to seek information or internal and external
advice, then there is more pressure on them to do so
and it is easier to hold them to account if they do not.
We need to establish and make the principle very
clear.
Q92 Chairman: Are you suggesting that there should
be a legislative requirement or simply that nonexecutive directors should be more aware of doing it?
Mr Montagnon: No, it is more a combined code, kind
of complier-explain level, best practice thing, not
legislation.
Q93 Lord GriYths of Fforestfach: I take the point
and I see the value of what you are advocating, but it
seems to me that the risk of going down that road too
strongly is that you create a two-tier board and you
have the possibility of mistrust arising and possibly
executives wanting therefore to shield information
even more from non-execs.
Professor Franks: I have to say that I certainly think
that is a reasonable challenge. If I may give you an
analogy, when the proposal was made to separate the
position of CEO and chairman by the Cadbury and
Higgs’ codes of conduct, the Americans were strongly
against it and still are. Conﬂicts will outweigh any
beneﬁts they argued and we know now, the evidence
is, that it is about the one piece of corporate
governance in the combined code where we have
conclusive academic proof that it works for underperforming companies. If you have separation, you
are probably going to be ﬁred if you are very underperforming. If you do not have separation, you are
not going to be ﬁred. The evidence shouts from the
rooftops. The objections were again “You will sow
mistrust. You’ve got to have a sensible kind of accord
between non-execs and execs that non-execs trying to
inform themselves better and do a better job does not
undermine the executive directors”. Your voiced
objection is certainly one which is very important to
think about.
Q94 Lord Tugendhat: On this business of experts
and outside advice, of course I agree and one cannot
fail to agree that bank boards need to have a high
level and probably a greater level of expertise than
they have had in the past. I have to say that my
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experience is that if you have on your board
somebody who is very expert in the arcane and new
forms of product that have been developed, this tends
to make them see the world in the same way as the
executive; you have two lots of people who are expert
in the same rather arcane ﬁeld and actually they tend
to have a rather similar mindset. In my experience,
far from the expert being likely to challenge the
internal expert, he is more likely to agree with him.
Secondly, of course I agree that people ought to be
able to get outside advice, but the diYculty is that
again, the more recherché the subject, the more closed
the area in which you are operating and the more
likely people are to have a similar world view. Then,
of course, there is the problem of commercial
conﬁdentiality. On the whole the Monetary Policy
Committee is dealing with macro subjects and
commercial conﬁdentiality is not a problem. If one is
a non-exec director of a bank, the issues which have
been really sensitive and have caused diYculty are
quite diYcult to get outside advice on without
revealing information about the bank which it would
be a breach of conﬁdence to reveal.
Professor Franks: I am kind of one of those experts
and am in a diYcult position, I have to say, with much
less experience than your own. I do not think I agree.
I am a pension fund trustee, I have a lot of ﬁnancial
expertise and I am looking for ways of crosschecking. The issues about banks, what is their
leverage, what is the right cost of capital, what is the
eVect of bank guarantees on their cost of capital and
their capital structure are generic issues and indeed
the issues I have been advising Knight Vinke on could
have been at Barclays or RBS. It really would not
matter. In the case of banks these issues were generic
to all banks. I have been doing seminars with a bank
which has been discussed. You need not discuss
conﬁdential information to get a handle on these
problems. Having said that, if a non-exec is not an
expert in the way you mean, even more reason to be
able to consult experts so that they can get an
understanding of the issues a little better.
Mr Montagnon: I should like to come back to the
point I made earlier that I think expertise on its own
is not suYcient. Strength of character to challenge if
necessary is absolutely vital. In a board you have to
have some expertise, but you also have to have that
ability and you need the right mix on the board to
achieve what you want.
Q95 Lord Paul: Talking about the non-executive
directors and the type of products which the banks
have been selling or buying and the size of them, I am
not sure it was possible for the executive directors to
understand what they were trading in. Is it really
physically possible for a non-executive director to
know anything about them?

Mr Montagnon: That is a very good question.
Certainly I know that some of our members are
wondering about this and are wondering, at a certain
point of complexity and if the bank is doing business
somewhere in the group, which is almost impossible
for anybody other than those intimately involved in
that business to understand, whether that is actually
appropriate. At the end of the day such a bank
becomes ungovernable and unregulatable and there
is a question we need to think about very carefully
there.
Q96 Lord Eatwell: It has been suggested to us that
there ought to be a closer relationship between nonexecutive directors and the regulators; perhaps they
ought to meet and share information backwards and
forwards. Do you think that would improve the
compliance relationship or would it produce
something, which you have suggested, the seatbelt
problem, that when people have seatbelts they drive
faster than when they do not have seatbelts?
Mr Montagnon: That is not a very helpful road to
drive oV down, the point being that the regulators
must have their own channels. The obligations of the
directors are to the company and to make them have
a second line of responsibility to the regulators makes
it very diYcult in a unitary board. I am not sure that
we would achieve anything much by going down that
route. Clearly if a non-executive director is concerned
and frustrated in achieving change, they have the
option of resigning and that in a way sends a signal to
the regulators, among others. To give them, as
independent directors, a speciﬁc task of sharing
information with regulators would be quite
dangerous to the concept of a unitary board.
Professor Franks: I would agree with Peter although it
is a diYcult one.
Q97 Lord Paul: To what extent are the current
problems in the banking sector attributable to the
problems of governance?
Mr Montagnon: There was a failure of governance
and that is part of the issue. The problems we have
been facing go back a long way into the
macroeconomic imbalances, the liquidity which was
created from those and also to some extent to the
incentives behind the Basel capital requirements and
the accounting standards which actually drove some
of this business. It is very diYcult to say it was the
cause; it was one aspect. It is probably true that some
of the pressures on banks and other businesses which
arose as a result of this enormous liquidity were such
that they were really pretty hard for everybody to
understand and resist.
Professor Franks: I agree with that. We have had a
systemic crisis of huge proportions and the idea that
executive or non-executive directors should have
somehow foreseen this when regulators could not and
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governments could not is putting unimaginable
burdens on boards. In that sense I absolutely agree.
However, I do think, with hindsight, we should not
quickly go for the regulatory lever until we
understand the problem more. I do not really
understand the problem suYciently. The proﬁt
margins on corporate loans were miniscule and
reﬂected a view that banks did not need equity, they
could just borrow, get a spread and lend on. I do not
think the leverage of banks and why they were able to
borrow cheaply was adequately understood. They
could borrow cheaply because markets thought they
were guaranteed or their deposits were guaranteed,
by the Government. When the markets caught on
that they might not be, the run began. I do not think
this was well understood and it was most unfortunate
and that is a lesson we will have to learn.
Q98 Lord Paul: Governance means either fraud or
something or other but nobody has challenged
anybody with that. The only thing which has been
talked about is greed and the extra bonuses, et cetera.
The whole thing seems to have lost sight of what they
were doing. That is the impression one gets.
Professor Franks: It is very diYcult to understand
fully today the answer to your question. I certainly
worry about the myopia of some compensation
plans, the drive for size rather than proﬁtability. I am
suYciently old to say that I remember, 40 years ago
when I borrowed from a bank, it cost me 3% over
base; when I borrowed a couple of years ago it cost
me 67 to 70 basis points over base. Do I think it was
wise to lend me so cheaply? No, I do not. I have to say
that I am now paying 220 basis points, which I am not
very happy with, but it is much more sensible. The
margins on bank loans were crazy. I know senior
people in banks would say they did not pay enough
attention to their balance sheets “We wanted the deal.
We wanted to preserve our market share”. The
impact on balance sheets is now becoming hugely
more important and I think that is long overdue.
Q99 Chairman: How important do you think that
legislation is in facilitating good corporate
governance? Do we need any new corporate
governance legislation in the wake of the crisis? Some
people have even suggested legislation on pay. I
would be interested to hear your reactions.
Mr Montagnon: Legislation must provide the right
framework in which governance can operate. For
companies to be accountable to shareholders means
that the shareholders must have rights. One aspect of
this which I do think is important because the crisis
started there is that it is important for shareholder
rights in the United States to be increased because
their shareholders by and large have no right to
dismiss directors and so could not hold companies to
account even if they wanted to. For shareholders to

exercise their rights means they must have access to
basic information. The art is to get the framework
right and then ensure that the various actors are
properly incentivised to do what they need to do to
make the accountability chain work. On the speciﬁc
issue of remuneration, I am not sure that legislation
would help. I do believe though that in banking,
particularly in banking, because of the nature of the
business and the cyclical nature of the revenues, there
is always going to be a tendency to have a high
component of variable pay in the mix and that does
create a situation where employees will want to grab
as much bonus as they can while the going is good
and might encourage them to take short-term risks.
If that happens, then in the extreme the business itself
can be put at risk. The issue for remuneration in
banks is one which should be seen in this context. As
shareholders, we would like to see more disclosure,
not in the remuneration report on the way the
directors are remunerated, but in the business review
of the way in which the entire board is recognising
and managing these risks. We also think we would
agree with the FSA that it is sensible to look at this
process and make some assessment of the impact of
remuneration on the riskiness of the business as a
whole and factor that into their prudential
supervisory approach. Beyond some more
transparency, or some more narrative disclosure
requirements, we would not actually see any formal
requirement here, but we would think that the
regulators are right to look at the risk aspect of this.
Professor Franks: I want to stress that I think we
should not regulate in haste. We do not understand
the origins of this crisis adequately and SarbanesOxley was a good example of regulating in haste.
Having said that, there is one area of legislation I
think that could be helpful to look at and that is the
election of directors. At the moment boards really
nominate directors. It is not easy for shareholders to
nominate directors. It would be worthwhile looking
at what mechanisms could be put in place that would
allow shareholders to nominate directors more easily.
If I could just come back for a moment to your view,
there are almost 300 cases where activist shareholders
have intervened, many of them in public, some in
private and in that sense that is consistent with your
view that there are quite a lot of interventions, many
of them hostile however. These people are not invited
for tea or to stay for tea. You may have been very
welcoming to criticism but you should not assume
that boards in general are as welcoming, especially
when they are underperforming, especially when you
want to change the management of a company. It is
not easy to go inside a boardroom and say to the
CEO that he should spend more time with his family.
That is not well received. Yet in half the cases we have
studied there is a change in management. That
explains the hostility and the diYculty. The election
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of directors, making it easier for shareholders to
nominate, is an area well worth looking at. I thought
that before the crisis and I think that after the crisis.
Mr Montagnon: I have to say that I have some
reservations about that. If you make it too easy for
the shareholders to put up a slate and nominate, then
you will very quickly undermine the unitary board. A
unitary board is actually something which is of quite
considerable value which we have here and we would
wish to preserve, where all the directors are
collectively responsible for all the decisions. The
problem can perhaps be better addressed by requiring
directors to stand for re-election more frequently.
This is not a formal position of the ABI but we are
interested in debating it at the moment. If all directors
were to stand every year it would be clear when there
was dissatisfaction growing and that would be a
signal to the board that it needed to look to its own
renewal. I prefer that route rather than encouraging
selective dissidence.
Q100 Lord Best: Could regulations sometimes
undermine the monitoring incentives for investors in
ﬁnancial institutions either deposit insurance
regulations undermining monitoring incentives or
regulation becoming a substitute for shareholder
monitoring and shareholders trust supervisory
monitors and back out themselves?
Mr Montagnon: There is a risk of this but I am not
sure that it is a large one in practice.
Professor Franks: I worry that regulatory rules
become substitutes for independent judgment on
boards. Actuarial deﬁcits, Basel I tier 1, Basel II tier
1 ratios, if you can tick the box it is ﬁne. It is not ﬁne.
I suspect our actuarial deﬁcits for pension funds are
seriously wrong. The regulator has said that. We
should exercise far more independent judgment and I
worry about the incentive eVects on regulation. What
to do about it? I do not know but I certainly worry
about it.
Q101 Lord Forsyth of Drumlean: Now that the
Government have become a major shareholder in
more than one bank do you think that there might be
a tension between perhaps the government’s
legitimate policy objectives and the interests of the
other shareholders. If you do think that this might be
a tension, what are the best means of trying to
resolve it?
Mr Montagnon: There are several risks here. The
UKFI is a large holder of banks and an insider as well
in the sense that it is not seeking to trade the shares.
This has always been an inhibition to institutional
shareholders; they do not want to be made insiders
and lose their ability to trade. The Government are
more like a private equity investor and like private
equity they are looking to exit. That means that its
time horizons may well be more short term than the

time horizons of traditional institutions and is also
risk that the Government could encourage decisions,
for example of capital raising, which would go
against the interests of other shareholders. I think
there are potential tensions, but I have to say that to
date we have been very pleased with our contacts
with UKFI. They have said publicly that they wish to
behave as a value driven investor and we support
that. If they do pursue policies orientated towards
long-term value creation, we believe rather strongly
that they will be able to exit their investments
eventually at a better price to the taxpayer. That is
actually a very important convergence of our
interests and the Government’s interests. That said,
the Government have policy interests and we know
what some of these are: ensuring the ﬂow of lending
to provide working capital for sound businesses.
Those sorts of policies probably should apply to all
banks. When the Government are trying to make
general points, they need to be quite clear to the
industry that they are making general points and not
speciﬁc points to that part of the industry they
happen to control. We are going to see how this
process works but I have to say that at the moment
we have found that we have had good contact with
UKFI and we will try to maintain that going
forward.
Professor Franks: There is the law of unintended
consequences. Here there is a real danger. You can
understand the Government’s taking of stakes in
banks, quasi nationalisation, state aid to many areas,
the need, to get the credit ﬂowing, telling the banks
where to lend, is an incredibly diYcult position and
that is why I say it is the law of unintended
consequences. I hope Peter is right that he can see
how the Government will extricate themselves from
this. I take a more sanguine view: it will be far more
diYcult for them to do so and the consequences may
be longer term.

Q102 Lord Forsyth of Drumlean: It will be one of the
unintended consequences that there could be a higher
cost of capital.
Professor Franks: Yes. Here is a paper by Professor
Sapienza, who, as the name sounds, is Italian and she
has looked at state-owned banks in Italy versus
private banks. State-owned banks are less proﬁtable,
they lend at lower interest rates and they happen to
lend where their political interests are greatest. We are
not Italy—I say that not for good or for bad; I am an
admirer of Italy; I am sure God is Italian—but
nevertheless we should worry. If we do not worry, the
law of unintended consequences will work.
Lord Paul: Do you think it is really fair for a big
shareholder to tell a management what to do on
behalf of the other shareholders?
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Q103 Lord Eatwell: Could you give me another
example of a situation in which a majority
shareholder does not determine the policy of a
company.
Professor Franks: Let me answer your question and
thereby answer Lord Paul’s question. I agree with
you entirely and the evidence is overwhelming. Large
stakeholders attempt to extract private beneﬁts of
control; there is overwhelming evidence for this. It
does not depend on a country and of course it is
irresistible for a large shareholder to wish to inﬂuence
the policy of a company. If it were a private large
shareholder, we would say absolutely it is natural and

it is obvious. I would be amazed if the Government
resists the temptation and if I were in Government I
am not sure I would wish to resist the temptation.
Mr Montagnon: Yes, but the directors of the
companies have a duty towards the shareholders.
Q104 Lord Eatwell: And what happens is that the
majority shareholder then kicks them out and has his
own slate.
Mr Montagnon: It is still a legal obligation.
Chairman: The fact that we have overrun indicates
and reﬂects the interest you have given to us. Thank
you both very much indeed for coming.

Examination of Witnesses
Witnesses: Professor William Perraudin, Imperial College, London and Dr Jon Danielsson, London
School of Economics, examined.
Q105 Chairman: Good afternoon Professor
Perraudin and Dr Danielsson. Thank you very much
indeed for coming. I am sorry we have slightly
overrun but it is such a large subject and I suspect we
will be spending a lot of time in our questions to you
on ﬁnancial models. May I stress that if you agree
with the person who answered the question ﬁrst and
you are second simply say “I agree” in the interests of
progress. Have ﬁnancial institutions been adopting
the right approach to ﬁnancial model development?
Dr Danielsson: I would not think so. The ﬁnancial
institutions have become dependent on a model in
place of perhaps a more intuitive management; that
is models have become a tool for these institutions to
look at the state of the business, the risk of loans,
where to allocate funds, et cetera. We are talking
about banks here. In my view in a way models have
replaced human intelligence in banking and that is
one of the key reasons why we are in the crisis we
are in.
Professor Perraudin: I do not think it is possible to
understand risk in banks and the complexity of that
risk without using models. It is necessary for senior
people, for regulators, to take a view on business
approaches and broad strategies but I tend to think
that there are no alternative models in the way that
ﬁnancial ﬁrms currently operate. The models which
have been used have been insuYciently
comprehensive and they have left out categories of
risk in a way which is hard to justify but became an
industry practice. It was conventional to think of
diVerent types of exposure without taking account of
certain types of risk. In fact, in trading books for
example, people did not really consider the possibility
that exposures would become illiquid, so you would
be left with large positions which had appeared to be
safe but if they were illiquid the true price might move
a long way and you would not actually be able to
trade out of a position. In general there was an

insuYcient understanding of the importance of
liquidity both liquidity in instruments, the fact that it
could suddenly become the case that you could trade
out of a position, and also liquidity in the sense that
ﬁnancial ﬁrms presumed that they could always
ﬁnance positions. They presumed that the liability
side of their balance sheet was secure. That is a
massive gap in the understanding of risk as it has
turned out.
Q106 Lord Eatwell: Let me put the question this
way. When he gave evidence to the House of
Representatives, Alan Greenspan said, amongst
other things, that the entire intellectual ediﬁce of risk
management has collapsed. Presumably, from what
you have just said, you would not agree with Mr
Greenspan. What you were saying, as I understand it,
was that risk management was inadequate because it
failed to take into account a series of risks which had
now become evident. I wonder whether it is possible
for a ﬁrm to manage the risks to which it has been
exposed, even if it calibrates them eVectively and
comprehensively, if some of those risks are
externalities and arise from systemic risk to the
system as a whole, rather than as a result of the
activities of the individual ﬁrm.
Professor Perraudin: The problem of understanding
feedback from other ﬁrms’ actions and other ﬁrms’
positions is very challenging and it is particularly
challenging when there are new markets. So the
structured product market had existed for a long time
but not on the same scale, not encompassing the
range of underlying assets which were gradually
swept up into it. In eVect it was a new market where
people were trying to understand risk when it had
only been there for ﬁve years on that scale.
Understanding feedback is a tremendous challenge.
From the point of view of single institutions, if they
really could look back historically and understand
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the episodes in the distant past which resembled the
types of things that have now happened, then they
would probably have been sensibly more cautious. If
you compare banks with insurance companies,
insurance companies’ risk management practices in
some ways were much more primitive than banks but
they have always had a preoccupation with the price
of re-insurance. Basically they were always worried
not just about the asset side and the possible claims
but the price of re-insurance was something they were
always trying to understand with stress tests or
models or whatever. With the banks, people were not
worried about the chance that the spread between
LIBOR and gilts would suddenly explode. Nobody
understood that that could happen. Looking back
historically, one can ﬁnd episodes where that gap
opens up. If you look at other countries you can see
episodes. In summary, I agree that it is much more
challenging when you have to look at feedback,
particularly in the new markets. The rational
response to that is to use stress testing, is to try to
collect data and look back as far as possible and
make analogies with things which have happened in
the past and which could now aVect risk going
forward.
Q107 Lord Eatwell: May I just interrupt you there
because you have just made a very important point
and I should like to follow up on that? Would it be
possible to have systemic stress testing? We actually
did have systemic stress testing for Y2K and the
regulators have done it for avian ﬂu but they have not
done it for ﬁnancial risk. Should there be a regulatory
organised systemic stress test?
Professor Perraudin: As I understand it, the IMF does
require people when they visit to look at the quality
of ﬁnancial systems in diVerent countries and they do
do some stress testing and encourage countries to
look at stresses across diVerent institutions. The
German authorities have been quite active in pushing
ﬁrms to perform uniform stresses. I guess you are
suggesting that these stresses should be more
imaginative and try to take account of feedback.
Q108 Lord Eatwell: Yes.
Professor Perraudin: Certainly there is scope to do that
and it is a sensible thing to do. If I look at the ﬁnancial
crisis which has happened, there are certain things
which would have helped by making people a bit
more conservative here, a bit more conservative
there. As I see it, there are very speciﬁc things that
went wrong and one should not take one’s eye oV the
ball. One should try to remedy those things and ﬁll in
the gaps and push the ﬁrms to do things in a better
way. A Luddite approach, where you say okay, no
models, is not an option.

Q109 Lord Tugendhat: You must be right when you
say that a Luddite approach, saying no models, is not
an option. You made a very interesting point when
you talked about the lack of history. I am struck by
the fact that when people talked about health and
guarding against an outbreak of avian ﬂu
comparisons were drawn with 1918 and with what
happened then. In Western Europe, where we have
very long records, people do refer back a long way
over the weather. There is an interesting dichotomy in
Western Europe where we can do that and Australia
where they cannot and they do not know how serious
the drought is because they do not have a very long
period for seeing whether there have been similar
ones. Coming to your point, it seems to me that
people were so mesmerised by the beauty and
complexity of the models and the apparent precision
of the models that they ceased to look at history and
tended to suspend judgment. When you have a very
beautiful machine, people can somehow feel that the
machine will do everything and they forget to make
their own judgments.
Professor Perraudin: The broad business strategies of
a lot of banks were not built on models. The overall
levels of liquidity and of leverage were the decisions
of senior people. They were not asking their
quantitative analysts to do the calculations and
convince them that that was the thing to do. In
particular areas the models did lead to
overconﬁdence in the rating of structured products
and to some extent the whole emergence of the
shadow banking system, which was all based on the
fact that you could get a rating. You could get a
rating for a credit vehicle so it seemed a tempting oVbalance-sheet arbitrage that you could set up which
would generate proﬁts without damaging the
institution or increasing risk in the institution. There
was overconﬁdence in the use of models in certain
areas. I do not think the overall strategies of lending
and leverage were the results of the models.
Q110 Lord Tugendhat: I wonder, in the case of
Northern Rock where they had devised a wonderful
system and it did not take account of the fact that the
credit markets could seize up because credit market
never had seized up, whether maybe Northern Rock
is an example where the strategy was based on a
model.
Professor Perraudin: We come back to the point
Professor Franks was making and the point I was
making. Julian was saying there was a major crisis
where people did not understand that this could
happen. I was saying that the implications of liquidity
and the possible drying up of liquidity were not
understood. That was the root cause of a lot of what
has happened. Particular ﬁrms which followed an
unsecuritised model of banking turned out to be
terribly vulnerable to that particular risk which
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occurred. It is that risk which was not understood,
was not included in models, senior bankers did not
properly understand it, regulators have no notion of
it and Basel II made rather perfunctory mention of
liquidity. That is the root of the whole process and
then particular institutions turned out to be
vulnerable. Other institutions which turned out to
have a rather good outcome may have had a good
outcome because they were unsophisticated and they
had low understanding of possibilities so they
followed a very conservative approach. You have a
shock of a nature which was not understood and then
you see the diVerent ﬁrms and the diVerent business
models followed by the ﬁrms being aVected by that.
Again, one should not take one’s eye oV the ball. The
crisis has come from a particular set of events and
they need to be sorted out and ﬁrms and regulators
need to react to that in an intelligent way.
Q111 Lord Forsyth of Drumlean: Is not the point
that if you think you have a model you rely on it? I
once had a new car and I set the satnav to get me to
somewhere in Norfolk. After we went past the same
place for the second time my wife said “This is not
working”. I said “No, it’s a very good system, I’ve
read about it, it’s working”. We discovered that the
system was set so that we were in Holland and not in
Britain and therefore it was not working. Is it not
rather similar, that people come to believe in the
models and they suspend their common sense,
especially if they are making a lot of money at the
same time?
Dr Danielsson: I agree very much with the premise of
your question about the historical perspective. If you
look at the history of ﬁnancial crisis—we have a
history going back many centuries—the drying up of
liquidity is a very common theme, so anybody who
had looked at the historical record in the context of
Northern Rock would have been worried. This
comes back to Lord Eatwell’s question about this
model. Allow me to outline a little bit how the
modelling process works in a bank. The way this
happens, and this is very much encouraged by the
regulations, is that you take one or two or three or
four years of data. You take historical data only
spanning a few years. You put that into a statistical
model and that model tells you your future outcomes.
There are a few problems with this. One is that if the
market has been going up in the previous years you
continue to forecast the market going up; models are
pro cyclical, they encourage bubbles. At the same
time, in a recession, as we are right now, the models
tell you things are really, really bad so you are not
going to lend. In a slightly diVerent context the banks
have been prudent under Basel II in not lending
because they are told to by the regulatory process
being imposed upon them; the models are telling the
banks not to lend. The problems with this type of

process—and the same applies to risk—if everything
is going up, the risk is small so we get into a world
where we believe risk is low and prices are going up.
This continues for a while until the markets and the
risk are completely out of tune with the underlying
economic reality. At some point this bursts and this is
where we get a real problem because at the time the
bubble bursts the world changes. The data becomes
relevant and the models we had up until that point
become relevant. This is what the economists call a
structural break. The models become least useful at
the point when we need them the most, in crisis. This
is the real danger and we get slightly seduced by it. I
think there is a general view among people who are
not experts in the ﬁeld of models. They look at
engineering, they say “We can build jet aircraft. We
can do that thing”. Models work in various
wonderful mysterious ways. We do not know how
our computer works but we know it works. That is all
we need. You tend to think the ﬁnancial models are
of the same sophistication and they are not. The
reason is that in ﬁnancial markets we have intelligent
human beings reacting to them. If a bank constructs
a model forecasting prices or forecasting risk,
everybody in the bank and outside will try to
outguess it. It changes the world; creating a model
changes the world. I am not really anti model; indeed
what I teach at LSE is exactly ﬁnancial risk
modelling. I recognise the limits perhaps because I
am one of the people doing this stuV. They are
extremely useful in day-to-day risk management in
banks. The way banks use them is to model their risk
of small frequent events on the trading ﬂoor;
somebody making decisions does not go out of line.
They are not designed and I do not think we have
adequate models today to deal with the systemic
component, the ﬁnancial crisis component of what is
going on. No. This is a very active research area. I
know the Bank of England are looking at this, I have
some work on this, others have some work on this,
looking at this stuV. This is still in the research stage
and we are not yet at the level when we can
adequately model systemic risk.
Q112 Lord GriYths of Fforestfach: Let us assume
that you are non-executive directors of a bank and
you had a board meeting and the chief executive said
that the next item on the agenda was risk and you
know about models, you also know about ﬁnancial
history and you know generally you are economically
literate. How would you make up your mind as to
how you come to a conclusion about the
management of risk by that institution, the amount
of risk it is taking?
Dr Danielsson: You are pointing to a very important
problem and this is something which is criticised but
not understood. The problem is that people who best
understand what is going on in the banks are the most
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junior. It is the guy with a new PhD or fresh out of
LSE. They get high salaries; they know this stuV
because they know the state-of-the-art academic
stuV. The higher up you get in the hierarchy of the
bank—this is not only a problem with nonexecutives, this is a management problem in
general—the less you understand what is going on.
You see the proﬁts. Then you get a risk. A risk is a loss
centre and you spend a lot of money on risk
management but you are convinced, a why-do-wecare type of attitude. This has been prevailing and
there is a general problem with the ﬁnancial system
being too complex. So exactly the question you
would like to ask cannot be answered. Looking
towards the future, we should identify where the fault
lines are in this process and we can identify fairly
simple rules to prevent this type of systemic risk, rules
which anybody, including non-technical nonexecutive directors, would understand immediately
and avoid the complexity.
Q113 Lord GriYths of Fforestfach: What would
those rules be like?
Dr Danielsson: One of the questions we have on this
list applies to CDOs and CDSs. I could get into that
if you wish. I should like to take the example of
Lehman Brothers. Lehman Brothers went under
because of fears about what is called a credit default
swap. A credit default swap is insurance on debt. You
go to Lehman Brothers and say “I own these bonds.
I’m worried about them. Can you give me
insurance?” Lehman Brothers act as insurance
against the bonds. Then the problem is that Lehman
Brothers issue the insurance, then they want to hedge
the risk, they go to somebody else, they buy risk and
people buy insurance on insurance on insurance. The
total amount of insurance bought in the system
multiplies to maybe 10 times GDP, 10 times the
economy. In the case of Lehman Brothers this was a
few hundred billion dollars. Because this stuV is so
complex, nobody really understood what Lehman’s
liability was and this was one of the biggest reasons
why Lehmans went under. Then when the courts sat
down a few weeks later, they did the calculation and
they ﬁgured out that the net loss on Lehman’s CDSs
was $6 billion. If they had known that previously, the
chances are that Lehmans would still be alive. Simple
reform which would eliminate a lot of risk would take
those oV balance sheet. It is over-the-counter
instruments such as CDSs. Make them subject to
central clearing—perhaps trading but clearing is
more important—which means that anybody
looking at this at the press of a button could ﬁgure
out the net, not the gross, position of Lehmans but
the net position. They would say “$6 billion. There is
no problem”. That is the type of sensible reform we
could take which to me makes a lot more sense than
trying to make the system yet more complex.

Professor Perraudin: Ultimately it is very diYcult for
people on the board of a bank to have a complete
understanding of the risk management beneath them.
Safety issues in a chemicals company would be the
same. These things require some degree of delegation.
Broadly a sensible risk management system would be
one that is comprehensive in its measurement of risk.
One of the problems that UBS faced was that they
had pockets of exposure to sub-prime-related
structured products through their own holdings,
through a fund management operation that they had
taken over and there was no comprehensive analysis
that made them realise that in eVect they had doubled
up and were really seriously exposed. A uniﬁed view
of risk, which takes account of risk in a reasonably
comprehensive way with a sensible framework for
risk modelling and then a stress testing programme,
forms the basic element of a well-run risk
management operation. Then a real concern about
liquidity obviously. If you look in the US, banks
submit some returns or descriptions of their risk
management processes which are in the public
domain. It is interesting to read the descriptions that
Goldman Sachs produced two or three years ago, all
full of discussion of liquidity and the requirements to
manage liquidity and you do not see that in some of
the other institutions. That is a big lesson, so that
should obviously be a major area of concern.
Q114 Lord Currie of Marylebone: Given what you
were saying about the knowledge, about the models
being at a rather junior level inside banks, relatively
young people, it is not terribly surprising perhaps
that the lessons of economic history tend to be
forgotten. We teach statistics and econometrics
rather divorced from economic history. Given the
weaknesses of the modelling which you have
described—and I can well understand that as a
reformed econometrician myself—how was it that
the regulators put such weight on these models. Why
were they not scrutinising, interrogating them more
seriously and actually pointing out some of the
deﬁciencies which might have headed oV some of
these diYculties?
Professor Perraudin: You have to realise that there are
diVerent types of models and regulators put quite a
lot of weight on the very simplest models or the
lowest level models in which banks try to work out
their own internal ratings or indicators of credit
quality for all the names to which they have lent. That
is the bit of modelling which the regulators have built
a superstructure on in Basel II by letting banks work
out capital based on that. On the more complicated
portfolio models, there is a regulatory requirement
constructed on top of the trading book models but
the portfolio models of a complex structural sort
which the banks use for their own economic capital
purposes have not been directly employed by the
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regulators. The regulators took a conscious decision
in Basel II not to rely on the banks’ understanding of
correlation between diVerent names, to restrict the
regulatory capital system to depend upon banks’
understanding of the single name predictions of
default probabilities.
Q115 Lord Currie of Marylebone: I understand the
point that the simpler models are incorporated into
regulation but what about the regulators scrutinising
the models that banks were relying on for their risk
management processes? Why were they not
scrutinising while auditing those models and
interrogating them to make sure that actually the
banks were taking account of the risks that were out
there in the marketplace?
Professor Perraudin: That economic capital modelling
is required of banks in the Pillar 2 requirements of
Basel II. That is a very big job to ask the regulator to
do at a time when they were putting in place all the
systems of measuring exposure and measuring
default probabilities. In a way the timing has been
unfortunate because I am sure that, as the
implementation of Basel II goes on, there would have
been and now there will be a lot of focus on portfolio
models. Up to now, because the regulators have been
so focused on internal ratings and validating those
models, that has taken their focus away from these
other things.
Dr Danielsson: A little bit of history. The reason why
the Basel II process, which is the state of the art we
have to take, looks the way it does is because it was
the state of the art in 1995. It was roughly designed in
those years and what we are now stuck with is a
regulatory system which was designed over ten years
ago, locked in by the year 2000. All the criticism
which has come subsequently has not aVected the
process because everybody was locked into a
methodology they could not politically deviate from.
There is an inherent problem in the regulatory
process in banking because we have a 15-year-old
philosophy. Secondly, I think the regulators got lazy.
The regulators said “We can look at the models and
they can tell you exactly how risky they are. We do
not have to look at management, we do not have to
look at anything else, we just look at the models, we
look at the output and that tells us what we need to
know”. The regulators substituted a more detailed
look at the banks with just looking at outputs from
models. They got lazy.
Q116 Lord Forsyth of Drumlean: I hope you do not
mind me following up on my satnav analogy with the
model. It does strike me that if the banks discover
that the model is underestimating risk and the
regulator is looking at the same screen, the same
model, then there is a huge incentive for them not to
change the model because it is going to increase the

cost of capital; there is a perverse incentive. Not only
do you have regulatory capture but you also have an
incentive for them not to adjust the model in the light
of experience. Would you agree with that?
Dr Danielsson: Absolutely. I have been in a similar
situation with a satnav and I can sympathise very
much. The way these models are implemented in
banks, especially when it comes to regulatory
purposes, means it is very hard to change them. They
decide on a thing and use it for months or even years
on end. The regulator, in our case the FSA, is
increasingly involved with the modelling process. So
the way it works is that if the model is underrecording risk, it is to the banks’ beneﬁt. The banks
would like the model to have the risk modelled as low
as possible. I sometimes say that the chief oYcer of a
bank should be called the chief risk maximiser. It is in
the banks’ direct interests to model risk as low as
possible while it is as high as possible. That is one of
the key problems of relying on it for a regulatory
purpose; the incentives are completely the opposite.
Q117 Lord Best: Is it sensible for models to spread
into the measurement of operational risk, risk that
poor management systems result in losses, with
capital then set aside against those risks? Is this an
appropriate way of thinking through the system?
Dr Danielsson: Operational risk is one of the worst
examples of trying to ﬁnd a risk and you don’t ﬁnd it
where it should be. Here is what I mean. One of the
biggest operational losses last year was SocGen with
the rogue trader and ƒ10 billion. It is another
example of operational risk. Some of the biggest
elements are exactly the things you cannot know. So
the problem is that you have this notion called
“operational risk” and it is supposed to tell you the
risks of the operations. If it does not really capture
the key risk categories, it provides a misleading signal
to everybody involved. You believe this is the risk but
the risk is elsewhere. Operational risk modelling is
very dangerous.
Professor Perraudin: I tend to think that modelling
operational risk and setting capital is in some ways
hard to justify. There is one aspect of it which may be
worth noting which is that the level of capital within
a ﬁnancial institution becomes a bargaining point
between diVerent bits of a bank or whatever sort of
ﬁrm it is and operational risk should really be tackled
not with capital but with better controls and
inspections and monitoring. That is what sensible
ﬁrms will engage a lot of eVort in. The one good
aspect of trying to calculate operational risk capital
and attribute it to diVerent divisions within a bank is
that then the divisions may have incentives to
improve their own controls and to try to bargain
against having a capital charge. Ultimately
operational risk can only really be tackled both by
regulators and senior bank managers, by improving
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controls and monitoring. You could think that a
capital system would be a way of putting pressure on
a derivatives trading operation that is oVshore to
change what it is doing in order to get concessions
from the rest of the ﬁrm or from regulators.

Q118 Chairman: Would a simpler form of regulation
in which bank models have no place be more
eVective? We have been hearing suggestions, for
example, of going back to the Glass-Steagall Act, a
structural form of regulation based upon narrow
banking separating the commercial and investment
banking elements. We had a ﬂavour of this in
response to an earlier question about a more
conservative institution which was based on
structures of 20 years ago. Would that be preferable
to the current system?
Professor Perraudin: If you look at old-fashioned
banks, operating with limits set on sectors or
countries or particular names, as soon as you start
thinking about the nature of limits and the fact that
they are not necessarily sensitive to the quality of the
individual name, they do not reﬂect correlation
across names. If you think about old-fashioned
banking, given the complexity of the credit world we
now face, it is not sensible to try to return to that kind
of situation. Models have their limitations obviously,
but in essence they are a way of trying to see through
the complexity of a very complicated set of ﬁnancial
instruments, so I do not see that we can get away from
that. Regulators need to have a view through that
complexity, just as the senior management in the
ﬁrms do. I think that models are essential to give
senior people intelligence about what is going on. The
measurements they produce may then also be
eVective in giving incentives to people down in the
hierarchy and in particular ﬁrms to avoid risk taking.
There is not an alternative, given where we are. If
banks were just issuing loans and all the massive
range of ﬁnancial instruments that is currently
available was not there, then we could return to the
nineteenth century, but it is not possible now.
Dr Danielsson: May I add a little historic perspective
to that? In 1933 about 28% of the US banks failed. In
the Great Depression no Canadian bank failed.
There was a diVerence between American banks and
Canadian banks at that time. In the US banks were
primarily engaged in narrow banking in a narrow
geographical area while in Canada the banks were
countrywide. The diversiﬁcation of banks engaged in
many diVerent activities did help Canada vis-à-vis the
US in otherwise very similar economic
circumstances. It also helped this country at the same
time. The diversiﬁcation we have been engaged in in
many diVerent businesses is a better model than a
bank engaged in a simple narrow business.

Q119 Lord Eatwell: I want to return to the issue of
ratings agencies and models. I have a series of points.
First of all, quite sophisticated international ﬁnancial
institutions were ready to accept rating agencies’
assessment and indeed still do; they are still the key
parameters deﬁning a lot of borrowing capabilities
and so on, the price at which you can borrow in the
marketplace. Given that the ratings agencies depend
on the models as well and rating agencies models
indeed are often signiﬁcantly behind what could be
called the cutting edge, it is quite interesting, is it not,
that they have become such a central element on
which markets depend. I would be interested if you
could comment on that. The second issue about
ratings agencies I should like your comment on is
that, facing the requirement of transparency,
particularly in the United State, ratings agencies are
required to expose their models to their customers. So
the banks could then build products to model. Was
that a process which in itself created signiﬁcant risks?
If many banks are building products to the same
model, the products will all tend to look the same and
when there is a market movement correlations
between them will be very high.
Dr Danielsson: The process you have described is
what the econometricians call data mining. It
undermines the integrity of the statistical process. To
answer your ﬁrst question: why do the banks like the
rating agencies? The answer is proﬁt. What the banks
wanted was to create sophisticated ﬁnancial
products. They wanted the products to be so complex
that neither regulators nor the clients, in the end not
even they, understood what they were up to. By
having a very complicated system which the rating
agencies used to rate this as AAA, they could go and
sell it on to unsuspecting clients. So the banks like the
rating agencies because they validate exactly what
they were up to and remember that bonuses are tied
to short-term performance; so long as you got your
bonus you were perfectly okay. There is one example
where the rating agencies’ model failed and this is the
sub-prime issue which was widely discussed some
time ago. The sub-prime started in the United States
in 1994 at the beginning of the business cycle. When
the business cycle is going up you do not have
correlated defaults; people default because they get
sick, they lose their job or whatever. So correlations
were low and in some cases the rating agencies
assumed correlations were zero. However, as we
know, and in this country you have 500 or 600 years
of mortgages, defaults rise sharply in downturns.
You do not need to be a quant to know that. They
ignored that reality because the data did not contain
the recession therefore you did not get highly
correlated defaults. It is a clear case of ﬁxation on the
model which said everything was ﬁne. If they had had
a data sample going back a few years to 1992 when
the last recession was, they would realise that the
whole process was ﬂawed.
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Professor Perraudin: I am glad that you have raised
the issue of rating agencies. I do not really agree with
the ﬂavour of the discussion we have been having, the
concerns you have had about models and the notion
that they are prevalent in banks. A lot of decisions
have been made not based directly on models. The
models really have very dramatically aVected the way
that the rating agencies have looked at risk, in the
structured product market in particular; the
corporate ratings market has not been aVected
signiﬁcantly. In evaluating structured products, that
has been completely dominated by rather simple
models applied in a not completely satisfactory way.
That has had very bad implications. We got to a
situation where people trusted the rating agencies to
give a view on complex securities and then would
make a buying decision on the rating. Then, in the
summer of 2007 we ﬂipped to a completely opposing
view where people hardly had any trust in the rating
agency assessments of structured products. For
example, you can have AAA-rated structured
products in a particular asset class that have
discounts ranging from 2% below par to 50% below
par, so a massive range of prices for the same rating.
We have seen that since the middle of 2007 when
conﬁdence evaporated. That has been a really
regrettable aspect of the last two years and the rating
agencies were using models which were probably over
simple; they were also not using them in a proper way,
they were not doing surveillance, they were not
repeating the analysis of diVerent deals. They were
paid up front for rating things, so they would run the
model and then the analysis would sit on some
analyst’s work station and nobody would re-assess
that deal. That whole sub-prime area or structured
products in general was a train wreck; ultimately
there would be a big downturn and the rating
agencies would not see it coming because they were
not repeating their analysis.
Q120 Lord Forsyth of Drumlean: Why did they not
see that coming? These are all clever people. It is very
hard to grasp why they did not.
Professor Perraudin: People accuse the rating agencies
of having the wrong incentives because they are paid
by the people they rate. They have tremendous
incentives not to get it wrong because they were
deriving most of the proﬁts by 2007 from structured
product rating. In 2006 the majority of Moody’s
earnings was coming from rating structured
products. They had massive incentives not to get it
wrong but they were not managing the rating process
internally as they should have done. They were not
repeating the analysis, tracking the structured
product market in the way they should have done.
They were paid up front; they would typically be paid
mostly at the beginning when a deal was initiated and
much smaller payments down the line. That was

presumably a feature of it. That has had a great
impact because the reason why the banks have been
so vulnerable is that nobody believes their earnings
statements. They all think there are still lots of losses
to be made. The reason they do not believe earnings
statements is because each bank knows that every
other bank cannot really value its structured product
book and the reason that is the case is because the
market has so completely evaporated that nobody
was trading these things. The lack of guides on
valuation and the ebbing away of conﬁdence in the
rating agencies has been a tremendously bad
outcome. The origins of that are probably in an
excessive use of rather simple models and their
inappropriate use in surveillance in keeping track of
what was going on.
Q121 Chairman: I have always felt that this was one
of the crucial elements of what has happened in the
last two or three years. I wonder what you would do
to avoid it in the future.
Professor Perraudin: I was co-opted onto the IFF
group which looked at the rating agency role in the
crisis and we had a lot of discussions of these aspects.
The banks, because of pressure from the regulators,
have incredibly scrupulous attention to detail in the
management of data, the coding of models.
Elaborate processes are required of them so when the
way in which the rating agencies have managed their
process of doing analysis was discussed people were
very surprised that ratings were not constantly
refreshed, that there was no industry standard
database structure with everything audited,
everything checkable six months down the line. Some
of that comes from regulatory pressure and clearly
the rating agency processes of managing what they
do have to be subject to regulatory pressure. In the
use of models it is not just the type of models that
people use, it is the way they use them. That has to be
done in a structured, well ordered way.
Q122 Lord Tugendhat: Would you expect in the
future after all that happened that the ratings given
by the rating agencies would deviate to a greater
extent from each other than they have in the past?
Professor Perraudin: It is interesting. If you look at
ratings for the same deal by diVerent rating agencies
it is sort of surprising that they come up with very
similar ratings. If you go through the exercise of
calculating ratings using a methodology ostensibly
similar to the one that the rating agency uses, you see
systematic discrepancies in diVerent parts of the
market. Clearly there is a kind of fudge factor at the
end which has made the rating agencies move their
ratings a bit more together. Maybe the spirit of your
question was to say they are using models so do they
not agree too much? Actually, when you look at the
detail of it, you ﬁnd that their diVerent models ought
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to have given a wider range of ratings but actually
they did not, they were rather similar. That comes
because there is only one class of structured product
where ultimately the numbers come directly from a
model. With all the other more complicated
structured products there are fudge factors or there
are diVerent criteria which come into play in a rating
committee. Ultimately the rating agencies were
looking at what their competitors were doing. Again,
this was a feature much more of the structured
product market than the corporate ratings market. It
was more competitive in the structured product
because there was no duopoly. When you have a
duopoly, they do not actually compete terribly much.
The fact that there were three companies there—
because Fitch was very signiﬁcant in structured
products but not in the corporate rating—did make
them look more over their shoulder and worry more
about market share, particularly in new areas. We are
moving away a bit from models here but I do think
even here it is useful to understand or to note that the
models are only part of any analysis even within the
rating agency structured products.
Dr Danielsson: There are two elements involved in
this. One is the model and the other is the stuV you
put into the assumptions. Given the assumptions,
there is usually only one correct solution. There is no
surprise; there are diVerences but generally speaking
there is no surprise that if you agree on the
assumption you get the same answer, otherwise it
would be slightly suspect. You would expect to get
the same answer or very similar answer from diVerent
rating agencies with minor diVerences. The problem
is the assumptions were wrong but what they did with
them was mathematically correct, mathematically
consistent and therefore they agreed. The problem
was in the assumptions, the input not the actual
process.
Q123 Lord GriYths of Fforestfach: If you take the
CDO and CDS markets, they are some of the most
lightly regulated markets in the whole of the ﬁnancial
system. If you had, for example, a clearing house for
CDS transactions, would you think a clearing house
was a step forward and helpful? If you did have a
clearing house, what sort of reporting requirements
would you make and what would you actually
publish for the general public in terms of the
information that was provided for the clearing
house?
Dr Danielsson: I think there is no alternative to a
clearing house. The advantage in what the clearing
house does is the following: it makes instruments to
be roughly standardised. If Goldman Sachs does
something, then if HSBC does something, they look
the same. That means that you can look at the
Goldman Sachs instrument on the same thing and
you can look at the HSBC instrument on the same

thing and you know they are the same. At the
moment Goldman Sachs and HSBC have a ﬁnancial
incentive to make them diVerent, so the bank would
like its bank to have a unique instrument with the
same thing or diVerent parts of the bank would like
to make them diVerent. The only way to solve a
problem is a clearing house mechanism whereby
these products become standardised so that you can
look at them. Reporting would not solve the
problem.
Q124 Lord GriYths of Fforestfach: If you did have
that, what would the clearing house report, what
would it publish?
Dr Danielsson: To whom?
Q125 Lord GriYths of Fforestfach: That is the
question. To the market participants.
Dr Danielsson: The clearing house could report to the
bank itself its gross and net positions. The bank today
does not even know that. It knows gross positions but
not net positions. So the bank would know its net
position. The clearing house could report to the Bank
of England and the FSA the gross and net positions
of everybody operating in England and they could
even net across the country. You could have a gross
and net position for the country. You could probably
do the same for the whole world. You would report
the individual element to the bank, you could
summarise statistics of the gross numbers to the
public but then the Bank of England and the FSA
would know the full picture.
Professor Perraudin: I can see that there are
advantages from having a clearing house perhaps in
greater transparency for outsiders, in particular
regulators and maybe to some degree in
standardisation. I do think that the disaster we have
just had is all to do with structured products. The
corporate credit world and all the single name credit
instruments, of which the CDSs are the main
example, have done reasonably well in all of this. It
has not been a source of great instability. That market
has been somewhat strained but it has basically been
doing its job. All of the complicated systems which
the banks all have for managing their counter-party
risk have also done reasonably well. The banks which
had a netting agreement with Lehman Brothers
which was probably, at the end and maybe even
earlier on, collateralised so they would take the tens
of thousands of exposures they would have to
Lehman Brothers and work out their net exposure to
them and then that net exposure would be covered by
collateral which would be posted frequently, daily or
even more, that whole set of mechanisms has
performed quite well in all of this. I think that the real
problem is in the structured products, the multi-name
credit derivatives and the major problem is the lack
of transparency, the evaporation of conﬁdence in the
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rating agencies, the fact that nobody has been trading
so nobody believes the prices. That has been the
source of the major dislocation in the securities
market.
Q126 Lord Currie of Marylebone: How much
genuine risk transfer happens in the CDO and CDS
markets? We have heard rather diVerent views of
that, as to whether it was genuine risk transfer or
whether it was reduced in the need for regulatory
capital.
Professor Perraudin: It varies. It varies across country
and across institutions. Within Germany quite a lot
of banks were using structured products as a form of
funding. They would issue structured products and
raise money but they would retain all the economic
risk on balance sheet. There were other institutions in
the UK that successfully securitised credit card
exposure and other things like that and did it rather
adroitly. The regulators under Basel had certainly
been pushing the market towards one in which the
risk transfer was genuine and I am sure, if all of this
had not happened, we would have continued in that
direction with capital requirements being used to
make sure that things were more and more risk

transfer. There are many hedge funds out there and
institutions completely unlike banks that have taken
on signiﬁcant amount of risk. There is variation
across institutions and countries but there was a
growing amount of genuine risk transfer.
Dr Danielsson: I would broadly agree. I do think the
CDO and CDS markets do provide a very essential
function to the ﬁnancial system in general and a
bigger more important function to the economy of
this country. The danger is that this market is going
to be overly regulated to the detriment of the entire
ﬁnancial system and the City of London in particular.
We do need to ﬁnd a way to address these issues.
While the system probably broadly nets out but does
provide vast numbers of risk transfers, the problem is
if you cannot get the picture, if you cannot do the
netting but only the gross exposure, it looks
horrendously large and looks as though it might
contribute to systemic risk. If you ﬁnd a way to net
out the exposures across the system, it has continued
to provide a useful function of risk transfers and my
hope would be that it continues to do this in the
future.
Chairman: On that note may I thank you very much
indeed for steering us through these very complex
areas. Thank you very much for coming.
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Best, L
Currie of Marylebone, L
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Paul, L
Tugendhat, L
Vallance of Tummel, L (Chairman)

Examination of Witnesses
Witnesses: Mr Peter Cooke, former head of banking supervision at Bank of England, Mr Michael Foot,
former head of banking supervision at Bank of England and currently Chairman Promontory Financial Group
(UK) and Sir Callum McCarthy, former Chairman of Financial Services Authority, examined.
Q127 Chairman: Gentlemen, welcome to the
Economic AVairs Committee and thank you for
ﬁnding time to give us some evidence this afternoon
in our inquiry on banking supervision and
regulation. This is the fourth public hearing of our
inquiry. Members have already declared any interests
on the record at earlier hearings. If you could speak
reasonably slowly and clearly that would be helpful
both for the beneﬁt of the stenographer and for
Members; and if the ﬁrst time you speak you could
introduce yourselves that would also be helpful,
particularly for the beneﬁt of the web broadcasters.
Would you like to make any introduction remarks or
shall we go straight into questions? Straight into
questions. Today’s commonly held view is that the
current ﬁnancial crisis can be attributed to the greedy
and rash behaviour of various bankers but ﬁnancial
services are arguably the most heavily regulated
sector of business with the key objective of curbing
excessive risk taking and its potential consequences.
So this afternoon we would like to explore with you
why the regulatory arrangements proved apparently
not up to the job or were ineVectively applied or had
unintended consequences and unfortunate ones at
that, or some combination of the three. With those
thoughts in mind perhaps I could start oV by asking
you whether bank regulations in recent years have
really concentrated upon the right things and, in
particular, should regulators have paid speciﬁc
attention to bank liquidity risk? When you answer
you do not all three have to answer; if one answers
and the others are happy with it just nod and if you
want to add to it then feel free to do so.
Sir Callum McCarthy: I am Callum McCarthy. I
think we have to recognise that there has been a
fundamental misjudgement in the regulatory
framework (I have distinguished between regulatory
framework and supervisory practice, and there have
been failures in supervisory practice which we can
also discuss) in that we have underestimated the
amount and misjudged the quality of leverage in the
ﬁnancial system. I think that there was a
misjudgement of the ability of banks to manage their

own risks and as a consequence of this we have
fundamentally allowed the system to operate with
too little capital or too great leverage. Associated
with that, as your question implies, is an emphasis on
capital as the fundamental measure and a relative
neglect of liquidity. I also think that there has been a
problem in terms of supervision in that inevitably
supervision tends to look at issues institution by
institution and there has been an overall failure in
what I would loosely call macro prudential
supervision. So for all three of those reasons I think
there have been some fundamental mistakes, which
need to be put right.
Q128 Chairman: To add to that, is it diYcult for
bankers to pick up systemic risk on the macro level?
Is that really a responsibility for regulators rather
than the bankers themselves?
Sir Callum McCarthy: I think that at a global level, at
a European level and at a UK level we have not been
good enough at aggregating the risk associated with
each institution and thinking of the systemic risk that
that poses. There are a whole series of issues
associated with that which need to be dealt with.
Mr Foot: Michael Foot. If I could add to that, I think
one of the big problems here has been one of the
points Callum made, speciﬁcally that the amount of
cross correlation between assets has been grossly
underestimated and that is one of the reasons that has
gone into all the mistakes made in the calculations in
Basel II and the modelling that was done there. That
has given a spurious degree of comfort to the
numbers that have come out and the rest of it and
that is what the last 18 months/two years has
demonstrated was completely wrong. To go back to
your ﬁrst question on liquidity, I always think that
liquidity is an even harder subject to discuss
internationally than capital because every money
market in the world is diVerent, every structure is
diVerent. It took about 20 years, probably from Peter
Cooke’s time onwards, to get even a broad agreement
on what constituted capital and how to look at it. I
would say that if we are now going to make the same
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eVort in liquidity, which is important internationally,
then that is going to be extraordinarily diYcult. In
this country the ﬁrst liquidity paper I was ever
involved in when I was at the Bank of England was
actually in 1980 and for 24 years when I was involved
with the Bank of England and then the FSA there
were constant dialogues about sterling liquidity with
a lot of handwringing about the diYculty of dealing
with liquidity in foreign currencies.
Mr Cooke: Peter Cooke speaking. It is a big subject
and I could say a lot about it. I perhaps can be
allowed, as the old man, to go back to the beginnings
of the Basel Committee where we found it possible to
look at capital adequacy in the major banks of the
world but as soon as we started to look at liquidity
adequacy we were bedevilled by all the complexities
of the structures of money markets, of the diVerent
regimes and regulations that apply to those markets,
and it was quite impossible to ﬁnd any common basis
for an international standard. I recall with some
nostalgia the situation in 1955 when I joined the Bank
of England, when there was a 30% liquidity
requirement on all the clearing banks and that was
mostly held in government securities, which was a
pretty big cushion and a pretty good protection
against what were then rather pedestrian institutions.
The current level for most major international banks
is some way considerably below 5% and that, I think,
has been one of the problems.
Q129 Chairman: You are not suggesting, any of you,
as I understand, that because this is diYcult to tackle
that it should not be tackled?
Sir Callum McCarthy: I think the opposite,
Chairman.
Q130 Chairman: It is an imperative, is it not, to try
and tackle it?
Sir Callum McCarthy: Yes.
Q131 Lord MacGregor of Pulham Market: Should
regulation extend to the so-called shadow banking
sector, and perhaps I could elaborate on that a little?
I am thinking particularly of Structured Investment
Vehicles which do not have banking licences but are
generally ﬁnanced by short-term liquid loans. I
understand that a recent analyst estimated that
shadow banks created approximately half of new
credit in the United States in the last two years. They
are not regulated, they are oV balance sheet and
indeed often created to be oV balance sheet and it is
not a transparent market.
Sir Callum McCarthy: Could I say two things about
shadow banking? One is that in a way I wish that the
problems had actually originated in the shadow
banking, non-regulated, sector. The reality, which is
much more serious, much more sobering, is that these
are a set of problems that have originated in the most

Unit: PAG2

mainstream institutions which have been directly
regulated. That is a much more worrying thing for
any of us who have had regulatory or supervisory
responsibilities. The second thing I would say is that
in relation to special purpose vehicles, clearly one of
the things that were wrong with Basel I was the
treatment of special purpose vehicles. It was
something that Basel II was putting right but in Basel
I it was a mistake in the system. But I do not belong
to the strong body of people who believe that these
problems originated in shadow banking; this has not
originated in hedge funds; it is not principally a
private equity problem. There is a problem with the
oV balance sheet treatment that was being dealt with
under Basel II after a very protracted process to
produce Basel II, but I think that the reality of the
problem is more worrying than the question implies.
Mr Foot: Could I just add something? I do not
disagree with that but I do think, particularly in
America, that there is another aspect which one
might bear in mind which is that there has been quite
a lot of pressure from the shadow banking sector.
What you get as a regulator is your banks turning up
and they say, basically, “Our competitors in other
countries are getting a better deal so make the
liquidity arrangements lighter, make the capital hits
lighter.” If they do not say that they say that “There
are large numbers of other ﬁnancial institutions who
are taking our business away,” and that is where the
shadow banking, particularly in the States, as you
say, was doing a lot of business I am quite sure that in
America, and to some extent in the UK as well, what
we saw of that as the regulators was a number of
people turning up and asking for, eVectively, easier
competition terms because they were losing market
share.
Q132 Lord MacGregor of Pulham Market: Both
answers do not quite answer the question as to
whether more regulation should be extended to that
whole sector. I understand your point about there
being the greater problem elsewhere.
Sir Callum McCarthy: Can I say that I always have
diYculty about a question which is simply in terms of
regulation being extended because it depends on the
nature of regulation and what is done. One of the
great dangers that we face is a belief that by
purporting to extend the scope of regulation we are
actually going to achieve something, and before
being able to answer your question I would like to
understand what form of controls you think are the
appropriate controls for oV balance sheet vehicles.
Q133 Lord MacGregor of Pulham Market: I think
that is the question we are asking you.
Sir Callum McCarthy: My answer is that I think it is
sensible, as Basel II would have done, to absolutely
close the loophole that became a very large loophole
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of allowing a number of things to be taken oV balance
sheet—I am absolutely in favour of that, yes.
Q134 Lord Forsyth of Drumlean: I would like to
follow up on this idea of Basel II and the regulatory
arbitrage. I am fascinated, Callum, by your view that
the problem did not arise with special investment
vehicles and things of that kind. It is popularly
believed that the existence of the regulations
themselves encourage people to devise oV balance
sheet schemes. What would be your view on that?
Sir Callum McCarthy: I think that is undoubtedly the
case; that is why I think there were, as it were,
pernicious elements as well as beneﬁcial elements
about Basel I; it is why I think it is a loophole that
should be closed and I am pleased that Basel II was
closing it.
Q135 Lord Forsyth of Drumlean: But is the corollary
of that not therefore that the regulation actually
encouraged the activities that resulted in systemic
instability in the system?
Sir Callum McCarthy: I think you have to recognise
that wherever you draw a boundary you are going to
encourage people to migrate to the other side of the
boundary—that is an inevitable occurrence in life
and you had better recognise that when drawing the
boundary.
Mr Foot: Even within the boundaries, if you take, for
example, endless arguments about types of Tier I
capital, for example, most regulatory arbitrage or
indeed most arbitrage of any kind is really about
convincing the regulator that this thing looks like a
duck but convincing the market that you are selling it
to that it looks like an elephant, and if you can do that
then you will make money. There were constant
eVorts made to convince the regulators that it just fell
this side of the boundary rather than that side of the
boundary, but then the elements of it which were
somewhat diVerent were often sold in the market
place as bringing value added aspects of innovation.
Q136 Lord Forsyth of Drumlean: Rather like Lord
MacGregor I am therefore rather puzzled by what
one does. If you invent more regulation and more
complexity then presumably you create more
opportunities for people to come up with clever
schemes to get around the regulations and create
complexity and instability. If one looks at the
commentary today the whole thing is the fault of
greedy bankers. If one takes the view that bankers are
greedy and presumably they have always been greedy
what changed to create this catastrophic consequence
that we have had?
Mr Cooke: I really left regulation at a time when
excessive bonuses were not there on the skyline at all;
banking still largely was a bit dull. I think it was
probably an American import which led to the

creation of the bonus culture and added to that the
abolition of Glass Steagall to some extent also added
weight and speed to that process. It is diYcult,
looking at the market place as a whole, to see how
one can justify the excessive concentration of this
particular phenomenon in the banking sector; it does
not really exist to anything like the same degree in any
other parts of the economy, and I think that has been
something that has not been picked up on as quickly
as it might have been over the last decade or so.
Q137 Lord Forsyth of Drumlean: You think it was
the bonus culture and not actually the very low
interest rates and banks struggling to try to make a
margin and devise ways of doing so within the
regulatory framework?
Sir Callum McCarthy: I think you have to look at
what has happened over the last two years in the
context of the huge imbalances in the world economy,
the extraordinary availability of cash, the
phenomenon normally described as the “search for
yield”—all those are fundamental inﬂuences. Any
discussion of the present problems which omits those
factors I think is a very incomplete discussion.
Q138 Lord Best: Unless any of my colleagues want
to stay with the issues around the Basel Accord I
wanted to move on to a broader question and looking
at whether there is a case for limiting the size of
banks? Whether bankers got to the point of believing
that their bank could become so big that it could
never be allowed to fail and whether one ought to
introduce more competitive arrangements to limit the
share of the market that any one bank has. Is size an
issue for banks?
Mr Cooke: Can I jump in on that one? I think it is very
diYcult to contemplate containment of a bank’s size.
There probably are in reality a number of banks in
most major economies that can reasonably be
regarded as too big to fail. I think it would be
certainly contrary to the desirability of good
competition to do away with many of these banks
and have a smaller concentration globally and I think
the banking system is almost certainly likely to
deliver institutions that will ﬁll the gaps. Banks, if
they get very big, can potentially be regarded as overmighty subjects perhaps, but I think on the whole the
economics of consolidation in the banking sector in
the last generation has been an inevitable feature and
I think it is very diYcult to see how you could actually
limit the size of a particular banking institution,
particularly in the global market place.
Mr Foot: I have to say that the thing that does worry
me is the “too diYcult to manage”, not so much the
too big to fail—I think we have probably gone past
that point. I used to look at Citibank and I wondered
how any group of human beings could actually run
that entity and for a few years now the market may
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remember that and discourage such things. I think
that is the area to focus on. Competition is important
and if you take something like the current Lloyds
TSB, Halifax merger, perhaps to me the worst part of
that is the loss of competition there will be and one
will have to hope, as Peter says, that other institutions
come out to make up the gap. But in many of the
areas like payments mechanisms and ordinary things
like that, or even the international ﬂows of business,
if you go from being a trillion dollar bank to a two
trillion dollar bank the economies of scale really are
not all that great, I suspect; and/or the competent
authorities can actually help you maintain some of
those by having a large number of slightly smaller
players. We are never going to go back to having in
each country only banks that are all small enough
that they could fail. I am rather hopeful, for some
time at least, that the market place and maybe
regulators too will frown on the ever expanding and
widening activities that some of these banks have.
Sir Callum McCarthy: Could I add one additional
point, which is I think that there is great beneﬁt in
trying to make changes to the system which increase
the threshold level for when a bank is too large to be
allowed to fail. To stop or to reduce the transitional
costs of failure would be a very good thing, by for
example making it easier for the business of a bank to
be transferred from a failing bank to another bank. It
would reduce the transitional cost of failure. There
are a number of things like that that should certainly
be done.
Q139 Lord Currie of Marylebone: Part of the
complexity has arisen from ﬁnancial innovation and
in your judgment what is the balance for ﬁnancial
innovation between that which is genuinely welfare
enhancing and that which is essentially aimed at
dodging regulation, getting around regulation? The
shadow banking system itself is an innovation in itself
and how far is that driven by regulatory
consideration?
Mr Foot: I think there is a third very important
consideration as well and that is that a lot of the
innovation has occurred because people have taken
very diVerent views about the value of the
innovation; so you have a ready buyer and a ready
seller who have diVerent expectations about the
outcome. Some of the facts will now demonstrate
that some of those views were right and some were
wrong. Clearly over the years there have been some
ﬁnancial innovations that have had tremendous
beneﬁt to the ordinary people in the street—collar
and cap residential mortgages would be a classic case
in point, we would not have had those. The ability of
a company now to cheaply guard against exchange
rate changes, changes in the price of its key
commodities and so on, all of those things have been
real beneﬁts and the scale of the innovation means
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that the costs of the means of mediation necessary to
achieve that has gone down a lot. Yes, some of the
exact structures may have been created but one of the
issues I have been looking at for a completely
diVerent purpose was whether in the case of Granite
being set up by Northern Rock, why did it have to be
done in Jersey? And the answer to that is that actually
there are a number of jurisdictions around the
world—probably now including the UK given the
changes in laws—where exactly the same thing could
have been done. I really would not want to stress too
hard the regulatory arbitrage aspect.
Mr Cooke: Generally I would say that welfare
enhancing can be demonstrated where innovatory
products are being developed for the beneﬁt of the
public but not when they are being developed for the
beneﬁt of the bank, very simplistically. I think
probably that diVerence stands out.
Q140 Chairman: So by extension you are saying that
over the counter transactions are probably the
dangerous ones, is that right, because they are not
necessarily for the beneﬁt of the public but, as it were,
between two banks?
Mr Cooke: I think that a lot of the creations of the
banking sector and its management to enhance
proﬁtability and grow the balance sheet by various
means are probably not welfare enhancing to the
world at large.
Q141 Baroness Kingsmill: It seems to me that a
combination of innovation and greed in the ﬁnancial
sector is pretty toxic, and as so is proved; and some of
the aspects that you are discussing, that you are
mentioning now, could have arisen because
fundamentally, at the retail level in any event, the
banks simply were never competitive and therefore
because they could not make any money in ordinary
banking transactions they innovated to produce
things like PPI, which were pretty awful products in
themselves.
Mr Cooke: I think all bankers that I know, certainly,
would contest the view that there is no competition in
retail banking. I think there is certainly a sense in
which banks have been driven to more exotic and
more potentially rewarding business in order to
enhance their proﬁtability. But it comes back to a
very fundamental point which goes to the heart of the
debate about what you do about this system, and that
is whether banks are in fact shareholder institutions
which are run by the management for the beneﬁt of
the shareholders or whether there is some degree to
which they are run for the beneﬁt of the depositors. I
think there is a sense in which the pressure to produce
proﬁts for banks has tended to underplay the
importance, if you like the utilitarian importance of
the banking sector to depositors and the safeguarding
of those deposits. Any banker in the 19th century
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would have regarded the safeguarding of his
depositors’ money as a prime concern. Now I think
that bank managements are much more
concentrating on—or have been much more
concentrating and perhaps should review that bias—
the return to shareholders.
Q142 Baroness Kingsmill: Can I ask Callum
McCarthy if he thinks that the banks at the retail level
are truly competitive?
Sir Callum McCarthy: I think in the UK there is a
huge problem because the claim that retail banking is
a free service is manifestly untrue; to be fair to banks
they do not make it quite in the simplistic terms that
I have described it, but there is a very signiﬁcant
problem. I think the underlying essence of the
problem is quite fundamental and it is that you are
dealing with customers who in many instances are
not equipped to make a judgment about the services
oVered. The level of ﬁnancial literacy in this country
is disastrously low; it is something that has to be
improved. It will take decades to improve. It is
something where the FSA is trying to make a
signiﬁcant change by its activities. But it is the
fundamental responsibility of government not of any
regulator to produce people who are numerate and
literate and ﬁnancially literate and that makes it very
diYcult to compete. I think that the level of
competition is quite restricted in many ways.
Chairman: I have to ask Members and witnesses if we
are going to cover the ground to take questions
slightly more quickly.
Q143 Lord Tugendhat: Can I come back to the point
about size? It seems to me that there is a great
diVerence between size per se and the speed with
which a bank becomes very large; in other words, you
can have an organisation—Shell is a quintessential
example—that has been very large in its industry for
a very long time and is accustomed to handling very
great size. HSBC is another example. There is a great
deal of diVerence between that and something like the
Royal Bank of Scotland, which grows from being
very small to very large in a very short space of time.
As we are now in the situation in which things that
were previously unthinkable are now thinkable I
wonder what you all feel about not so much putting
limitations on size—because I agree with Peter
Cooke on that—but limitations on the rate at which
banks can transform themselves from being very
small to being very large?
Sir Callum McCarthy: I think one of the things that
should certainly be considered is what capital
requirements you are going to impose upon banks
relative to the speed with which they are growing the
balance sheet and that, I think, is a fruitful line of
inquiry. Could I make one additional comment?
Although we have talked all the time about banks I

am very conscious that there is a problem in thinking
in terms of banks as distinct from insurance
companies and as distinct from securities
companies—after all, one of the major episodes in the
last year has been AIG, not in relation to AIG’s
insurance business but in terms of a diVerent bit of its
business. The most critical time during the last year
has been in relation to Lehman’s and the decision in
relation to Lehman’s and that was not in a narrow
sense a bank.
Q144 Lord Tugendhat: Glass Steagall, in a nutshell
would you favour the reversion to the Glass Steagall
type of division or not?
Sir Callum McCarthy: No.
Mr Foot: Nor me.
Q145 Lord Eatwell: I would like to go back to the
issue of regulation and then to regulatory failure.
First of all, Michael Foot said in answer to the ﬁrst
question that cross correlations were grossly
underestimated. I went to a conference at the Bank
for International Settlements in 2004. There was
about two days of papers and almost all of them were
about the underestimation of the cross correlations.
Here is a respectable institution, there are
distinguished academics giving in papers and their
warnings were completely ignored and I would like
your reﬂection on why, given the fact that these
models were criticised so severely by distinguished
people, their views were completely ignored. The
second point then is how is it that exactly these
models, the inadequacy of which I think you have
quite rightly pointed to, became the basis of Basel II,
became the core of Pillar I Basel II?
Mr Foot: Because by 2004 most of the mathematical
work underlying Basel II had been basically set up. I
agree with you, one of the issues to me is how the
quants managed to basically fool us all in many ways
and I think it is a particularly fair question. In
particular, the regulators’ typical way of responding
has always been to take a number, a value at risk
number, for example, in a tail and multiply it by some
number. What we now know is (and it may be
actually because of the changes in the market
structure that were going on while all this work were
going on) that actually the losses in extremis have
been far, far larger than any of those numbers could
have suggested. Once you have decided, as Basel II
did, to go for basically modelling based on the banks’
own data and these models demonstrate satisfactory
back testing and all the rest of it in the period that
they had again, now we can say that obviously the
absence of a really serious piece of bad volatility in
that was unfortunate—more than unfortunate. The
Basel people contained the technical experts from the
Fed and the OCC and the FSA and the Bank of
England and the BaFin and the rest of it, this was
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where they had got. I agree with you that there was
something wrong with that process but it was almost
written, once you had decided you were going to base
it on internal models and given that this work started
in the late nineties/early 2000 it was pretty well set
by then.
Mr Cooke: Part of it is past experience, as the
stockbroker tells you, is no guide to future
performance and one of the things which they did not
necessarily manage to factor in was the possibility as
something as extreme as has occurred in the past year
or so.
Q146 Lord Eatwell: The same thing happened in the
autumn of 1998, although in speciﬁc markets which
led to the collapse of LTCM; that was a case of severe
model failure designed by very distinguished model
makers.
Mr Cooke: Yes.
Q147 Lord Paul: Let me come to supervisory roles.
Supervisory intervention in solvent banks has been
frowned upon because it would disenfranchise the
shareholders, but shareholders are a very little part of
the bank—there are government guarantees, there
are depositors’ guarantees. So what kind of
supervision should be possible without being told
that there is an intervention?
Mr Foot: Every day in every solvent bank there is a
lot of regulatory toing and froing going on; there is a
dialogue all the time about risk controls, about
capital requirements, about all sorts of things. I think
where the regulator understandably gets very edgy is
where that could tip over into eVectively being a
shadow director of the bank. There are some
extraordinarily diYcult issues. In my early times as a
regulator Direct Line were busy growing their
business and the insurance industry was coming in
and telling the regulator that this was going to lead to
disaster for the industry, Direct Line would fail,
consumers would be damaged. Fortunately the
regulators at the time had the courage to leave it be
and the consumers, as a result, basically got access to
a far better product provided by a wide range of
ﬁrms, Direct Line included. So there is a real danger
of this. There are plenty of examples where regulators
around the world have intervened with a bank that is
on the face of it solvent because they see trends—it
might be the speed of growth, it might be risk control
weaknesses, whatever it is—that worry the regulator
and they see that these have to be ﬁxed. So there is
intervention and dialogue all the time.
Q148 Lord Paul: Is there some kind of a gap between
the image which the depositor has versus what is
possible because the depositor thinks that it is an
industry which is well regulated and supervised and
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he is safe. On the other hand, what is coming through
is that that safety is more imagination than a real one?
Sir Callum McCarthy: I think you have to look at
supervision, regulation and deposit insurance as part
of a continuum. One of the things that has become
clear in Britain is that the original deposit insurance
arrangements that we had two years ago neither were
quick enough in their action nor gave enough
certainty and conﬁdence to avoid a lack of conﬁdence
suddenly materialising—that is one of the many
lessons of Northern Rock. But I do not think it is
supervision by itself; it is supervision and deposit
insurance within the context of getting the right
regulatory structure.
Q149 Lord Paul: When you deposit money in the
bank you do not think of the limit that your deposit
insurance is; you think the money is safe not because
you are going to be paid by the insurance.
Mr Foot: We have a very good example of somewhere
like Guernsey where after Landsbanki they are now
at last deciding that they want banks to put very clear
simple statements when they take on new depositors,
for example saying in a case like Landsbanki that you
should be aware that this money is being up streamed
to the parent in Iceland or into the UK. In other
words, there are no assets locally but if things go
wrong you can be protected. As Callum says, as
ﬁnancial literacy is so low, unfortunately that will not
greatly help but there are some things that you can
make some steps towards.
Sir Callum McCarthy: And there are dangers which
the present circumstances are illustrating very clearly
and also were illustrated very clearly during the
savings and loans crisis in the United States of
everybody believing that all their deposits were safe,
because if that happens you ﬁnd that there is a retreat
to banks oVering more and more generous terms on
a less and less responsible basis. So it is a diYcult
balance to strike.
Mr Cooke: It is an eternal debate really and I do not
know if we will ever ﬁnd an adequate answer but I
just make the comment that I do ﬁnd it just a little bit
disappointing, while accepting the need to protect
depositors, the extent to which caveat emptor as a
concept has just ﬂown almost totally out of the
window in recent years.
Q150 Baroness Kingsmill: We have talked quite a lot
about the formal regulation of the banks and I
wondered if you had any comments to make about
the governance of the banks by the non-executive
directors and if you felt that their responsibility
should be diVerent from those of an ordinary plc; that
they should have access perhaps to formalised
information gathering; that they should have access
in a formal way to the regulators of the institutions.
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Do you have any views about how these banks could
be better governed in that sense?
Sir
Callum
McCarthy:
The
fundamental
responsibilities of a board remain the fundamental
responsibilities of the board, whether it is a bank,
insurance company or motor car company. I actually
think that there are some pretty signiﬁcant problems
because the accounting for banks and, even more, the
accounting for insurance companies is, I think,
signiﬁcantly more diYcult than the accounting, say,
for a motor car company.
Q151 Baroness Kingsmill: Also, if a bank fails it is
very much more serious for the economy as a hole.
Sir Callum McCarthy: The externalities are much
greater. I hope that nobody would become a nonexecutive director of any company without ensuring
that he or she could have access to that appropriate
information. One of the things that the FSA did—
and I am sure still does—is to have direct discussions
with the non-executives of banks and to have those
discussions independent of the executive team. So all
those things are important things to build on, but
clearly they have not worked well enough.
Q152 Baroness Kingsmill: One of the interesting
things this morning, I listened brieﬂy to the
performances of the banking chiefs being
interrogated by the Treasury Select Committee and
one of the questions that was asked was did the FSA
interview non-executive directors; and in ensuring
that they were putting in proper people, was there any
attempt and of course there was not. I wondered
whether you thought that might be something which
might reasonably be introduced, that the FSA should
take responsibility for ensuring that they were ﬁt
and proper.
Sir Callum McCarthy: The FSA does have a
responsibility for ensuring that people are ﬁt and
proper.
Q153 Baroness Kingsmill: Indeed.
Sir Callum McCarthy: And discharges
responsibility.

that

Q154 Baroness Kingsmill: None of these people have
been interviewed at all by the FSA.
Sir Callum McCarthy: But there are a series of issues.
It would be possible to make a requirement that every
non-executive director of a bank should have a
banking background and that would have clear
implications for all sorts of issues like diversity. It is
not an obviously correct answer but there are things
that could be done and, indeed, I think it important
to have the levels of standards of ethical behaviour
and competence which are there. But it is diYcult. If
I look at the non-executive directors of Northern
Rock, the Assets and Liability Committee was

chaired by somebody who had a long and
distinguished career as a commercial banker in this
country; it had an ex member of the Court of the
Bank of England as a senior director; it had a very
well known fund member as a non-executive; and so
on. That was not obviously in any way a poor set of
non-executives.
Q155 Baroness Kingsmill: So you think the
government’s arrangements are adequate as they
stand?
Sir Callum McCarthy: No. I have said that it is
manifest that in a whole series of ways the boards of
a number of banks and other ﬁnancial institutions
have not distinguished themselves. There are a whole
series of things that people have to think about and
improve on.
Q156 Baroness Kingsmill: What would you suggest,
for example?
Sir Callum McCarthy: I think it is essential that the
people should have the information; you should have
enough people who can really challenge the executive
team. But you should also recognise that even when
you have that you will get boards that make mistakes
and it would be simplistic, it would be a wonderful
world if we could avoid mistakes by just making sure
that we had the right people in corporate governance.
Q157 Lord MacGregor of Pulham Market: Can I
follow that up very quickly? In the case of Northern
Rock I was fascinated by what you said; the FSA
report shows some internal mistakes or not very good
processes in relation to Northern Rock. Was that
because the board of Northern Rock seemed to have
non-executives who had long banking and ﬁnancial
experience?
Sir Callum McCarthy: No. The things that went
wrong within the FSA were things that went wrong
within the FSA. But one of the things that did not go
wrong, if I can put it that crudely, was not over reliant
on the board. The people who were the nonexecutives on the board of Northern Rock were
people who, by background, skill, training,
etcetera—there was good reason to believe could
have discharged their duties well, and I think that
applies in a number of instances.
Q158 Chairman: One of the problems that seem to
have arisen over past years has been the complex and
opaque nature of some elements of securitisation and
I wonder if you could let us know whether you think
that derivative contracts should be more
standardised or is there a case for compulsory
disclosure of the details of CDOs—collateralised
debt obligations?
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Mr Foot: My vote would go very deﬁnitely to getting
them into a centralised clearing system or on
exchange and I have been saying that there is a
window of about a year or 18 months while people
have lost courage, the people who would like to keep
things as they are because the over the counter stuV
is highly proﬁtable and highly opaque—it gives a lot
more room to make money if you are doing that. But
for 18 months or so it might be possible to get these
things changed, certainly with a centralised clearing
house. In terms of transparency I do not, to be
honest, know what good that would do. Who would
read it and who would understand it? I am really not
sure that is the case. Clearing up the mess if things go
wrong, of course things will be lost by
standardisation; some contracts which would ideally
be two months and nine days will have to be two
months or three months. I think that is just tough.
Q159 Chairman: The downside is the dis-beneﬁts,
the cost of having an exchange approach are fairly
small by comparison to the beneﬁts?
Mr Foot: I personally think so, particularly in terms
of cleaning up when things go wrong.
Q160 Chairman: Is that a feeling that is common
between the three of you?
Sir Callum McCarthy: I think a movement towards a
central clearing system is going to happen; it should
happen; and will be highly beneﬁcial.
Mr Cooke: I would agree with that, except I would
just say that that does not necessarily preclude some
diversity in the nature of the contracts that are
actually handled through that exchange. One does
not want to totally stiﬂe innovation.
Q161 Lord MacGregor of Pulham Market: Should
ﬁnancial institutions with access to state support be
inhibited in some of the things that they do,
particularly in going into unproven ﬁnancial
securities, etcetera?
Sir Callum McCarthy: This is in relation to those
institutions that the government has a shareholding
in?
Q162 Lord MacGregor of Pulham Market: Correct.
Or substantial state support, not necessarily
shareholding.
Sir Callum McCarthy: Yes, provided that we
understand the reasons that Michael explained a
moment ago. I think a number of things have been
beneﬁcial. It is a good thing that people can get
interest rates or foreign exchange swaps and hedge
their exposure in a number of ways. I think it would
be very sensible. One of the things for all banks,
whether there is a state support or not, is that there
should be a proper costing of the cost of credit
associated with trading activities. If I look at one of
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the things that went wrong within the risk
management among banks and securities houses and
insurance companies that was not properly done.
That is something that undoubtedly has to be done.
Q163 Lord Forsyth of Drumlean: I have one quick
question which we have just touched on a little and
that is the subject of bankers’ pay and bonuses and
the relationship that there may have been to this crisis
to that. You, Callum, mentioned Lehman’s, which, as
you say, was not really a bank. Lehman’s, of course,
when it went down precipitated the loss of conﬁdence
with catastrophic eVect, but in the case of Lehman I
think I am right in saying that almost all the bankers
were paid in shares and I think it was equivalent to
writing your letter of resignation if you went to see
the Chief Executive and suggested that you might be
selling some of your shares. And as a result a lot of the
Lehman’s people have lost everything that they have
earned over many years. I appreciate that that does
not create a lot of sympathy but it does actually make
me wonder whether this emphasis that has been put
on not having cash bonuses or making bonuses less
over a period is perhaps not as obvious or clearly the
solution to this problem that people might think. I
wonder what you think about that and whether you
think there should be more regulation in this area or
whether it relates to what Baroness Kingsmill was
saying about the role of the people on the
remuneration committee and seeing that there are
sensible schemes.
Sir Callum McCarthy: I think the points you make
show that the question of bonusing is much more
complex than most descriptions of it suggest. I do
think that there is scope for the regulatory framework
to examine the way in which people are rewarded, the
implications to risk taking and to adjust the capital
that a bank, an insurance company or securities
house is allowed to hold in the light of that, and I
think would be a very sensible thing to pursue and
develop.
Q164 Baroness Kingsmill: Would you agree that in
some cases the bonus culture has distorted the pay
levels in banks very much, especially at more junior
levels? Many people were very poorly paid on a
month to month basis at the more junior levels of
banks and relied very heavily on their bonuses to
bring them to a reasonable pay. Do you think that is
something that should be changed—abandon
bonuses?
Sir Callum McCarthy: I am not sure if I agree with the
factual basis of the question.
Q165 Baroness Kingsmill: We have focused on the
very senior levels of people who were very well paid
and also the higher bonus but there were very large
numbers of people lower down in the banks that
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relied on their bonuses to bring their wages to
reasonable levels. You do not think that would have
made any diVerence overall?
Sir Callum McCarthy: In terms of ﬁnancial stability I
do not think that is a major factor and I am trying to
think whether I really believe the factual basis.
Mr Foot: It might be true among people who do not
have much inﬂuence on the outcome of the bank; but
to take traders, for example—the early question—it
works very well with senior executives, you can
imagine continuity and you can imagine tying people

in longer-term—but it is very much harder if you are
running a team of foreign exchange traders, as I once
did, for example—these guys want paying now. They
get quite a substantial income and then they get
substantial bonuses on top and they are the ones who
can do tremendous damage to the bank. It will need
a change there as well as at senior executive level.
Chairman: Thank you. We have come to the end of
our time. Thank you very much for spending some
time with us and for your very interesting and
informative answers.

Supplementary memorandum by Peter Cooke
Some Comments on the Current Scene and its Antecedents
Peter Cooke is best remembered for his chairmanship of the so-called Cooke Committee at the BIS—more
formally known as the Basel (then, Basle) Committee on Banking Supervision. He was responsible for
formulation and introduction of the ﬁrst risk-weighted capital rules for major international banks, now known
as Basel 1. He was also Head of Banking Supervision at the Bank of England.
Following his retirement from the Bank in 1988, he was for a decade chairman of the global regulatory
advisory practice of PricewaterhouseCoopers in London. He has also been an advisor and non-executive
director to a range of banks and other ﬁnancial organizations. He is a member of the CSFI’s Governing
Council.
It would be a brave man who attempted a deﬁnitive analysis of the causes of the present turmoil. It would be
an even braver one who oVered a deﬁnitive recipe for a solution to the crisis. The debate will run for a long
time. What follows are just some personal thoughts, drawing on past experience.
Three caveats should be applied to my comments. First, it is now exactly 20 years since I laid down my
regulatory baton; the world has moved on and the ﬁnancial environment has changed enormously. Second, I
have no wish, in an “I told you so” mode, to add to the burdens of those who are currently wrestling with the
challenge of restoring conﬁdence and good order to the international ﬁnancial system. Third, memory is
fallible and large chunks of what could well be relevant background have disappeared into the deep well of
recollection never to be recovered. But I plunge on nonetheless.
When I began my sentence as a bank supervisor in the mid-1970s, markets were very diVerent to today.
Globalisation had hardly begun to manifest itself. Supervisory co-operation between national bank
supervisors (they still characterised themselves as supervisors, not regulators) was in its infancy.
Nevertheless, the aftermath of the ﬁrst oil shock and the collapse of several banks, notably Franklin National
in the US and Herstatt in Germany, in the early 1970s, persuaded the G10 Governors (whose banks at that
time held 90% of the world’s cross-border banking business) to anticipate and improve their ability to deal
with shocks to the international system. This need was recognised particularly by the UK, which had had to
cope with the fallout of the secondary banking crisis. The Governors’ debates at the Bank for International
Settlements led to the formation of the Basel Supervisors Committee to maintain an overview of cross-border
banking business, while a parallel body—the Euro-currency Standing Committee as it was then called—
focused more on monitoring macro-economic developments. In the UK, at a national level, the governor’s
eyebrows were still a potent force, and in the City the ultimate sanction was still to be blackballed from the
Club. The UK, unlike many of its developed country confreres, still had no legislation covering the banking
industry as a whole, only a smattering of laws governing certain aspects of business undertaken by banks. It
could be said that the UK had supervision (of a sort) but little regulation, whereas other major countries had
regulation—a framework of law covering banking businesses—but little ongoing supervision beyond
monitoring certain legal imperatives.
It was all a very diVerent world to today.
But change was on the way. The practice of banks keeping hidden reserves was increasingly being called into
question. Competition and credit controls, introduced into the UK in the early 1970s, removed the earlier
system of ceiling controls on bank lending, which acted as a prudential, as well as a monetary, control
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technique. Banks were set free to determine their own levels of lending, and the growth of the euro-markets
greatly increased the wholesale funding element and the cross-border exposure within banks’ balance sheets.
At the same time, these trends put pressure on banks’ capital adequacy and led to the supervisors’ eVorts, in
the 1980s, to achieve some capital underpinning to the international banking system—in particular through
the provisions of the Basle Accord on Capital Adequacy in 1988 (or Basel 1 as it has come to be called).
In the subsequent 20 years, many of the changes then beginning to occur have moved on apace. Transparency
has increased (most would say improved), enabling the marketplace better to assess the soundness of banking
businesses, hidden reserves have gone, and the accountants have won the day on mark-to-market valuation—
further reducing the banks’ ability to cushion against shocks. Major banks (who may now be regretting it)
persuaded the supervisors to agree to reduced capital adequacy requirements when “justiﬁed” by sophisticated
modeling techniques, instead of being bound by the much cruder measures of Basel 1—which they claimed
unreasonably constrained their competitiveness and their proﬁtability.
But, most signiﬁcantly, those 20 years have seen an enormous growth in banks’ access to a global
funding wholesale deposit market, rather than relying on the traditional retail deposit base of banks’ nonbanking customers.
All these developments, for better or worse, have reduced the ability of banks to run their own businesses
soundly without being knocked oV course by unanticipated macro-economic or macro-prudential
developments. It has become more and more the case with this inter-twining of global banking business that,
in the words of the Tom Lehrer song, “we’ll all go together when we go”.
There seem to me, however, to be two features of the banking industry that have not changed, and to which
supervisors should always have careful regard.
The ﬁrst is the herd instinct. Whatever the merits, or demerits, of a new technique or new product, bankers all
too often feel they should follow their peers for fear of losing out to the competition. I recall a conversation
with the chief executive of a UK clearing bank, at a time when some constraints on the expansion of lending
were being advised by the Bank of England, who said that he could not aVord to follow a more cautious policy
because it might cause him to lose market share—which, once lost, was not easily recovered.
The second feature of the banking business, often quoted, is that bankers never learn from their predecessors’
mistakes. Similar misjudgments seem to be made every time a new cadre of management comes in and the
macro-economic cycle comes round again.
On the ﬁrst characteristic of bankers, when I was a supervisor I used to recount my supervisory nightmare.
The scene was a mega international conference hotel at which a whole ﬂeet of stretch limos was drawing up
to the entrance, disgorging its cargo of prosperous bankers. On the back of each of the limos was an identical
bumper sticker. It read: “Two million lemmings can’t be wrong.” Another recollection that demonstrates how
bankers don’t change that much is from the time of the Mexican default crisis in 1982. I was in Toronto for
the Annual Meetings of the IMF and World Bank. A senior central bank Governor quoted to me the comment
of a very senior international banker who had said to him: “Times are terrible. Even those who cannot aVord
to repay have stopped borrowing.”
Turning to the present situation, I should like to comment brieﬂy on four aspects. First, the interaction of
monetary/economic and prudential policy; second, the interaction of capital and liquidity management; third,
the role of capital in the banking system; and ﬁnally, the management and regulation of bank liquidity.

1. Monetary/economic policy vs prudential policy.
The objectives of these two aspects of public policy can be in conﬂict. For instance, one of the early arguments
for taking responsibility for prudential supervision away from the Bank of England was that it could ﬁnd itself
being pulled in diVerent directions on policy issues—most particularly, that a need for monetary tightening
could put undesirable pressure on banks’ balance sheets, and thus have an impact on the soundness of the
system.
This has never seemed to me a very powerful argument. I still believe that the diVerent demands of monetary
or general economic policy and prudential policy are best handled by a sensible balancing of the two within
the same agency. Accordingly, it has always been my view that the supervisory role should not have been
removed from the Bank. Furthermore, the ﬁnancial stability role and the overall macro-judgment that needs
to be made about the state of the market as a whole, although not perhaps as much to the fore in the Bank’s
priorities as they could have been in recent years, are best undertaken alongside responsibility for the
supervision of individual institutions and within the same supervisory authority.
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Politically, this may not be a policy option now. But one possible variant could be to adopt some of the features
of the German system, as I remember it, whereby the Bundesaufsichtsamt—the Federal Regulatory Agency—
had overall responsibility for the legal regulatory framework, but much of the contact with and supervision
of individual banks was undertaken within the Bundesbank’s regional network. The tripartite arrangement
introduced in the UK a decade ago is now widely criticized. It is fair to say that each party has a role to play, but
I believe the responsibilities could be better drawn. I have always felt that a clear distinction can and should
be made between, on the one hand, the systemic soundness of the banking system and the soundness of the
individual institutions within that system and, on the other hand, the oYcial regime created in response to the
demands of consumerism and the oYcial response to those pressures through consumer protection legislation
and the day-to-day relationship between consumers and ﬁnancial services organisations. InsuYcient attention
seems to me to have been given to this division of the diVerent aspects of the regulation of ﬁnancial markets:
they are very diVerent sorts of regulation.
I note in passing, with regret, that the old dictum of “caveat emptor” seems increasingly to have been consigned
to the wastepaper basket.
2. Capital and liquidity adequacy.
Capital adequacy has always been a cornerstone of the market—and of banks’ own assessment of ﬁnancial
soundness. In recent years, however, I think it has been overemphasised (perhaps because it is more easily
measured) at the expense of liquidity adequacy—which, in “olden days”, was given equal prominence by the
market and by banks’ own managements. It has been too readily assumed that if adequate capital can be
demonstrated, liquidity will always be forthcoming.
When I ﬁrst came into banking, more than 50 years ago, the major banks in the UK maintained a 30% liquidity
ratio in cash or readily liqueﬁable assets—principally UK Treasury bills or gilt-edged securities. I believe the
current liquidity ratio of major banks—similarly deﬁned—is in many cases below 5%. How much better it
would be for banks to have the old liquidity cushion or something like it, with indirect government support
through open market operations, rather than direct intervention in the form of partial nationalisation. In our
early discussions in Basel, the importance of the twin pillars of capital and liquidity adequacy were well
recognized. But proposals on liquidity, seeking to explore possible common approaches to its management,
always foundered because national regulations, the structure of national markets and the importance of
diVerent elements of liquidity for national monetary techniques and objectives made eVorts at standardization
much more diYcult than in the case of capital. Maybe more eVort should have been, or should be, devoted
to standards for liquidity to run alongside those for capital.
3. The role of capital.
Capital and liquidity, but particularly capital, are only buVers—a ﬁrst line of defence. But capital itself is
underpinned by conﬁdence. If conﬁdence is lost, then no amount of capital will save a bank, as recent events
have shown. I believe it is correct to say that every bank that has failed in the last two or three decades met
the supervisor’s minimum capital requirement at the time.
Watching recent events, it has been very diYcult to understand how the precise amount of new capital granted
by governments to troubled institutions has been arrived at. Optimally, it should have been based on a
supervisory assessment of the extent of the deterioration that has occurred in an individual bank’s balance
sheet—and thus the amount of new capital required to plug the gap. Just as likely, I suspect, is that, with little
time to make a detailed study of the book, it was rather the amount that, it was judged by supervisors, would
be seen by the market as ﬁlling the conﬁdence gap.
In the 1970s and 1980s, the major banks in France and Japan, to name but two, were trading happily with
capital ratios of around 2%. They could do this, in the case of France, because they were at that time
nationalised and, in the case of Japan, because the markets believed they were part of “Japan Inc”—and that
the Japanese authorities would always stand behind them. In the event, the Japanese pushed the boat out too
far—and the subsequent correction led to the stagnation of the 1990s. In the same period, the capital backing
of the Swiss banks was in excess of 10%. These inequalities were mitigated, to some degree, by the Basel Accord
of 1988 which introduced a signiﬁcant convergence of major banks’ capital requirements. But I think that
today there is still a considerable divergence in diVerent parts of the world on what constitutes “adequate”
capital to ﬁt a country’s particular economic circumstances—witness the numerous eVorts in many countries
to bolster individual banks’ capital to diVerent perceived desirable levels. In reality, after these moves, I suspect
that there is now plenty of capital, on traditional measures, in most major banks. An increasing realization
that this is the case may help open up banks’ willingness to lend to each other again.
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Basel 1 had only limited objectives: to level the competitive playing ﬁeld and to establish a ﬂoor, or base, level
of capital adequacy for international banks to underpin the soundness of the international ﬁnancial system.
It had inconsistencies and some broad brush generalisations, particularly on readings of risk. But it never
pretended to be the last word: rather, it was the ﬁrst step in assessing the soundness of a bank, and a much
more detailed assessment of diVerent aspects of a bank’s business was required. Also, it was always promoted
as a minimum level, not necessarily a suYcient level. But it came, perhaps inevitably, to have something of
the character of a tablet of stone, and major banks began to wriggle under the supposed constraints it created
through its application in diVerent national regimes.
Basel 2, now up and running—albeit haltingly (although I am not sure where it is going), is currently the name
of the game. It goes much wider, of course, than just capital adequacy, with its more sophisticated analysis of
risk and its emphasis on the other two pillars of supervisory controls and market discipline. It is no doubt a
valuable aid to national supervisors against which they can test the adequacy of their own systems. But it seems
to me to be too complex ever to be acceptable in its entirety as THE global system. Moreover, some very
signiﬁcant problems seem to have emerged in the ﬁrst pillar of capital, in particular, supervisors’ willingness
to rely on the judgement of rating agencies and the bank’s own models in setting their standards.
4. The management and regulation of bank liquidity. I have already referred to some aspects of bank liquidity
and the feeling that it has been perhaps the poor relation in recent years as far as regulatory attention is
concerned. But the comprehensive collapse of the wholesale market in the current crisis has been an
unexpected phenomenon, fuelled by the lemming-like behaviour of the banking sector and not forecast by
even the most doom-laden pundit. Furthermore, I am not sure, even with hindsight, that the experience of
earlier banking crises could have given clues to its likely severity.
The major new feature of the market in recent years has been the growing practice of packaging or wrapping
assets, credit default swaps and all the associated exotica, and marketing them in such a way that the original
assets (usually credit enhanced and given a status they did not always deserve) seemed to disappear into the
ether; they could not easily be unbundled or tracked or, importantly, fully taken on board in assessing risk in
the marketplace. This development has markedly exacerbated the merry-go-round of the wholesale markets—
and has greatly muddied transparency overall so that it became very diYcult for banks, faced with uncertainty,
to judge the current strength of their counterparties in the market. At the same time, in an unprecedented
peaceful decade in international banking, politicians were keen to see continuing growth in the real economy
and were happy for banks to inﬂate their balance sheets to that end. Regulators in many countries took their
eye oV the macro-prudential consequences of this trend.
It was the unchecked growth of this new market and the associated acceptance of this trend by the regulators
which, I believe, has had most to do with the unprecedented loss of conﬁdence among banks, many of whose
directors (either individually or collectively) have admitted to not fully understanding the new instruments
being created or the risks being run. The sub-prime lending crisis in the US may have been a serious collective
rush of blood to the head by the banking industry, but it can hardly have been the trigger for the global crisis
without other underlying causes being present at the same time.

Recommendations…
Beware the herd instinct among bankers. And remember: “bankers never learn from their predecessors’ mistakes”
Incidentally, the culture of greed, so frequently commented on, which has so seriously damaged public
conﬁdence in bankers, certainly needs to be contained. Bankers themselves must pay more attention to the
importance of balancing their responsibility to shareholders with that to their depositors.
So, we are where we are. It is inconceivable that the major banks in the developed economies will be allowed
to fail. Hopefully, the injection of new capital into many of them will be suYcient to restore conﬁdence and
enable them to absorb the asset impairment that is yet to be fully revealed. But it is still diYcult to judge what
precisely is the amount of capital that will satisfy these conditions, or the liquidity regime that should be
devised. Repairs to the system will almost certainly take some time and the international banking system will
limp along for a while. In the UK, some public ownership was probably a necessary part of any eVort to
stabilise the market. Its undoing however will not be easy. Conﬁdent interbank lending has still not resumed
and, looking forward at the moment, I can see no clear way to achieve the withdrawal of the public sector’s
involvement—assuming, as I imagine most would agree, that this is a desirable medium-term objective.
One ﬁnal thought. The global character of the crisis has raised the issue of a global regulatory body to oversee
the global marketplace and to anticipate future systemic threats.
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Interestingly enough, this brings us back to the seminal thinking behind the creation of the Basel Committee
almost 35 years ago. But the market is so much bigger now and the players inﬁnitely more numerous, so a more
heavyweight body may be required—an international organisation, designed to be not a doctrinaire global
regulator and rule setter, but rather one with a macro-prudential brief to monitor, advise and inﬂuence trends
and developments in the global marketplace, with an authority that national bodies on their own cannot
possess. This will not be easy to achieve. The seeds of such a body can be seen recently in bodies like the
Financial Stability Forum at the BIS. But more teeth and weight (internationally agreed) will be
needed. Creation of such a body may well need to be part of a global review of the panoply of oYcial bodies
contributing to the goal of sustaining international economic growth and development in a capitalist world,
perhaps including redesign of the Bretton Woods institutions created for an earlier economic order. Grandiose
stuV, but I suspect we will have to think big to get ourselves out of the mess we ﬁnd ourselves in.
1 February 2009
(This paper was originally prepared for a publication of the Centre for the Study of Financial Innovation,
compiling comments from a number of former senior bankers and regulators, drawing on their past experience,
about the current crisis in the banking industry)
Examination of Witness
Witness: Lord Burns, a Member of the House of Lords, Chairman of Abbey National (and former Permanent
Secretary at HM Treasury) examined.
Q166 Chairman: Lord Burns, welcome back to the
Economic AVairs Committee and thank you for
ﬁnding some time to give evidence to our inquiry. I do
not have to ask you to speak slowly and clearly, that
is the nature of the game here as you know. Would
you like to make any introductory remarks or shall
we go straight into questions?
Lord Burns: No thank you, but I would like to say
that I am very pleased to be back with this
Committee, although I think I probably preferred it
on that side of the table!
Q167 Chairman: As a former Treasury Permanent
Secretary and indeed as Chairman of a bank do you
think that the Tripartite System of regulation has
fared well in the current banking crisis or not?
Lord Burns: I think that undoubtedly it has been
challenged during this crisis, particularly in the early
stages. My starting point is that regulatory systems,
in a sense all over the globe, have been challenged by
this crisis so I would not particularly pin the blame
for that upon the Tripartite System. I would also say
that when the Tripartite System was set up and when
the Memorandum of Understanding was put
together we always knew that it would be these sorts
of circumstances that would actually cause the
greatest tension. And, indeed, in the Memorandum
of Understanding there is quite a lot of attention
given to the issue of dealing with crisis, both ﬁnancial
crisis and operational crisis. During that period,
1997, I acted as a bit of an intermediary between
Treasury ministers and the Bank of England and we
spent a long, long time on the whole issue of this type
of event although possibly not as serious as this. But
more particularly, on the question of lender of last
resort, there was quite a big debate about could you
leave the lender of last resort responsibilities with the

Bank of England; what else could you do with them;
and what would be the Treasury’s role in this as the
provider of any signiﬁcant sums of money? One of the
slightly paradoxical things of course is that much of
this was all set up on the basis of the Treasury instinct
that the Bank of England was always too ready to
rescue banks. This was a view that ran quite strongly
through the walls of the Treasury and therefore much
of the arrangements that were set up and the
allocation of responsibilities were designed to try and
make it just a little bit more diYcult for the Bank of
England to get engaged in this. Again that was
reﬂected in the MoU. Of course, I do not think
anybody quite anticipated the situation where, from
what I read in the newspapers, possibly it would be
the Bank of England that was dragging its feet over
the question of the use of lender of last resort
facilities. There was a period—and again I am just
commenting from looking at it from outside—when
I felt that possibly the Treasury was not as much in
charge of this process as it would have been under the
old arrangements and that there was a period at the
beginning when, looking at it from the outside, they
had some diYculty in using these mechanisms.
Personally I do not think that this is a huge issue in
relation to the problems that we have faced. The
other area that I would point to is the whole question
of the division as between what you might think of as
the responsibility for macro supervision and the
position of the banking system as a whole—and the
systemic aspects of it—and the responsibilities for
supervision at an individual bank level. When we
were drawing up those arrangements back in 1997
there was quite a lot of concern to ensure that there
was not too much overlap. We did not want to leave
the supervision side of the Bank of England the same
size as it had been and have another very large body
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in the FSA. I just wonder sometimes whether in the
pressures to avoid overlap we did not end up with
some under-lap and the macro prudential issues have
fallen a bit between the cracks. It is a long time since
I was closely involved in this and I have to press my
memory quite hard to recall it. But there clearly have
been some diYculties. As the crisis has gone on my
observation is that things have improved quite
signiﬁcantly and the cooperation and the interchange
has been more eVective.
Q168 Lord Eatwell: On the Tripartite Structure, it is
very obscure, is it not? If you try to ﬁnd out anything
about how it works you go to the website and it says,
“None of these papers will be published; that is it,
folks.” We have a website, here is the Memorandum
of Understanding in which the wording is set out and
then it says, “Meetings have taken place” and that is
it. Do you not think it would be helpful if we knew
more about how this organisation worked or did
not work?
Lord Burns: I think it would and I would also be quite
interested to know how often the senior committee
met—I suspect not very often—and what were the
topics they were interested in. I do not want to overdo
this. I spent a lot of my life engaged in trying to make
sure that those things we did not wish to make public
were not public and it is not really right for me now
to immediately jump to the other side. It has been a
relatively obscure process but I do not think I am
breaking any conﬁdences to say that it was itself set
up, and the whole MoU was designed to try to resolve
some quite serious tensions between the various
bodies as to how it was going to work, given the
division of responsibilities in the very broad sense. I
look back to the world when it was just the Treasury
and the Bank of England—an arrangement that had
been working for a long, long time. At almost every
level within the two organisations people met on a
very regular basis and when there were problems
there would be diVerences of opinion but in the end
accommodation was reached usually relatively
quickly. Having a third member in this and having
written down the MoU seems, if anything, to have
slowed down the process of cooperation in the early
stages. But that is an outsider’s view.
Q169 Lord Forsyth of Drumlean: I do not want to be
too controversial but it does seem to me that it was a
great system for when the sun was shining and when
you say that the Tripartite Structure has got better
recently I would agree with that, but is that not
because it has disintegrated and it is now the Treasury
that is calling the shots? If I take you back to the
Northern Rock crisis in the summer, when Lloyds
TSB wanted to take over Northern Rock and when
the Bank of England took the view that they would
not accept a mortgage broker’s securities, we have

moved quite a long way—we are now taking car
loans and goodness knows what else—and where it
would appear that both in the case of Northern Rock
and in the case of HBOS it had never occurred to
anyone that the business model might be a little bit
weak and relying entirely on wholesale markets. So
trying to be fair it does seem that you have the
Monetary Policy Committee setting interest rates
according to inﬂation, creating very low interest
results which have resulted in the banks devising all
kinds of clever products. You had the FSA, which we
know from the Northern Rock report, not even going
to look at the business model and discuss it with them
and the Treasury were clearly keen for more eVective
action, as you have hinted, than the bank would
provide. To sum it all up have we not got there
because the tripartite model ensured that no one was
actually in charge and there was no coordination of
monetary policy, banking supervision and
regulation? Is it not necessarily to revisit this now?
Lord Burns: I agree with the issue that it did take a
while before the Treasury really got itself in charge of
this process. I think that was one of the possible
eVects of learning how to use for the ﬁrst time this
Tripartite System in a crisis; just what the respective
responsibilities were and what the Treasury’s powers
were. I have mentioned already that involved in this
somewhere is the whole issue that what you described
as the business model—and what I described as the
issues of macro prudential supervision—probably
did not get the attention that they need. The diYculty
though with the whole subject of prudential
supervision—and I watch this from a distance of
course—seems to me that it is one of those areas
where nothing happens for a very long period of time
and then every now and again you get quite a serious
squall. It is not easy to staV one institution let alone
two institutions, to have the skills and the
background to be there waiting for when one of these
events begins to build up. You can argue that this one
was on the make for ﬁve or six years and I have some
sympathy with that, but, nevertheless, there is an area
of what you call the business model and what I am
calling macro prudential supervision, which
obviously has to be dealt with. Indeed it is an area
that seems to me would beneﬁt from overlap rather
than from under lap.
Q170 Baroness Kingsmill: In the UK Northern Rock
was very reliant on securitisation. How important do
you think the securitised debt market was in the UK
mortgage market in the recent boom times? As I said,
Northern Rock was very reliant on it in the sense that
40% of its total assets were in the form of
securitisation assets, whereas Abbey and Alliance
and Leicester were high but not as high as that. What
is your view about that because what that meant was
that there was a whole other market through shadow
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banking institutions which grew up around that and
perhaps needed a diVerent form of regulation and it
would be very interesting to hear your views.
Lord Burns: Undoubtedly the whole issue of
securitisation played a huge role in terms of what
happened over the last seven or eight years. You only
have to look at the numbers in the Crosby Report of
what happened to the aggregate numbers. I think it is
very diYcult to avoid the conclusion that it did help
to fuel the mortgage market, particularly in some of
the more sub-prime areas. I think the result of it was
that we had some very aggressive lenders,
particularly using the independent ﬁnancial advisers,
as the channel. Indeed, by 2005-2006 in the case of
Abbey we were ﬁnding the pressure from this really
quite intense—margins on mortgages sold through
intermediaries were down to almost zero. We in fact
pulled back quite signiﬁcantly and it created a very
diYcult situation for us. Of course it also became a
very important part of the boom and we saw the
enormous spread of buy-to-let mortgages and selfcertiﬁcation mortgages, and it is that which to a
signiﬁcant extent has unwound. Much of that
securitisation in the UK, unlike some other countries,
I understand, involved quite substantial overseas
investors.
Q171 Baroness Kingsmill: Much of it took place
through institutions which were not as heavily
regulated as the banks themselves and many of the
banks had oV balance sheet vehicles through which
securitisations of this kind were provided.
Lord Burns: I think the issue about how regulated
they were relates more to the people who in a sense
were investing in them rather than the people who
were creating them because the role of the banks in
creating these things remained highly regulated and
was very closely supervised. But it became a process
which allowed a lot of people to enter this market and
become investors who did not have the same kind of
supervision, regulation or the same kind of capital
behind them. It all helped to build up this great
pyramid of activity.
Q172 Baroness Kingsmill: I am still trying to get at
what your view is about what should be done about
that. Is it the sort of thing therefore that one size does
not ﬁt all as far as regulation is concerned and maybe
there needs to be some speciﬁc kinds of regulation to
get the shadow banking world under control?
Lord Burns: My personal view is that the issue of
capital requirements is a very important part of what
lies behind all of this. In ﬁnancial services, if people
ﬁnd ways of getting round the requirements for
capital then they are capable of making substantial
returns on their activities. The result is that those
activities tend to explode and they bring with them
certain types of remuneration practices. I think the

biggest lesson of all from this crisis, as far as the
regulators are concerned, is that both liquidity and
capital have to continue to be the main means of
supervising people and one has to work very hard to
avoid people escaping from the net. There is always
going to be a certain amount of gaming here. Any
regulatory system produces incentives by which
people seek to get round them and out of that
typically comes some nice little pools of proﬁts and
those tend to blow up. Much of what we saw during
this decade I think is reﬂected in that.
Q173 Baroness Kingsmill: Does it generate real
economic value?
Lord Burns: Some of it does. There are instruments
and there are ways of doing things which I think do
provide options and products for consumers that are
to their beneﬁt, which otherwise would not exist. But
it also brings with it a risk and, as we have seen, when
that risk becomes enormous then we have the
potential for something that is really extremely
unpleasant. I am sure that what will happen now will
be the chase to try to further regulate ﬁnancial
institutions and to pay much closer attention to
capital requirements and various ways of seeking to
prevent
people
arbitraging
those
capital
requirements.
Q174 Lord Paul: A growing body of academics
suggest that securitisations were structured so as to
generate the highest possible rating for a given credit
quality. If I can ask the question, how does Abbey
structure its securitisations?
Lord Burns: I would say that the Abbey securitisation
programmes were designed in part because of the old
Basel I requirements in terms of the amount of capital
that was required against mortgages. People found
that through the process of securitisation less capital
was required—probably, I think, quite rightly.
Incidentally, in the process they brought a lot more
people in as investors in those mortgage assets and I
think this did distribute quite a lot of risk. Personally
I do not think there is a problem with securitisation as
such, particularly of prime mortgages. But, like many
things, it grew where people managed to ﬁnd ways of
exploiting them and ways of turning them into a
healthy, proﬁtable business and it ended up growing
far too rapidly. The Abbey structure for
securitisation is perfectly straightforward; it is not at
all complicated and there is nothing strange about it.
It is simply a way of being able to take the risk oV the
balance sheet and to spread it to a wider range of
investors.
Q175 Lord Paul: It is the perception that these
securitised products are seldom more than just good
enough for the ratings they receive. How close is the
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relationship between the bank and these rating
agencies?
Lord Burns: My experience is probably relatively
limited on this because the Abbey’s securitisation
programmes have very much been to do with prime
mortgages. But they are obviously structured the
same way as all of these things are—with diVerent
segments and the riskiest part we have kept ourselves.
Clearly, the rating agencies are involved in that
process. But where the issue of the rating agencies
became much more of an issue, I think, was when
people began, out of those securitisations, to create
ever-more-complex products and where they were
seeking to enhance the ratings and security of things
probably beyond where they deserved to be.
However, if you look at it in terms of what it was that
we were doing, we were doing something that was
relatively simple and relatively straightforward, and I
do not think there is much issue about the rating
agencies. Indeed, the record of those securitisations
has been exceptionally good and in terms of loss are
as close to zero, I think, as they could be.
Q176 Lord MacGregor of Pulham Market: You have
put the emphasis on prime mortgages and that is
what you had in Abbey, but of course the problem
was with all the sub-prime mortgages. As I
understand it, it was very diYcult for a lot of the
purchasers of those to really get beneath and see how
poor the sub-prime mortgages were and, therefore,
they did rely on the rating agencies, so a great deal of
the apparent validity of these securitisations rested
on the ratings that the rating agencies gave them. Can
you see any way of putting that right? Was it
fundamentally a fault that the rating agencies
themselves were paid by those who were providing
the securitisations and were not able to look beneath
the surface?
Lord Burns: I have to say, I have very little experience
of this and I know no more about this than I read, like
everyone else. I have not been actively engaged in it.
In other non-banking work I have been in dealing
with rating agencies and with a sort of quasisecuritisation. I have to say, my experience on that
occasion was not at all that the rating agencies were
a pushover or the fact that we were employing them
made any diVerence. The whole thing remained quite
a tortuous negotiation of just how the debt would be
structured. After all, their reputation in the end
depends upon their success in doing the job that they
are doing on a repeated basis. In my perception, I
think the problem arose simply, in what is probably
well-expressed as the whole Greenspan Doctrine;
that people believed that, by this process of
distributing these products and by combining them in
various ways, they were able to generate things which
had a greater degree of certainty about them than
turned out to be the case when we were faced with a

systemic problem. Again, I regard it more as a macro
mistake than to do with the rating agencies, although
there is a big battle going on clearly with the rating
agencies about what it was that their ratings were
supposed to be telling you about the risk associated
with the products. But I have yet to be persuaded that
who pays the ratings agencies was a big issue.
Q177 Lord Eatwell: Clearly, one of the many
advantages in having you here is that you have
experience of two national supervisors or regulators,
and I was wondering if we could look at two aspects
of regulation as you have seen it in action, ﬁrstly, the
approach to liquidity either by the British regulators
or the Spanish ones and, secondly, if you could reﬂect
at all on the now-famous provisioning system
required by the Spanish regulators.
Lord Burns: Well, my observation is that the Spanish
regulators, the Bank of Spain, have come out of this
crisis as well as anyone has. The arrangements that
they put in place following some of their banking
failures back in the early 1980s are a very good
example of learning from past experience. It is not so
much on the liquidity side that I see any diVerences—
it is more on the capital side. First of all, of course
they have insisted on the Spanish banks holding
capital against any oV-balance-sheet vehicles. The
result was that those vehicles were then not
proﬁtable, so the banks did not pursue them and the
result has been that no Spanish bank has been
involved with these things. They have not had the
asset-backed security problems that others did.
Q178 Lord Eatwell: Did the Spanish banks
complain that they were being prevented from
making any proﬁtable business?
Lord Burns: It is very interesting you should say that
because there was a certain amount of frustration
that was growing by 2006 and the beginning of 2007.
Sitting on the Board of Santander, I could just begin
to see a certain amount of frustration at the amount
of earnings that some of their competitor banks were
generating through this means. They like looking at
league tables and looking at the performance of other
people and where they stand. I think it is probably the
case that several times the issue was raised with the
Bank of Spain about whether or not they were being
harshly dealt with, but the Bank of Spain remained
quite solid about it. The Spanish banking system
anyway is essentially a retail banking system, and it
does not, by its nature, have the big wholesale
aspects.
Q179 Lord Eatwell: What if we were to introduce the
sort of counter-cyclical system in Britain? If we did
that in the UK, what do you think the impact
would be?
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Lord Burns: I think the impact would be to slow down
the rate of expansion during the upside. But, most of
all of course, what it does mean is that you generate
provisions and you generate reserves during the
upswing which then puts you into a much better
position when a problem arises. Basically the Spanish
system says that every time you sell a loan, there is a
probability that it will go wrong and, therefore, you
should provision against the quantity of loans that
you sell and not wait for them to go wrong. It is a
statistical approach. To the extent, therefore, that
your total provisions exceed your speciﬁc provisions,
you have got to hold those as general provisions and
put them into your reserves. The result is that, when
this crisis came—and the Spanish property market,
after all, is suVering as badly as anybody’s property
market—the banks have been in a position of having
much greater reserves. They have been able begin to
charge oV some of their speciﬁc provisions against
their general reserves and it is a stabilising factor. I
think that, because you are having to provision
against things, it probably does aVect the rate of
growth. But it leaves you in a much better position at
the top of the cycle and for the subsequent downturn.
I am quite conﬁdent that we will see this applied
much more generally now around the world as a
method. It is one of those cases where the
accountancy rules and the tax rules about speciﬁc
provisions, I think, misled people into thinking that
that was the only way in which you should behave
as well.
Q180 Chairman: Does the Bank of Santander’s
Spanish approach aVect you as a subsidiary in this?
Lord Burns: Yes, well, we have put in place the
Spanish approach, although we do have a certain
amount of argument with our accountants about this
and how to do it because sometimes they think that
we are being over-cautious in provisioning. But yes,
we have moved to that system.
Q181 Chairman: Do you think that regulation
should be centred on the home country or the host
country?
Lord Burns: Well, the Santander banks in this country
are regulated by the FSA and the FSA then speak
with the Bank of Spain about the important issues to
do with Santander’s businesses in the UK. There is a
certain amount of additional time that is required by
having to go through that process, but I think it
works all right and I have no complaints about it at
all.
Q182 Lord Tugendhat: We have heard a great deal
recently about what the eVects of regulatory
intervention on banker compensation might be.
Now, given the world into which we are moving as
distinct from the world that existed before the crisis,

what do you feel, Terry, would be the eVect of some
degree of regulatory intervention, and of course it is
likely to diVer from one jurisdiction to another, but
clearly the range of activities that banks will be able
to engage in will be more limited and, if there is some
degree of regulatory intervention in diVerent
jurisdictions, do you feel that this will lead to a
migration from one to another, or how would you
see it?
Lord Burns: I am not terribly keen on the idea of
regulatory
intervention
in
compensation
arrangements. I do think this is a matter for the
Board and for investors. On the other hand, I
recognise as well as anyone else that we are going
through one of those periods when this has become
an issue of the moment. I have no objection at all to
regulatory intervention or government intervention
in those institutions in which the Government has
had to provide assistance and are playing a major
part. My thesis that I mentioned earlier is that
basically the compensation problems tend to emerge
in those areas where excess proﬁts are being made,.
And that is very often as a result of inadequate capital
requirements and you get these pools of proﬁts, but it
is almost entirely in the wholesale end of the business
that you have these issues. We have virtually none of
this at all. What happens is that you get an area where
a small number of people are working in a unit which
is generating some very large levels of proﬁts and, not
surprisingly, the competition for the best people to
work in those areas means that you end up actually
allocating a certain proportion of the proﬁts to the
people who work there. And they end up with some
very large rewards. It is very unattractive and it is
very frustrating for many of the other people in the
company. But it is a sort of product of, what I think
of as, the capital requirement arrangements, the
nature of the business and competition for people. I
am not quite sure, but it seems that the best way to
deal with this is to avoid the situation arising where
there are these excess proﬁts. But, apart from that,
there will be a lot of diYculty over a longer period of
time with intervention. I am sure it is manageable in
the short to medium term to have some kind of
restraint and it would be helped if those areas of the
business are not going to be making the types of
returns that they have been making because it is that
which causes the problems. We see it in various other
walks of life. As many of you know, I am always very
keen to talk about football and you see it just as easily
in that market where some additional money comes
in and people then start bidding for the best talent
and it is actually very diYcult to restrain it. As I say,
it is very much a wholesale banking issue, it is not a
problem that we face in retail banking. I am also
somewhat concerned at the general attack upon
bonuses in the way it has come. I think we all know
from all of the companies that we have been involved
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in that most people nowadays, at the senior levels in
companies, are paid a combination of ﬁxed and
variable remuneration. The problem is that the
variable remuneration has been labelled as “bonus”
rather than as “variable remuneration”. Where I
have sat on remuneration committees, people’s
compensation is best thought of as being their ﬁxed
pay plus their target variable compensation. And that
system, for most activities and for the retail banking
side of banks, works, it seems to me, reasonably well.
Where you have a problem is with those high-ﬂying
areas which suddenly generate very large amounts of
proﬁts and the compensation arrangements there are
very diYcult to handle, and I have had experience of
dealing with that. But competition for talent at the
time seems to be the main issue. I am sure that there
will be some intervention in those areas. And again I
think you can have a certain amount of capital
intervention because, if people are growing those
parts of the business rapidly and are relying upon
them very heavily, it seems to me that that is a
perfectly adequate reason why they should be
required to hold more capital against that type of
activity. That itself could serve as a bit of a dampener.
But we are heading here into a world of mad dogs’
legislation—it seems to me, we are heading here into
territory where we could make some quite serious
mistakes about compensation.
Q183 Lord Forsyth of Drumlean: Just on this issue of
remuneration and compensation, I have two
questions really. In respect of the banks which have
been bailed out, the Royal Bank, where the
Government is a major stakeholder and clearly there
is an enormous political problem with the bonuses,
what do you think of the idea of taking the so-called
“toxic assets”, which some people say should be put
in a bad bank which will eventually come good,
taking the toxic assets and putting them into a bonus
pool and paying the bonuses as part of that class of
toxic assets so that, when they come good, if they
come good, then the people who were responsible for
buying them will get the beneﬁt of them? The second
question, which also relates to bonuses, is that at the
moment anyone who needs to get elected is having a
go on bonuses, but one of the things that slightly
worries me is that at least 50% of these bonuses, if you
take tax and employers’ National Insurance
contributions, was going to the Treasury in the form
of revenue and how signiﬁcant do you think this
whole change in the structure of banking and the
eVect of any moves that are taken regulatorily will be
in terms of the City and London as a ﬁnancial centre?
Lord Burns: On the ﬁrst item, if we were to have a socalled “bad” bank with toxic assets, I would be
extraordinarily surprised if the people who were
working in that bank were not going to be
incentivised in terms of the returns that they managed

to achieve from the toxic assets. It is certainly what
we did when we were running down the wholesale
bank at Abbey in the early part of this decade.
Q184 Lord Forsyth of Drumlean: I was suggesting
that the bonus pool is £2 billion and you distribute it
as a share of these assets so that, if there is an upside,
they get the beneﬁt of it, otherwise they are landed
with the—
Lord Burns: It sounds a rather complex device.
Q185 Lord Forsyth of Drumlean: I believe that some
banks, like UBS, are doing it.
Lord Burns: Well, that is very interesting. You are
quite right, there is a huge problem with this. I think
that, with the banks where there is very large
government intervention in them, there is a serious
issue, particularly, as with many investment banking
activities that I observe, there may be some
contractual element to this. But there is also quite a
large discretionary element to it as well. As I say,
fortunately I do not have to deal with that. I thought
you were going to go on and ask in the second part
about the consequences for the PSBR and the eVect
of the disappearance of this stratum of our banking
system and the taxes that they would otherwise have
paid. Is that the question?
Q186 Lord Forsyth of Drumlean: Yes, and also the
knock-on eVect for the City in the future.
Lord Burns: I think it is quite serious. I think the
prospects for the PSBR in this country over, say, a
seven-year period look to me to be horrendous
because the ﬁnancial services sector has been a very
important provider of tax revenues and we are going
to lose quite a substantial amount of that. That is
going to add to our woes on top of the cyclical
element that we are also seeing. But I think that is
fairly well-recognised now. I think the only debate is
about the scale and the moment of it and, therefore,
over what time period it will have to be corrected.
Q187 Lord Forsyth of Drumlean: Just to follow up, it
is a serious point that the wholesale bankers have
been paid these enormous bonuses, but, as you say,
there has been the rather overheated period we have
been through, but, nevertheless, they are quite
mobile.
Lord Burns: Yes.
Q188 Lord Forsyth of Drumlean: Presumably, we do
want to keep these people in this country and at the
same time run a system which commands public
acceptance.
Lord Burns: Even if nobody moved—if everyone
stayed where they are at the moment—I think there
would be quite a big eVect anyway because this
element of economic activity, I suspect, is going to be
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rather smaller in the period ahead than it has been.
This is like taking out a segment of your economy
and at some later stage clearly there are going to be
issues about the competitiveness of London versus
other centres. And issues of remuneration will crop
up. But there is going to have to be a lot of thinking
about remuneration and particularly variable pay
and whether it should be in cash; whether it should be
in stock; for how long people should be required to
hold the stock; and what safeguards should be built
into it in the event that the particular trading activity
turns out to be less proﬁtable than was thought at the
time. Over the next few months and years, I am sure
that a good deal of eVort will go into trying to design
some systems which do align to a better extent the
shareholder interest and the interest of the individual.
Q189 Lord Currie of Marylebone: I would like to ask
you about the complexity and scale of many modern
banks. One of the previous witnesses said they did not
really understand how the board of, say, a major US
bank could understand the nature of the activities it
was engaged in. That is a rather worrying situation
and there are two possible responses. One is that you
could imagine regulation delivered to the size of
banks, although it is hard to see how that would work
and the eVects on those banks, but I wonder whether
an alternative is that management itself will come to
the conclusion that actually they have got unwieldy
organisations and they will simplify these
organisations and, therefore, perhaps there will be a
natural tendency in that direction, so just your
observations on the complexity and scale of many
modern banks.
Lord Burns: I think there is a big diVerence between
issues simply of scale and of complexity. Santander,
which I now observe at close quarters, is a very large
bank, but it is essentially a retail bank. It is operating
in diVerent continents and it does get some signiﬁcant
beneﬁts of scale. It uses the same IT systems, it uses
the same risk control systems, it uses the same audit
systems, the same branch control systems, and the
result is that it can reduce costs in an area as a
proportion of income very substantially. But it is
basically the same model that is being taken to
diVerent countries where the biggest diVerence then is
the particular type of products that you sell where
there are some quite substantial diVerences of course
between customer taste. I think that is a very diVerent
type of world from the one where you take a bank and
just make it ever-more-complex by adding on
diVerent types of activity. I think there is a very
serious issue here of scale and whether or not the
management and the Board are capable of dealing
with something which becomes very complex. In
particular, the role of the non-executive directors, I
think, becomes an even greater challenge when you
have that kind of complexity because the skills that

are needed for some parts of the business are quite
diVerent from the skills that you need for other parts.
I think this is something that the regulatory process
should take into account, (I am sorry if I harp on
about this), in terms of the capital requirements that
it places upon banks. I think that the more complex
they are, then that is something which, in the sort of
reviews, et cetera, that go on, should be taken into
account in terms of ﬁxing its capital. There is no
doubt, there are some synergies. I see in the Abbey
business. In fact we do not have a large treasury
operation, but we have one that is big enough and it
spends quite a lot of its time generating structured
products to sell through retail outlets. Having them
within the same business is helpful because you can
have conversations about which particular products
you want to sell and then they can set about seeing
whether they can design them at what sort of cost and
what sort of margin you might get out of them. The
question is how far there really are synergies that are
useful and how far there is complexity which just
increases the problem of management. But banking is
not alone in that and I think most businesses have to
ask themselves the questions as to whether or not
scale through complexity is manageable or not and
whether you really have got the skills to do that. I
think banking is a special case because there are some
aspects of banking where you can build up
complexity quite quickly, and I am quite wary of that.
I think the example of the British banks, particularly
the retail banks, which have gone in for more
complex activities, has been a very sorry one.
Q190 Lord Best: You said a little bit about banking
supervision in Spain and you are probably in a
unique position to get this overview. Are there lessons
that we could learn from the success, as you were
describing it, of the Spanish system that we could
apply directly and easily to the UK? Can we lift some
of the best from Spain and just get on with it?
Lord Burns: Well, I think the two elements which I
have mentioned will undoubtedly receive quite a lot
of attention and I think over time I would expect to
see some aspects of them being used elsewhere. The
ﬁrst one is the provisioning system—the “dynamic”
provisioning system, as they call it; and the second is
the use of capital requirements to constrain the sort
of activities that you, as a supervisor, become fearful
of. I would not want in any way to portray what they
do as being perfect. I simply say that I think they have
come out of this better than most other supervisors
and largely for those two reasons. They had their
ﬁngers burned some years ago and they set about
designing a system that made sure that you erred on
the side of prudence,—that you erred on the side of
having more capital, having more reserves and being
ready for the rainy day because they had seen the
rainy day. And they did not want it to happen in the
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same way again. I think we are going to be going
through a similar kind of analysis. There is a danger
that you end up of course making too great demands
for too much capital and too much liquidity control
systems. That would not be at all surprising, given
what we have been through, because regulation very
often itself becomes a lagging mechanism relative to
the issues of the time. But I would expect that is the
direction that we will be heading.
Q191 Chairman: Can I just ask a ﬁnal question and
it is back to governance because, under the current
governance arrangements of PLCs, including banks,
it is now virtually impossible to have a non-executive
who has been on the board for a full economic cycle.
Given the turnover of executives, it probably means
that the chances are fairly low of having anybody
who has been on the board for a full economic cycle.
Do you think that is a risky thing or absolutely
irrelevant?
Lord Burns: I think we should be much more tolerant
of people serving longer terms on the boards of banks
than we would be in some other activities. I just
overheard the end of the previous witness session and
some of the questions about non-executive directors.
It is a very diYcult role in a bank. I do not think that
our corporate governance in the UK helps in that
respect because we have an emphasis upon diversity,
people coming with diVerent types of skills, and the
notion that there should be a fairly regular turnover.
But it is an industry where the skills do matter. Most
of the people who are good at it have jobs elsewhere

and you actually cannot get them on to the boards
that you want. To do it thoroughly probably requires
spending rather more time on it than would normally
be the case of a non-executive director here. And it
then gets much more into the whole area of how close
are you getting to doing executive work. The
Santander Risk Committee, which includes some
non-executive directors, meets on a very regular basis
and it means that those people are spending a much
larger proportion of their time there than they would
in this country. You then run up against issues of
whether you have one board or people who are
spending a much larger proportion of time on it and,
in a sense, are closer to being insiders than others. So
I think it is quite a complex area just how one deals
with it. Again, I think the problems are greater with
wholesale banking and I think they are greater with
corporate banking where the whole issues of risk and
looking at limits and deciding on exposures is
something which has to be done on a fairly regular
basis. With retail banking, you are really getting the
statistics. If you are selling lots and lots of mortgages,
you are following the trends and you are trying to
look at what is happening to various ratios and what
the default levels are. When it comes to wholesale
banking and to corporate banking, people have got
to get in much closer to the analysis of individual
companies. How non-executives contribute to that
process, whilst maintaining a unitary board, I think,
does present some challenges.
Chairman: Well, thank you very much indeed. It has
been a very helpful session.
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Examination of Witnesses
Witnesses: Professor Charles Goodhart, London School of Economics and Professor Enrico Perotti,
University of Amsterdam, examined.
Q192 Chairman: Good afternoon Professor
Goodhart and Professor Perotti. Thank you very
much for sparing the time to attend the Committee.
We have read with a great deal of interest the recent
papers of which you have separately been co-authors.
This is the ﬁfth public hearing of our inquiry into
banking supervision and regulation and Members
have already declared any interests on the inquiry at
earlier meetings. It would be helpful if I could ask you
to speak reasonably slowly and clearly for the beneﬁt
of the stenographer and Members, and that when
ﬁrst speaking if you could introduce yourselves,
especially for the beneﬁt of the web broadcast. Would
you like to make any introductory remarks or should
we move straight into questions?
Professor Goodhart: My name is Professor Charles
Goodhart and I am Emeritus, which I think means
without merit, from the London School of
Economics! In a sense I think I have made my
introductory statement by giving you a chance to
read the draft of the Geneva Report we did on “The
Fundamental Principles of Financial Regulation”.
That really sets out very clearly my views about the
longer term reform and structure that we should
reach in ﬁnancial regulation.
Q193 Chairman: Professor Perotti, do you want to
say anything else by way of introduction?
Professor Perotti: My name is Enrico Perotti. I am a
professor in international ﬁnance at the University of
Amsterdam, currently visiting the University of
Oxford. I will have something speciﬁc I would like to
discuss in this Committee and I will try to make sure
that I do.
Q194 Chairman: Perhaps I can ask the ﬁrst question,
which is do you think that ﬁnancial regulation has
been appropriately focused in past years? In
particular, did the regulations place too much
emphasis or stress on the riskiness of individual
banks relative to the safety of the ﬁnancial system as
a whole?

Professor Goodhart: The short answer to that one is
yes. One of my other activities is that I have been
writing a book on the early history of the Basel
Committee and banking supervision. When the Basel
Committee ﬁrst met the exercise was really to
examine the diVerent approaches of ﬁnancial
regulation in the diVerent countries to try and get an
idea about what was best practice. Best practice was
really deﬁned or determined as being what the
supervisors and regulators, who were then mostly
from central banks, although not entirely, thought
was best practice in the individual banks which they
then looked at. They never really asked themselves
the question why should we regulate banks at all?
They never asked themselves the question why
should there be any regulation of banks? Out of a
number of reasons for regulation one which does not
aVect banks that much, except for certain things such
as clearing houses, relates to the control of
monopolies, in which a number of your Members are
well experienced. Then there is the problem about
consumer protection, which is known in the jargon as
“asymmetric information”. But the most important
one is externalities, which really means that the costs
of certain developments—in this case bank failure—
to society are a great deal higher, or can be a great
deal higher, than the costs to the individual
institutions and the bankers and shareholders of the
banks involved. So what really matters, as we now see
very clearly, is systemic problems—not the problems
of the individual institution. Indeed I think it is
arguable that the purpose of the Basel Committee on
Banking Supervision set themselves, which was to try
and make individual institutions behave better, was
actually an inappropriate exercise for regulators and
supervisors to do anyhow because the return for good
behaviour really accrues to the bankers themselves.
The problem is that the bankers do not have suYcient
incentive to be concerned with the eVects that their
failures and their diYculties may cause for society as
a whole. So it was much more important that the
regulator and supervisors should worry about
systemic inﬂuences than about the individual
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inﬂuences, and they concentrated virtually entirely
on individual behaviour without worrying at all
about how the system as a whole might react and the
interactions among the system as a whole.
Q195 Chairman: Professor Perotti, do you take the
same line?
Professor Perotti: I would add only two words. All
systems suVer from the general economy’s tendency
to think of one market at a time, so one bank at a
time. So they produce a system of static defences of
people like the Maginot Line, which could very easily
be bypassed by regulatory arbitrage. So the focus on
individual banks failed to see how much the ﬁnancial
system is interrelated, which causes the externalities
to which Professor Goodhart alluded. I think it is
appropriate to consider how individual banks may
protect solvency but the goal of Basel was to stop, to
save the system as a whole and on that ground there
was very little thinking going into what would
happen upon a crisis of conﬁdence—and it is in the
interrelation between banks that then the pressure
would come to bear. I think we do not think enough
about that.
Q196 Chairman: Can either of you shed any light on
why you think it is that the regulators overlooked the
systemic and concentrated on individual banks?
Professor Goodhart: A slightly ﬂip answer is that they
tried to keep economists away from the supervisory
area. It was an area which, for a long time, was
regarded as being one where sensible, experienced
bankers knew better than anyone else and sensible,
experienced bankers tend to concentrate on the
individual rather than looking at the system as a
whole. But the theory and analysis of ﬁnancial
regulation is at least 40 years behind the theory and
analysis of monetary policy more generally.
Professor Perotti: I very much second that. My
experience there has to do with being a frequent
visitor to the research department of the IMF and
talking often to people who view the ﬁnancial system
in developing countries and others and there is a
divide between those who are experienced in
prudential supervisory regulation in the ﬁnancial
economy standard. The ﬁrst group believes that it is
all about experience and imposing rules while
economists tend to think in terms of the facts and
incentives, and unfortunately the ﬁrst group was very
guarded and protected its own and I think we have to
learn from that. But if you ask what else, there is a
responsibility among economists as well from using
tools that in a sense rely on a standard assumption.
We had a set of assumptions that we kept repeating
that were not appropriate. We kept believing that we
could just extrapolate from past experience and
predict the future. That meant that we kept assuming
that house prices could not fall in all US states at the

same time because that had never happened before.
So we used econometrics to predict the future, even
though relying on extrapolation meant we were
creating problems down the line. We made
assumptions even as micro-economists that even if
you could study opportunistic or distorted behaviour
in any market that all the other markets were okay,
and we assumed that the rest were okay. What was
happening was that problems were building up in
diVerent markets and we did not see the interrelation.
Q197 Lord MacGregor of Pulham Market: Turning
to the UK alone for the moment, we have taken a lot
of evidence as to the tripartite system and whether
that worked or whether there may have been gaps
and so on in it. Particularly looking to the future, I
would be interested to know how you feel that the
responsibility for ﬁnancial supervision and
regulation should be apportioned?
Professor Goodhart: In the Geneva Report we
advocated that there should be what we described as
macro-prudential regulatory controls which try and
introduce some counter cyclical counterweight to the
pro-cyclical eVects of Basel II and the accounting
systems of mark to market that we now have have
brought about. We have been suggesting that there
are a number of macro-prudential controls that
ought to be introduced, which are quite separate from
the kind of conduct of business controls and looking
at the individual behaviour of the individual
institutions, which again are micro-prudential issues.
We have suggested that the macro-prudential
controls ought to be given to the Central Bank
because
they
are
macro;
they
concern
interrelationships between markets and between
banks and institutions, and that kind of study of
interrelationships and study of markets is really the
function of the economists and the economists are
much more prevalent and have an inﬂuence in central
banks—some people would say too much inﬂuence
nowadays—whereas the micro-prudential and
conduct of business work should continue at the
FSA level.
Q198 Lord MacGregor of Pulham Market: Lord
Burns suggested just in a recent session that of late the
macro-prudential controls had “fallen between the
cracks”.
Professor Goodhart: There were no proper macroprudential controls.
Q199 Lord MacGregor of Pulham Market: Neither
in the banks of the FSA.
Professor Goodhart: Or in any country. Again, for
example, the fact that the cycle in housing in virtually
every country has been made much worse by the
cycles in the loan to value ratios. When everyone is
feeling optimistic at the top of the boom you get
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institutions—and Northern Rock is the most famous
one in this country—where the loan to value ratio
goes over 100; then when everyone draws in their
horns, when they become cautious and they have a
great deal of fear and worries the loan to value ratio
goes down to about 80 or even 75. This provides an
enormous greater stimulus to the cycle—very, very
pro-cyclical—and one of the suggestions that we have
is that this macro-prudential instrument, which I
think should be undertaken independently by the
Central Bank as part of the armoury that Central
Bank should have. I very much agree with what the
Prime Minister suggested the other day, that at the
height of the boom some institution, preferably the
Central Bank, should ensure that loan to value ratios
and maybe loan to income ratios do not go beyond a
prudential level.
Q200 Lord MacGregor of Pulham Market: That
would mean that there would have to be some
duplication of eVort and certainly a lot of cross-party
discussions between the Central Bank and the FSA,
for example, on these sorts of issues?
Professor Goodhart: Certainly, but there should be
now. And certainly when the macro-prudential
instruments do get applied—as they will do in
future—there will need to be more coordination,
again also with the Treasury and the Chancellor as
well. When one is dealing with ﬁnancial stability it is
a diVerent kind of world from dealing with monetary
policy and the choice of interest rates. When one is
dealing with ﬁnancial stability, there is really no
alternative but to have the kind of tripartite system
which we were beginning to have, but in which the
Central Bank did not have enough instruments—it
had responsibility without power.
Q201 Lord GriYths of Fforestfach: What exactly
would you put under macro-prudential controls?
Professor Goodhart: Three areas: the counter cyclical
capital requirements, which will be related to
leverage, maybe to the rate of growth of the total
assets of the institution and some kind of liquidity
control, which was given up. EVectively liquidity
regulation was abandoned during the course of the
last 40 years. And some control over the key
parameters in the mortgage market. I think that
those are the three main areas that Central Bank,
with the responsibility for ﬁnancial stability, ought to
command.
Q202 Lord Best: Would you apply at that time
regulation more widely than just to the banks, to the
shadow banks as well? Should every systemically
important institution be regulated or will that simply
lead to new forms of regulatory arbitrage around
the system?

Professor Perotti: I think this is a critical question
because there will be more regulation coming
forward but that means that there will be a boundary
between the regulated and less regulated area and this
is where we have suVered a lot of our arbitrage in the
past. So my proposal that I have outlined in my short
document is that whatever steps we take to control
the liquidity risk, which is ultimately what led to the
spread of the initial crisis to this current proportion,
needs to incorporate the relationship with the
regulated and the unregulated parts, meaning that
although we do not need to regulate all ﬁnancial
intermediaries—only those who can lay claim to the
public support—we do need to regulate the
relationship between, say, hedge funds or Special
Investment Vehicles with the banks or other
regulated institutions, and basically the only way to
regulate to avoid systemic risk is to fully charge in a
regulation sense the banks for any interaction they
would have with these operators. So that upon the
contingency of a crisis when all the problems come
back to the regulated parts that that is fully
recognised in the regulatory framework. In other
words, if there is going to be any charges for creating
too much liquidity mismatch, too much maturity
mismatch in the balance sheet, for the banks there
must also be a charge for the banks to provide lines
of credit for any kind of support or external
intermediary which has a high maturity mismatch. It
cannot be possible to create just outside the door a
structure to which the bank remains committed to
support yet is not on the balance sheet. So the
regulation has to inevitably deal with the boundary
by taking full responsibility for the regulatory
intermediaries or any commitment they make outside
the boundary.
Q203 Baroness Kingsmill: Might I ask at this point is
there not a risk, in these diYcult times when we are
focusing hugely on regulation, that some form of
regulation can inhibit both innovation and
entrepreneurism, especially in some of the
institutions around the banking industry. Is this not
something that we should be wary of? There must be
some interest in innovations and encouraging of
entrepreneurism—that clearly has gone too far but
there is a balance to be struck, is there not?
Professor Goodhart: Certainly and I think one does
have to be very careful about unintended
consequences of regulation when one does introduce
it, and also to try and make the regulation under
normal circumstances suYciently light that the
regulatory arbitrage that my colleague Professor
Perotti spoke about, quite rightly, does not become
too serious. I very much hope that the kind of
counter-cyclical regulation that I have in mind will
become fairly ferocious in the middle of a boom when
the banks are trying to expand very, very rapidly. But
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under the normal circumstances it will actually be
quite light.

and the costs of duplication are actually just
minimal—it is pigeon feed.

Q204 Baroness Kingsmill: Would you need to have a
triggering event to enable you to recognise that this
was one?
Professor Goodhart: Absolutely and, again, one of the
problems that one ﬁnds in regulation of this kind is
that what one is trying to do is to take away the
punchbowl when the party is getting going. I do not
know whether you have ever done this at a party
where the children invite all the guests and the alcohol
comes out at the beginning and you say, “That is it”
and you take it all away, and you are terribly
unpopular. If you go back to the subprime market,
the subprime market in the US was regarded as the
most wonderful invention; it was providing access to
housing for the disadvantaged of America and it was
politically incredibly popular—the lenders loved it,
the borrowers loved it and the politicians loved it. It
was one of the reasons why Fanny Mae and Freddie
Mac got into trouble, because the politicians pushed
subprime into them. Therefore it does mean that
given the unpopularity of introducing tougher
regulation, just when everything seems lovely, that
you have to have a system of laid down in advance
rules to say that when leverage goes above some level
or when rates of growth go above some level that you
actually step in and do something about it. It is
exactly when an institution like Northern Rock
grows by about 50% per annum that you know
something is wrong, and the FSA should have known
by the very fact of those very fast growth rates that
something was wrong there. Very fast growth is one
of the great danger signs.

Q206 Lord Forsyth of Drumlean: How many pigeons
would it fee? What sort of size are they?
Professor Goodhart: The Bank Supervisory
Department, before it was sent over to the Financial
Services Authority was, I think, somewhere around
250 people. Not all of them were necessarily that
highly paid. It would take a couple of hundred—less
than 1000 I would have thought but several
hundred—of reasonably well qualiﬁed people.
Remember, there would be duplication; they would
not be doing the micro-prudential, whereas when the
banking supervision was done within the Bank of
England they did the micro as well as the macro, and
not very much macro—they were mainly doing the
micro prudential work. And quite a lot of the macro
work is already eVectively done by the markets
division within the Bank of England. Paul Tucker is
the kind of person who does this kind of exercise, and
knows all about it.

Q205 Lord Forsyth of Drumlean: I must say that my
experience of youngsters’ parties and taking away the
punchbowl is that it is at that point when all the
secreted bottles of vodka arrive on the scene that you
did not know about! Perhaps that is a regulatory
arbitrage there! Can I just take you back to this
question of macro-prudential role for the bank,
which I certainly agree is missing and needs to be
there, but in various bits of evidence we have had and
the stuV I have read, those people who argue against
that say that this idea of going back to a supervisory
role for the bank is misguided and that the bank
would not have the necessary expertise and that there
would be a huge requirement in terms of duplication,
and that it would not work. Could you just say
something about what you think the staYng and the
resource requirements might be if the bank were to
take on this kind of role?
Professor Goodhart: Let me start by saying that the
costs of the current ﬁnancial crisis are going to
amount to ten per cent or more of GDP. Compared
with the cost of this kind of crisis the resource costs

Q207 Lord Eatwell: I am wondering about the
triggers associated with your macro-prudential rules,
which seem to me to be relevant to this issue of
balancing responsibility between the FSA and the
bank. For example, when you were discussing
leverage you seemed to suggest that as a ﬁrm’s
leverage rose then that would be a signal to limit the
growth of the borrowing by the ﬁrm; so that would be
a micro trigger, so to speak. Whereas when you were
talking about growth of asset prices as in the housing
market, one imagines that you look at the housing
market as a whole and that is a sort of macro trigger.
I was wondering in this view of macro-prudential
regulation where the actual information systems
which trigger the regulatory acts are located?
Professor Goodhart: You can interrelate them easily
enough; in other words, you have to, I think, relate
them to the individual bank, but you can make the
penalties for the bank’s capital requirements be a
function both of what is happening overall and what
is happening with the individual bank. So that if bank
expansion overall is going ahead very fast, then you
would be even tougher on the individual bank which
was growing very fast. But if the individual bank was
growing very fast when the banking system as a
whole was moving ahead quite slowly you might say
to yourself that that might not be cyclical and the
bank has a better business plan and we do not impose
such a high penalty on fast growth. So the faster the
system as a whole is growing the greater the penalty
of being out in front as the individual bank.
Q208 Lord Forsyth of Drumlean: Can I take you
back to capital adequacy and the cyclical problem,
which I know you have been drawing attention to for
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many years. Can you help me a little because I do not
fully understand how, if Basel II was based on the
premise that it should try and create a kind of
international level playing ﬁeld, that would work if
we had changes to the rules to allow for countercyclicality, given that diVerent countries will have the
economic cycle operating in a diVerent phase.
Professor Goodhart: You have put your ﬁnger on what
I think is the most diYcult issue overall, and that is
that in order to try and have a global ﬁnancial system
or a system that is common within a smaller area such
as Europe, there is a desire to have a level playing ﬁeld
so that everyone eVectively has exactly the same
requirements irrespective of the location of
operations. The moment you start talking about
counter-cyclical operations you run into the problem
that cycles are at very diVerent stages in diVerent
countries and that, in my view, means that except
where the federal system is suYciently strong, as it
may become in Europe—so that you could do this at
a Euro zone level—that you actually have to go back
somewhat and give more power to do this kind of
counter-cyclical variation and the liquidity
management to the individual nation state. In other
words, it is shifting the balance from home country
control to host country control, and I think this is
particularly important, if I might say so, in the
context of what is happening in Eastern Europe at the
moment, because Eastern Europe is an area where
most of the banks are foreign-owned and eVectively
with home country control. The Eastern European
ﬁnancial authorities had no ability whatsoever to
prevent the ﬂood of money coming into Eastern
Europe in the course of the last few years, which
brought about really quite expansionary and
inﬂationary conditions and very large current
account deﬁcits, which now that we have a reversal
are leaving Eastern Europe in a very diYcult
economic condition indeed. To that extent I think
that the kind of approach that I advocate does
actually imply that in those areas, which do not have
a strong federal centre, there is a greater return to
host country control.
Q209 Lord Forsyth of Drumlean: Just very quickly
on this issue of pro-cyclical eVect, one does get into
the position with mark to market accounting where
you end up arguing that you should not value market
assets down at a time when people are most
concerned about asset values in a crisis. How do you
see mark to market accounting having contributed to
the process and how it ought to be, if at all, modiﬁed?
Professor Goodhart: I am going to ask Enrico to
comment on that. One of the things that I do feel in
this particular context is that the liquidity risks,
counter party risks and indeed almost reputational
risks have meant that prices when they exist in
markets for some of these more exotic or complex

assets have actually fallen quite well below what you
might describe as the present value of the expected
future cash ﬂows, and therefore that prices have
actually fallen below what you might describe as the
fundamentals—they have fallen really quite far
below. That means that if you have a mark to market
basis the banks, in my view, are actually putting on
and having to put on their balance sheets values for
many of their assets, which, as long as they could
hold them to maturity, are well below their true
longer term fundamental value. I think that that
raises a problem when markets become so
dysfunctional that the current market value, in so far
as it can be ascertained at all, does not any longer
represent the valuation based on expected cash ﬂows.
But Enrico will probably have a diVerent view.
Professor Perotti: I would just add to that. I think that
there are no good alternatives to mark to market but
mark to market is an explosive mechanism when
there are vulnerable situations. I would like to bring
back something about which we are not talking about
enough. The last crisis was not the result of
insuYcient capital, although that was part of the
problem—regulatory arbitrage allowed the banks to
de-capitalise, that is clear—the real problem was
liquidity; it was the fact that too much of the rapid
growth in many markets was driven by the fact that
there was a lot of short term funding. It is very easy
to grow fast without having to raise retail deposits—
you can just borrow from the wholesale market; and
it is very easy to borrow from the wholesale market
and to let them lend to you on very short term
because at that point you are bearing all the risk. So
any institution can grow very fast by raising
wholesale short term ﬁnance, and that is what often
inﬂates assets prices—a very quick inﬂow, a very
quick growth of some segment just founded by
investors basically not risking anything because they
are giving seven to 30 days’ money to institutions that
are regulated when in the end it will have to be
supported. So I think it is the second dimension
which is really important, which is liquidity risk. To
the extent that we force an institution to have
liabilities that are more aligned to their assets we stop
the rapid cycle of capital withdrawals that comes in a
panic, that creates the need to liquidate very quickly
and that triggers rapid price re-pricing and then mark
to market becomes a vicious cycle because every
week, every month there is money that you have to
repay; then you have to sell and you have to sell under
extreme pressure and then prices go into a vortex. So
the point is, if we had maturities that are more
appropriate to the assets that are being held you are
not going to have this acceleration of a need to
liquidate very quickly because the money is being
pulled back. We have to worry about the dynamic
components of the capital structure; it is not just that
it is ten per cent capital. But there is a second
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dimension, which is when we look at the rest of the
balance sheet of the banks, the debt, how much time
has been committed by lenders to the balance sheet of
the banks? If it is a month and the bank has long term
commitments for loans or other assets that cannot be
sold quickly then it is inappropriate—that is the risk.
So mark to market becomes deadly when there are
very quick withdrawals and withdrawals happen
when the ﬁnancing is too short term. Let me give you
an example. There are two institutions in the
Netherlands that have been aVected in this crisis: the
Rabobank, which is a very solid bank with a lot of
retail deposits, which has had no problem; and AG
which has also some retail banking but has been
relying a lot on the wholesale market and AG has
suVered tremendously because of the fact that the
money just ﬂew out of the window very quickly and
they have been desperately trying to stop mark to
market accounting—they keep saying it is disastrous.
Their problem is that they have just come to rely too
much on this type of uninsured wholesale funding
and if they had suYciently long term liability to fund
for the long term asset they are probably right, as
Professor Goodhart said, that the assets are worth
more than the market would bear right now. But no
one wants to carry these assets right now because
everybody is selling. Why is everybody selling?
Because everybody has to be paid short term liability.
That is actually what has been the Achilles’ heel of the
system. The losses of the subprime would not have
spread to the extent they have if it had not been for
this very steep construction that was relying on very
short term.
Q210 Lord Eatwell: Surely if you have your assets
and your liabilities matched perfectly you do not
make any money?
Professor Perotti: I actually disagree but it is true that
you make less money. The point is that it is very easy
to make money if you lend 30 years and you borrow
seven days.
Chairman: Can I just draw attention to the time and
ask both witnesses and Members if we can speed up
because we have a fair numbers to get through.
Q211 Lord GriYths of Fforestfach: Can I just clarify
that? I take the point you make about the
mismatching of assets and liabilities but surely if all
banks had been required to do mark to market the
banking crisis would have been that much less, but if
you introduce and force mark to market in the middle
of a crisis you make the crisis worse, for the reason
you are suggesting. I think the fact that you make the
crisis worse if you introduce it in a crisis is not an
argument against mark to market accounting.
Professor Goodhart: I think that mark to market also
got distorted in the boom because it meant that as
prices went up you took that immediately into your

proﬁts and it expanded your capital so that it actually
encouraged banks to go ahead. So it is just as much
an ampliﬁer on the upside as it is on the downside.
That having been said, I now agree with my
colleague, Enrico, that actually mark to market is
probably the only defensible system; but since we
know that it ampliﬁes the cycle, both on the upside
and the downside, it makes it all the more important
that we introduce these other requirements and
mechanisms which provide the countervailing,
countercyclical impact.
Q212 Lord GriYths of Fforestfach: Thank you for
those answers. Why do you think that ﬁnancial risk
models so spectacularly failed to capture the risk
inherent in oV-balance sheet vehicles and what advice
would you give for somebody who was trying to
manage risk in a bank in dealing with the immediate
past, which is fed into those models, and a more
judgmental view of a more distant past?
Professor Goodhart: I think you have put it very nicely
there—too many physicists who rely on short data
periods and not enough historians who look back at
the longer period. The longer the period you can look
back over, the greater the range of possibilities. And
it was simply because, as Professor Perotti said, the
data set that they had and were using in the US,
which went back to the 1950s, included no period in
which housing prices went down. So if you rely purely
on past data over what is still a relatively short time
you will exclude a whole range of possibilities and
that is what they did; they assumed that the data
period encompassed the whole of the probability
distribution of the future and of course it just was
not true.
Professor Perotti: If I may add brieﬂy that you should
probably think of two diVerent states. There are
states in which there is general conﬁdence in the
markets, in which case you can assume that there will
be some liquidity in the markets. These models
assumed inﬁnite liquidity—if you were to sell
someone will buy. But that is not true in credit; in
credit we know that sometimes it is not even initial
price—people will not lend at any price. So there are
circumstances—and those are the systemic event—in
which the market liquidity will go. None of these
models looked at this possibility—it was just not
described. Everybody looked at individual plan series
and correlation and they could not see that in a panic
everything is correlated, but not because the assets
are correlated because conﬁdence is correlated. So
again we come back to the issue of liquidity. When we
have a crisis and everybody runs for cover that is not
a normal situation; you cannot look at the time
history, you have to avoid the spreading because the
spreading of risk and the withdrawal of money is
what accelerated correlation through forcing ﬁre
sales. But there are two states of the economy: 99.9%
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of the time markets are there; sometimes they are not
there but when they are not there they are completely
not there. So we have to think of that contingency
separately.
Q213 Lord Currie of Marylebone: Why did the
regulators not order these risk models and point out
the inadequacies? Is it because there were not
historians at the FSA or what? We know that
liquidity does drive them and we do know that there
have been diVerent episodes in our lifetime of this
kind—it is not a 100-year event. Why did the
regulators not pick that up? Secondly, if you are
putting these macro-prudential requirements over
the present regulatory system would you also want to
reduce the emphasis on these internal risk models in
the Basel II arrangements, since they have so
lamentably failed?
Professor Goodhart: In answer to your second
question, I think the answer to that one is yes.
Everyone has to make their own judgment about
their own due diligence and in a sense each bank’s
risk model, except in so far as it aVects externalities,
is for the bank themselves to judge. The bank ought
to decide on its own risk model and it is not really for
a group of regulators and supervisors and
bureaucrats to decide which model is better; in fact
they cannot. The idea that supervisors are better at
model construction than people the banks can hire is
just not true. Why did the regulators fail? I think
everybody gets infected by fashion and the reason
that people did lower their concern and their guard
about liquidity was exactly as Professor Perotti said:
people believed that these wholesale ﬁnancial
markets were splendidly eYcient and would always
work under the eYcient market hypothesis. The
eYcient market hypothesis has taken something of a
beating because these markets have not been eYcient
and have not worked, and when they are not eYcient
and have not worked under these circumstances you
really need to ensure, as Professor Perotti said, that
the degree of maturity mismatch is not excessive.
Q214 Lord Levene of Portsoken: It seems to me that
in an ideal world—if we just go back to the question
of regulation—the regulators would have a very easy
job because the conduct of the banks would be
ﬂawless and they could just go and tick everything
oV. So you have the banks on the one side and you
have the regulators on the other side. But there is an
intermediary body, which is the board of the banks
where you have the management running the thing
day to day and you have the boards who are
supposed to look at it on a regular basis. Do you
think that the boards are eVectively constituted? In
other words, do the non-executive, the outside
directors on the board, whatever you want to call
them, have enough knowledge, exposure, experience

and information to be able to try and pull up these
massive problems that have occurred before they go
too far, before it hits the regulators who in turn may
have missed them?
Professor Goodhart: The non-executives on Enron, the
board of Enron had the highest capabilities and
highest qualities of almost any board I have ever seen
anywhere. The problem is that the decisions are made
by a small group of chief executives; they know far
more about it than any non-executives can possibly
do, and it is very diYcult, I think, for non-executives
to challenge them. I do not feel that the question of
the make-up of the boards is actually the key issue;
the key issue, to my mind, is what the incentives are
for the chief executives rather than the composition
of the boards. I think that there is a problem that the
incentives for the chief executives of banks have been
much too short term and there is a problem in how we
make it somewhat longer term and I do not have a
very good answer to that. The whole issue of
remuneration is, to my mind, both diYcult and it is
not one where I would wish to try and put forward a
proposal to this Committee because I do not have a
good one.
Q215 Lord Levene of Portsoken: If we follow that
argument where you say that the board of Enron was
made out of the people of the highest calibre, that the
executives just did their own thing and they had so
much more information than the board that they
eVectively got on with it, if you follow that through
you will say that the board serves no purpose
whatsoever because the decisions were invisible to
them and they did not have enough information.
That was really the heart of my question. Should the
non-executives be put in the position, assuming that
they are people of high calibre, that they are provided
with adequate information and adequate back-up to
be able to challenge the decisions of the board to
make sure that they are right because otherwise the
board, as you have just demonstrated, is a rubber
stamp.
Professor Goodhart: The problem is that to absorb and
act on such information is enormously time
consuming. If it is going to be enormously time
consuming and you want very able people on the
board you actually have to pay them a great deal
more than most non-executives are paid. Then
eVectively what you are doing is making them into
alternative executives themselves. I think that that is
diYcult because within a corporation—and I am not
an expert in governance—I think that at any point of
time it is essential that you have a particularly well
deﬁned channel of command and of hierarchy. My
understanding of the board is that its main function
is to decide whether the chief executive ought to be
replaced.
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Q216 Chairman: If I may intervene for a moment.
On remuneration—you may not have an answer to
it—do you believe that executive remuneration on
banks should be encompassed by some form of
regulation? Equally, do you believe that the
government’s arrangements of banks should also be
within the scope of regulation?
Professor Perotti: My answer is yes and what I would
like to add is that we treat banks as a private
company, just like any other business. However, in
some ways we have come to realise that they are really
a bit more like utilities, in the sense that we cannot
aVord to live without electricity so we regulate the
electricity market in various ways. We cannot aVord
to have roads not working and other things that are
indispensible. That is why we bail out banks and not
car manufacturers. The problem with boards is that
it is diYcult to do a remuneration but I think what we
need to do is to move some of the control they have.
In a sense they operate too independently. I do not
know if we can put inside the board people that will
take care of internal discipline, but we certainly need
to indicate that the bankers are not as free to do so
and dispose of money as they have. So regulation has
to indicate that this is actually a regulated industry;
that it is essential for public service and just general
economy and as such a responsibility. That means
that we are indeed in the position—in fact we must do
something about creating the right incentive to
explain some of their ability to fully use the assets
that they manoeuvre completely at their discretion.
So I think it goes beyond remuneration. There is no
question that we cannot allow people to pay out
proﬁts on positions on which the risk is still to be
resolved: that is one. But more generally I do not
think we can solve it at the board level, we have to
solve it one step above and that may well mean that
we will take away some rights of private owners
running the business because it is not an ordinary
business.

Q217 Lord Paul: Credit rating agencies occupy a
central position in the existing regulatory system. Is
this appropriate? Can they really be independent
agencies? How should the regulators substitute for
credit ratings information?
Professor Perotti: I will be very brief. I think they are
in a very appropriate position. Too much was left to
their discretion and they had the wrong incentives, so
I think there are three possibilities. One is that we
exclude from future regulation completely; the
second is that we nationalise them; and the third
possibility is that we force them to be paid by
investors instead of instead of insurers because right
now they have had all the wrong incentive to be
stamping credit worthy assets that were not.

Professor Goodhart: Could I just add that I would be
very opposed to have nationalised credit rating
agencies. Let us think of a French credit rating
agency who was asked to rate Citroen or Renault or
the French Government, can you imagine them
giving anything less than treble A irrespective? The
only way that you could have a public sector funded
credit rated agency would be if it was not allowed to
rate any single institution in its own country,
otherwise I would not believe a word it said.
Q218 Lord Paul: How does having a diVerent
nationality not get into the same situation?
Professor Goodhart: We might. If there was a French
credit rating agency that was asked to provide a credit
rating for some British company it might have rather
considerable enjoyment in lowering that rating. I
think that nationalised credit rating agencies are
almost a contradiction in terms; I think that is just a
straight bad idea.
Professor Perotti: I am much more in favour of the two
alternatives: one is moving from completely ﬁnancial
regulatory purpose or we enforce them to be paid by
investors.
Q219 Lord Tugendhat: I have two questions. Going
back to what you were saying earlier about the
warning lights of Northern Rock for instance and
how the regulators should have stepped in earlier
when they saw certain developments, I am very
struck by the lack of dialogue between the regulatory
institutions and the general public. When you look at
the record of Pöhl and Tietmeyer in Germany or
Volcker and Greenspan in the States or indeed Eddie
George here in their respective spheres, the way in
which they carried on a dialogue with the general
public and indeed with politicians was of a very
educational sort and their speeches, I think, played a
very important part in moulding both political and
public attitudes. It seems to me quite apart from what
the regulators ought to be required to do in the sense
of you were talking earlier in answer to questions,
that if they engaged in the degree of public dialogue
that that too would be very helpful. I think the fact
that Mervyn King has been virtually silent
throughout this crisis is really quite extraordinary.
The FSA has been a bit better in that respect and
certainly since Adair got there, but I think that
dialogue in terms of educating politicians and the
public has a very important role to play in terms of
underpinning whatever regulations there are.
Professor Goodhart: Yes, I agree and I think there
should be. I am very much looking forward to the
Adair Turner report on this whole subject, which I
believe is due out in mid-March. There needs to be a
great deal of discussion on this. Let me slightly turn
it round another way. Whereas I think that the
decision to set up the Financial Services Authority in
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1997 was indeed defensible and may even have been
correct, there was no public discussion at all in the
Houses of Parliament about what the alternatives
were and what else might have been done and what
was the best way of structuring a regulatory system.
It was just done and it was done very quickly without
anything like suYcient discussion.
Q220 Lord Tugendhat: When we were talking earlier
Lord Levene asked a question about directors and
this is a question I have put before, but it seems to me
that perhaps the cleanest way of dealing with this
issue is through the auditors. As you know, it is
customary for auditors to meet with the nonexecutive directors in a private session. My own
experience of that is that they have not been very
meaningful. But if the auditors were required by the
regulators to ask certain questions and the nonexecutive director were required to sign oV on those
questions—and of course the questions could vary
given the circumstances—that this would be a way of
putting the non-executive directors in place of their
responsibilities in a way that does not involve any
great institutional changes. How does that seem to
you?
Professor Goodhart: I think that would be a good idea.
This has already been done, as I am sure you know,
in New Zealand.
Q221 Lord Tugendhat: I did not in fact know.
Professor Goodhart: It is. All the directors, including
the non-executive directors actually have to sign the
audited reports and eVectively commit to a statement
that, to the best of their understanding, the internal
control mechanisms are working well, with the eVect
that under the New Zealand law, if anything goes
wrong, the non-executive directors are then
themselves subject to civil suit. One of the issues
raised was whether this requirement would have the
eVect of lowering the quality and the willingness of
outsiders to serve as non-executive directors and to
the best of my understanding it has not done so.
Chairman: Lord Levene, could you tackle restrictions
on the universe of assets.
Q222 Lord Levene of Portsoken: Should there be
restrictions on the universe of assets in which banks
and other institutions with access to a government
safety net can invest?
Professor Perotti: I think this is a very delicate
question and I have a lot of sympathy for the view
that we should not dictate what bankers do because
of the pressures of innovation that need to take place
in the system. However, I think this points very
strongly to some non-standard security they have
developed at frightening speed in the last few years
and I am thinking in particular of derivatives,
although other instruments as well. I think that there

are two issues that spread the crises well beyond the
initial losses and undermined conﬁdence. The ﬁrst
was the ability of investors to pull out very quickly.
But part of the things that triggered panic was the fact
that people did not understand who was holding
what and that is a very systemic problem because
psychologically it makes it really impossible to trust
anybody. So if we focus on the issue of systemic risk
created by non-standard assets I do not think there is
any reason why it should not be possible to
standardise the securities that the regulated part of
the ﬁnancial system holds in a way that makes them
recognisable, traceable in case and in any case it
could be described. Take derivates; you can study any
derivative position. I think most derivatives could be
standardised along with not a very large number of
parameters in a way that would make them
recognisable and the reasoned argument for the fact
that although non-standard security can take place
outside a regulated system, I think within the
regulated system there would be a strong case that the
derivative position had to conform to very broad
standard features that would actually encourage the
fact that they might be more easily traced, cleared.
Let us remember that derivatives started at some
point in the 1980s and spread very quickly but then
they became standardised by markets—most
derivatives in the early stage were futures contract
and optional contract trading and exchanges, which
meant that there was a clearing house, there was a net
position to control risk. Then the market took oV
with non-standard ways and, to be perfectly frank, I
personally believe that 90% of the innovation there
was pure regulatory arbitrage—there was very little
merit to the complexity of security that had been
created. I hold a PhD MIT and I studied a lot about
derivative pricing and I will say two things. First of
all, I do not see a lot of merit into most of the
derivative work created. Second, I am convinced that
however they are described as very complex, part of
the reason they are complex is that they were exactly
designed to go around regulation. If you want to
there is no reason why you could not achieve most of
the beneﬁts of this type of contract in more standard
forms. I also repeat that if there was a public initiative
to force more standardisation it would maybe help
the markets to create markets on which this security
could be traded and managed more safely. But, again,
I think this regulation should be restricted to the
regulated part of the ﬁnancial market; the part of the
ﬁnancial market that is not linked directly to the
public support should be free to do it.
Q223 Lord GriYths of Fforestfach: Can I ask you
what can the public expect from regulation because it
seems to me that the tougher you are in regulating a
group of institutions or the tougher you are in the
cycle in saying that if there is some sort of asset boom
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we are going to put on tougher regulation, as a result
of the last ten, 15, 20 years the genie is out of the
bottle and we know that we are going to have
institutions which grow up or markets which will
grow up, which will attempt to undermine the
regulation that we are doing. Therefore from society’s
point of view what is the potential that we can expect?
Professor Perotti: We did that; we created the Basel
system which built a huge industry for regulatory
arbitrage. Quite frankly, I think that 90% of
securitisation is simply regulatory arbitrage; so we
have done that already. We have to deal with the fact
that there is a regulated part that is subject to public
support and a non-regulated part and the problem is
often at the boundary. So we cannot avoid that; it will
always be there. What we have to do is as clear as
possible in describing the relationship between the
regulated and the un-regulated part, we need
relatively simply rules perhaps subject to occasional
review that make sure that the risk created outside the
regulated system is not shifted on the regulated
system. I think that should be the general principle
and for that we need to have some forms of charging
for maturity mismatch; we need to have a
standardisation of security so that we know what the
regulated part is doing and how it is relating to the
boundary. Indeed, we need some part of a regulatory
authority that just has a responsibility to look at this
interrelationship on an annual basis and report
somewhere. No one was reporting the explosive
growth in derivatives—it was actually nobody’s
responsibility, and that can be addressed.

Chairman: We have time for one more question.
Q224 Baroness Kingsmill: I have one more question.
Do you think that a regulatory system designed in the
middle of a crisis is going to be a regulatory system
that will work in normal times? Is it not a huge risk
that we go too far and that we, as I said before,
squash innovation?
Professor Goodhart: It certainly is a risk, but on the
other hand the regulatory system that we have had
has clearly failed and we are in the middle of a
ﬁnancial crisis of which the social cost to virtually
every country in the world is now going to be
enormous. We cannot simply sit and just maintain
what we have, because what we have has been shown
to be insuYcient. I think that it is desirable to take
time to decide on changing regulation; it is a longer
term issue and it needs to be thought about carefully
and I hope that no one will rush into bringing about
massive great legislation on this on either the national
or international level within, say, the next six months
because I think it would be very unfortunate if that
was done at this speed. But that we do have to
consider our regulatory system because the present
one has clearly failed to meet the requirements, as I
think is self-evident.
Chairman: Professor Perotti and Emeritus Professor
Goodhart, thank you very much indeed for spending
time with us. It has been extremely helpful and
thank you.

Memorandum by Enrico Perotti (University of Amsterdam) and Javier Suarez (CEMFI)
Liquidity Insurance for Systemic Crises1
Securitization was meant to reduce risk by spreading it, but in practice it did not. With hindsight, it was all
about regulatory arbitrage. As banks placed long-term assets in boxes sustained by short term wholesale
funding, but with the backup of their credit lines in case of trouble, they kept a signiﬁcant amount of the whole
risk, while reducing their own capital. When subprime mortgages were repriced, the card castle fell apart.
Yet the panic in money markets contributed to spread ﬁnancial losses well beyond what subprime positions
would have justiﬁed, precisely because of the massive reﬁnancing risk to which the system was exposed. Short
term wholesale lenders proved very prone to run. The extreme maturity mismatch was instrumental to the
spreading of panic. It forced ﬁre sales across all markets, which in turn caused margin calls and more panic in
a deadly spiral (Brunnermeier, 2009).
Basel capital requirements are not designed to cope with systemic liquidity risk. In a panic, the issue is no
longer the cost but the availability of funding. If funding fails, no reasonable capital reserve can cope with the
generated trouble. Relying on frequent rollovers ampliﬁes the speed of ﬁre sales and the pace of repricing,
feeding further reinforcement to panic.
What reforms can prevent this from happening again?
The leading argument proposes higher capital requirements indexed to asset growth, total leverage and
maturity mismatch (Brunnermeier et al. 2009). We propose a related approach, a liquidity and capital
insurance arrangement, which is simple, oVers better incentives and is likely to receive stronger political
support.
1

Prepared for testimonial at the Select Committee on Economic AVairs for Banking Regulation and Supervision, House of Lords, 24
February 2009

Processed: 26-05-2009 23:12:49

Page Layout: LOENEW [O]

PPSysB Job: 424852

economic affairs committee: evidence

Unit: PAG1

63

Our proposal is to establish a mandatory liquidity charge, to be paid continuously during good times to a
supervisor who, in exchange, will provide emergency liquidity (and perhaps capital) during systemic crisis. The
charge would be set according to the principle that future regulation should work like Pigouvian taxes on
pollution, discouraging bank strategies that create systemic risk for everyone. Hence, it should be increasing
in the maturity mismatch between assets and liabilities, and should be levied on all institutions with access to
safety net guarantees. Its purpose should be to make short and medium term (up to one year) bank funding
more comparable in cost. Retail deposits would be exempted, as they are more stable thanks to their own
insurance.
Revenues accruing from the charge would go into an Emergency Liquidity Insurance Fund (ELIF), with legal
autonomy and pre-packaged access to central bank liquidity and government funds backing. Upon signiﬁcant
aggregate liquidity runs (critically, not concerning isolated runs at individual banks), the payment of insurance
would be triggered by the relevant supervisor. This would result in immediate liquidity support, guarantees on
uninsured wholesale funding, and some automatic capital injections. Speciﬁc conditions may be attached, such
as restrictions on executive compensation and dividends, as well as on prudential strategic choices.
The main goal of liquidity charges is to realign funding incentives among beneﬁciaries of the safety net.
Reducing reliance on short term market funding would reduce the spreading of panic in a conﬁdence crisis, and
ultimately systemic risk. Deposit withdrawal risk is natural, as banks intermediate between retail customers
preference for immediacy and long term funding of production. A short term bias in wholesale funding is not
equally justiﬁed. The lower cost of short term funding reﬂects the fact that short term lenders bear little risk,
which is shifted to other stakeholders, such as capital and taxpayers. Thus the charges would make banks
properly internalize the potential damage caused to others.
The charge for liquidity risk could be seen as a liquidity insurance premium: a pre-payment for the contingent
support that banks eventually receive during those episodes. As such, it can make emergency intervention
politically more acceptable, especially after the concern raised by current bail-outs.
Why are higher bank capital ratios alone not a solution to bank liquidity risk? First, banks’ own capital would
need to be very large during normal times. This has several disadvantages. Shareholders may be tempted to
see bank capital as an asset to which they are fully entitled. Banks with plenty of capital on their books may
try to “lever it up”, not necessarily through leverage (which is constrained by capital requirements) but through
riskier investment strategies. Additionally, shareholders’ claims on bank capital are a source of trouble in bank
interventions, since seizing a bank ahead of a formal default may be seen as a violation of private property
rights.
In contrast, our insurance scheme arranges for a contingent injection of capital and liquidity in systemic crises
only, and may trigger clauses which force prudential actions, such as dividend suspensions or other constraints
on management. Unlike the capital insurance scheme by Kashyap, Rajan, and Stein (2008), it penalizes
systemic risk creation and is more credible, as it relies on a public regulator. It is also cheaper since most of
the support would come as provision of temporary liquidity.
A main advantage of liquidity charges is that maturity mismatch is easy to compute, and would discourage
systemic risk creation associated with short term funding. Systemic risk, namely the simultaneous realization
of correlated tail risk, is hard to estimate, as extreme co-movements are rarely observed, and may be triggered
by a diVerent asset class each time. However, liquidity runs are present in the escalating phase of all systemic
crises and have a clearly negative amplifying eVect.
Liquidity charges should be proportional to short term wholesale liabilities, weighted by the bank’s maturity
mismatch, which is easy to compute. They might be increasing in the slope of the short end of the yield curve
(up to one year), so as to eliminate the incentives to excessively rely on short term maturity funding. With this
feature, the charges would be naturally countercyclical, leaning against the wind when liquidity is abundant
and the yield curve is positively slopped (common features of good economic times). In addition, if necessary,
the proportionality factor may be designed to be explicitly countercyclical, collecting even more charges on
short term borrowing in good times.
The scheme we propose avoids imposing rigid restrictions on banks’ funding strategies and leaves to capital
requirements the traditional task of protecting against asset risk. It is likely to make it more expensive for
banks to rapidly expand their lending above their deposit base, but it will certainly not block it. A greater
fraction of long term funding will go together with greater monitoring from the corresponding creditors.
Residual short term creditors will be less prone to panic in a systemic crisis.
Skeptics may fear that the liquidity charges will encourage the system to shift short term funding to a shadow
banking sector. This is not likely to occur if unregulated intermediaries enjoy limited recourse to regulated
banks. For deals between the regulated and the unregulated sectors, the scheme should assign charges
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increasing in the unregulated borrowers’ own mismatch. To be sure, bank credit lines to institutions such as
hedge funds might be treated as uncontingent commitments, and the mismatched asset funding should be fully
charged. In any case, monitoring the boundary of the regulated sector is an indispensable step for any future
regulation.
The international implementation of our liquidity insurance arrangement is certainly complex but most
desirable. Ideally, an international ELIF should be created. Countries should choose to participate by
requiring either all their regulated institutions, or at least the largest ones, to join an international ELIF, pay
its liquidity charges, accept its supervision, and count on its support in a systemic crisis.
The establishment of an international ELIF may sort out commitment problems. Countries that do not join,
should not beneﬁt ex post. The scheme would constitute an explicit coordination device for the rescue of large
international banks, preventing the issue of burden sharing to be left for diYcult ex post negotiations. The
liquidity charges, as insurance premia, provide a mutually agreed metric for systemic risk and would oVer an
objective basis for burden sharing. In case of need, countries might contribute to funding the ELIF in
proportion to the share of each national banking sector in the liquidity charges paid during the pre-crisis
period, rather than some politically debatable country quotas.
To conclude, the aim of the mechanism is to discourage the forms of short term funding that create and amplify
propagation risk. It is also a prepayment of intervention costs, and a starting step to ensure that liquidity
interventions occur on time and are based on ex ante rules.
February 2009
References
Brunnermeier, Markus (2009), “Deciphering the Liquidity and Credit Crunch 2007–08,” Journal of Economic
Perspectives 23, forthcoming.
Brunnermeier, Markus, Andrew Crockett, Charles Goodhart, Avi Persaud, and Hyun Shin (2009), “The
Fundamental Principles of Financial Regulation,” Geneva Reports on the World Economy 11, preliminary
draft.
Kashyap, Anil K, Raghuram G. Rajan, and Jeremy C. Stein (2008), “Rethinking Capital Regulation,” paper
prepared for the Federal Reserve Bank of Kansas City Symposium at Jackson Hole, September.
Examination of Witnesses
Witnesses: Mr Doug Taylor, Personal Finance Campaign Manager, Which?; Professor John Armour and
Dr Oren Sussman, University of Oxford, gave evidence.
In the absence of the Chairman, Lord GriYths of
Fforestfach was called to the Chair
Q225 Lord GriYths of Fforestfach: May I welcome
you to this Committee and thank you very much for
coming. Can I ask you, if possible, if you would speak
slowly and clearly for the beneﬁt both of the
stenographer and in introducing yourselves and so
on. I would like to say the Chairman of the
Committee, Lord Vallance, has unfortunately had to
go because he is moving a motion in the Chamber in
relation to a previous report of ours, so I have been
asked to deputise and chair this session. Before we
start, I wonder if there are things you would like to
say to us in a brief introduction. In particular, could
I suggest that of the questions which we sent to you
that the questions from seven on are particularly for
Mr Taylor and, therefore, it might be more
appropriate if Mr Taylor were to concentrate on
answering those rather than the ﬁrst six questions.
That does not mean that we are censuring you in any
way or stopping you from giving a comment.
Professor Armour?

Professor Armour: I do not have any particular
observations to make by way of introduction.
Dr Sussman: No, I think that most of my points will
come up in the answers to the questions.
Q226 Lord GriYths of Fforestfach: In that case, I
wonder if I can start with the ﬁrst question, which is
to what extent did the absence of specialised bank
insolvency laws exacerbate the recent ﬁnancial crisis?
Professor Armour: The question to ask initially is why
we should care in particular about bank insolvency as
opposed to the insolvency of ordinary industrial
companies. We can make two distinctions about the
situation of banks, both of which were present in the
events of the last 18 months and both of which were
perhaps exacerbated by the absence of a specialised
bank insolvency law. The ﬁrst is the speed at which a
banking entity can fail and the second concerns the
consequences of failure. The speed of failure is
illustrated by the example of the run on Northern
Rock. The existence of a highly leveraged entity from
which funds can be withdrawn on demand makes it
possible that if concerns about the future viability of
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the entity become widely known, then a run can
occur. I am taking a broad conception of what counts
as insolvency for the purpose of this part of my
answer. The weaknesses that were shown to exist in
the deposit protection insurance, that is, its limited
extent, clearly contributed to the problems with
Northern Rock. Secondly, the consequences of
failure. If a banking entity goes into insolvency
proceedings—insolvency proceedings ordinarily are
designed to exist purely for the beneﬁt of the creditors
of that entity—the problem with a bank insolvency is
that there can be systemic consequences. A bank
going into liquidation or administration can bring
about the rapid imposition of losses on many other
counterparties trading with the entity and this can
cause a shockwave of systemic problems to spread
through the system. For that externality to be taken
into account, that is, the cost imposed on other
participants in this, an insolvency law needs to have
as one of its functions something beyond the
protection of the creditors of this particular entity.
The person running the insolvency procedure needs
to subordinate in some cases the interests of that
entity’s creditors to the preservation of systemic
stability, and such a power is not present in our
insolvency law. The case where this actually
happened and particularly exacerbated things,
however, ironically was not an entity that is even
covered by the Banking Act. Probably the clearest
example of where there was a problem was the
Lehman insolvency, but, Lehmans’ UK subsidiary
would not be a bank under the Banking Act. I
understand that the application of the standard
administration procedure to Lehmans’ UK
subsidiary brought about the very rapid termination
of a number of positions in the market which caused
considerable systemic diYculties. Therefore, the
conclusion of my answer is that, yes, I think the
absence of specialised bank insolvency procedures
brought about diYculties and exacerbated the crisis
along both these dimensions, the speed of failure and
the consequences of failure, but the footprint of
specialist insolvency regimes should not necessarily
be limited to banks deﬁned as deposit-taking
institutions because that really only speaks to the ﬁrst
problem, the problem of the run by deposits, it does
not speak to the consequence of failure and systemic
consequences and that was illustrated by the
Lehmans’ subsidiary. I understand that proposals are
afoot to use a power created by the Banking Act to
introduce a specialised insolvency regime for
investment companies as well which to a certain
extent would deal with that, but when we are thinking
about these insolvency consequences one should be
clear that the footprint of the legislative response is
not necessarily limited to banks.
Dr Sussman: I agree with most of the points that my
colleague, John Armour, has made, but I would like
to add one point. Particularly in banking, and

because there is this externality, this value which
never materialises through market transactions,
bank insolvency by its very nature is bound to be
more discretionary than other insolvencies. In a
normal insolvency we have these market tests about
how to deal with the default of the company, namely
we separate the assets and the liabilities, we put the
assets to a market test, we derive the value and then
on the other side we have all the liabilities ranked by
seniority and we pay them and that is the end of it. In
the case of a bank, because part of the value that the
bank is creating or destroying does not have a market
test, a bank insolvency is bound to be more
discretionary. A law of the type of the Banking Bill is
a suYcient condition for the government and the
regulators to exercise this discretion but it is not a
guarantee that the right policy will be taken. We have
seen in other countries, like Japan, great reluctance
by governments simply to declare that some of the
value they thought was there was not there. This is
something that this law is not going to achieve on its
own. I would say the law is a necessary condition for
dealing more appropriately with the ﬁnancial crisis. It
is not a suYcient condition and we should not expect
regulations or legal provisions on their own are going
to solve the problems for us.
Q227 Lord Eatwell: One of the problems I always
come up against in discussing insolvency is that an
economist’s deﬁnition of insolvency is quite diVerent
from a lawyer’s deﬁnition of insolvency. An
economist deﬁnes insolvency as the situation in
which your liabilities are greater than your assets
whereas a lawyer deﬁnes insolvency as not being able
to meet your current liabilities. That is one of the
problems I always have. I wonder if I can then go on
and say, is it therefore appropriate that an insolvency
regime should be managed by the courts who would
take the legal position, or should it be managed by
some other institution which might take an economic
or ﬁnancial deﬁnition of insolvency?
Professor Armour: Just on the point of the legal
conception of insolvency, under section 123 of the
Insolvency Act 1986 both of those deﬁnitions that
you quoted, namely the “balance sheet” and the
“liquidity” conceptions of insolvency, are alternative
provisions for determining when a company is unable
to pay its debts. I understand that in the banking
context the liquidity conception of insolvency is not
thought of as “insolvency” at all, as you said, from an
economist’s point of view. Whether that means that
courts are inherently a worse place to deal with the
oversight of insolvency matters, I am not sure that
follows because the only reason that the legal
conception of insolvency is thought of as more
expansive than the economist’s conception of
insolvency is because the legislation so provides.
There are other jurisdictions in which a purely
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balance sheet formulation is employed in the
legislation. Were the legislation not to include the
liquidity conception of insolvency, then it would not
be something that the courts would be permitted to
take into account I think there is a more general
concern here about the appropriateness of courts as
opposed to regulators in dealing with bank
insolvencies. The particular issue that we have
identiﬁed, which distinguishes banking insolvencies
from other industrial company insolvencies, is the
concern about systemic externality, namely that there
may be consequences far beyond the particular entity
that is in the insolvency procedure. The decisionmaking process of the court is very much driven by
the agenda that the parties before the court bring to
it. So the point that is being litigated, and the
evidence that is brought before the court, will
necessarily skew the court’s decision-making process
into a bilateral framework, but a multilateral or
“polycentric” framework is required to resolve these
sorts of issues and a regulator would be much better
placed to be able to do this.
Q228 Lord Eatwell: So for an economist Northern
Rock was not insolvent because its assets exceeded its
liabilities, but in terms of the legal procedures in this
country it was insolvent. You were recommending a
polycentric approach to insolvency if I heard you
correctly, at least two.
Professor Armour: I am recommending that a
regulator would be better placed to oversee the
decisions about how much the systemic consequences
associated with a bank insolvency should be allowed
to cause a deviation from the preservation of the
interests of the creditors of this entity: in essence, how
much should the creditors be expected to carry the
cost. I think a regulator is better placed to make that
call than is a court because it has access to a wider
range of information. As regards the test for
insolvency, I do not think it makes any diVerence
whether we are looking at a regulator or a court, the
question is simply what it should say in the
legislation: should it have both tests or should it just
be a balance sheet test.
Q229 Lord Eatwell: Thank you. Dr Sussman?
Dr Sussman: I think the distinction that you raise is
very important, the distinction between default,
which is the act of a debtor coming and saying, “I
cannot or will not service a certain liability that I have
issued” and insolvency, which is essentially an
accounting concept of the value of the assets falling
below the value of the liabilities. There is an
important question in the economic analysis of
insolvency and this is whether in an ordinary
insolvency, is the act of default a suYcient condition
for triggering receivership, and the position of
English law is that it is and of some other jurisdictions

that it is not. Personally, I think that the English
position is economically defensible and even
economically desirable. I think it is a perfectly
acceptable notion for an economist to say, “If you say
that you are not going to honour a liability we are
going to put you in receivership” and the question
whether the value of the assets at the end is going to
cover the liabilities or not is a question that will be
answered by the end of the process. In the case of a
bank there are good reasons to say that default is not
a good enough test for whether to declare an
institution a failure. This is because there is some
other value which is somewhere on the balance sheet
which is not reﬂected in the numbers provided by the
accountants, or not even going to be reﬂected by a
market test that potentially we might put the bank
through. Sorting out this unobserved value is very
important and it is more of an economic than a
judicial decision and, therefore, I recommend that the
regulators should play a very important role in the
process, not because they are smarter or more
accountable than the judges but just because it is
more an economic question than a legal question.
Q230 Lord Levene of Portsoken: The Banking Bill
allows for a “partial transfer” of failing bank assets
to a new company for onward sale. The BBA has
expressed concern that this type of transfer would
undermine property rights and so could increase the
cost of capital for banks and perhaps undermine
London’s position as a ﬁnancial centre. Do you think
these are serious concerns? Do their costs outweigh
the beneﬁts?
Dr Sussman: There are three questions there. The ﬁrst
is whether the shifting of the assets to another entity
is a violation of the property right, second will it
increase the cost of capital and, third, what will it do
to London as a ﬁnancial centre. I will answer these
questions one after the other. In any insolvency,
whether a bank or a private enterprise, the fact that
the enterprise loses possession of some assets is not a
violation of the property right but an implication of
the property right. Under the legal system that we
have we declare that if an institution defaults then it
loses possession of the assets and that by itself is not a
violation of the property right. I would say that there
should be a limit on how much assets can be
transferred to another vehicle and probably some of
the next questions about where to draw the line is a
good place to discuss that. I would say that in answer
to the ﬁrst point. The second point, will it increase the
cost of capital for the banks, probably it will but to
some extent this is the purpose of regulation. The
very fact that we say that banks have to satisfy capital
adequacy requirements, that they need to hold more
capital than they would have held if they were
perfectly competitive is a sort of tax that we are
putting on banks in order to try and capture this
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hidden value that is not subject to a market test. We
do tax them and the whole purpose is to limit the
extent to which we allow them to expand risky credit,
that is the whole purpose of regulation of any kind,
to levy a tax. I would say, yes, it probably will increase
the cost of capital but if the regulation is properly
designed then this is the objective of regulation. In
answer to the third question, will it undermine the
position of London as a ﬁnancial centre, my gut
feeling is that it will not because one of the things that
this crisis has taught us is that banks are as powerful
and strong as the state that stands behind them. Big
banks with weak states behind them, like Iceland or
Ireland, weak in the sense of the tax base that is
available to them, are not strong enough and they will
probably not be successful or will vanish after the
crisis. I do not think this is a major concern. To some
extent I think that we should worry about the ﬂipside
of this argument, and this is British taxpayers
subsidising cheap guarantees for the ﬁnancial
stability of other countries. If refusing or declining to
provide subsidised insurance is going to create a loss
of business to London then this is a desired outcome.
Q231 Lord Paul: During bank insolvency
procedures, how should the line be drawn between
liabilities that are to be repaid and those that are not?
Professor Armour: I had some comments on the
previous question.
Q232 Lord GriYths of Fforestfach: Would you like
to comment on the previous question?
Professor Armour: Would that be okay?
Q233 Lord GriYths of Fforestfach: Brieﬂy.
Professor Armour: The speciﬁc concern that the
British Bankers’ Association have, as I understand it,
is with situations where there are set-oV or netting
arrangements between banks—so banks have lots of
liabilities and claims against each other—and they
are accounting on the basis that they will have a net
position. In an insolvency, if what one does is simply
to take the assets and shed the liabilities and then sell
the assets, (that is, claims against other entities) then
this obviously is better for the entity in question
because it raises more money: one does not need to
take the net position as regards assets, one can take
the gross position. The partial transfer provisions on
the face of it would appear to allow this and there is
a provision that restricts the operation of netting
provisions, so it would appear to allow for the
transfer only of the gross assets. This would cause
problems for counterparties who have settled their
accounts on the basis of the net position. The British
Bankers’ Association’s concern is that this will bring
counterparties who are banks into problems with
their regulatory capital requirements and, therefore,
make them less willing to deal with English banks

subject to the regime. In the ﬁrst instance, I think that
concern could be addressed by changing the
regulatory capital requirements to take account of
what is going on in bank insolvency law. The
probability of this happening (ie the power being
exercised) is very, very small I would imagine, so if
that is taken into account in the regulatory capital
requirement then that is not a problem. To that extent
it should not aVect the cost of capital, but where the
regulator in question is foreign—where it is a bank
that is a foreign bank—their regulator may not be
amenable to changing their rules simply because we
have changed our bank insolvency law and then there
is potentially a real problem. The question is whether
the beneﬁts are worth it. What beneﬁt would there be
from transferring only the asset without subjecting it
to the netting of cross-claims? It is not clear to me that
would be something that would be obviously
beneﬁcial. It would probably make the “bridge bank”
to which the assets are transferred more viable
because it will have less liabilities and more claims,
but it would also cause systemic consequences
because all the bank counterparties who were
expecting to be able to net oV and were not able to do
so would ﬁnd themselves in diYculty. The costs of
doing this could be quite signiﬁcant after the fact, as
well as the problems for cost of capital at the outset.
So I think the British Bankers’ Association have a
point. More generally, the fact that this legislation is
limited to banks as deﬁned by the Act means that any
cost of capital eVect will be felt only by those entities
subject to the Act and that may raise possibilities of
arbitrage, that is, setting up entities which are outside
the legislation in order to avoid this eVect.
Lord GriYths of Fforestfach: Perhaps I could say that
as time is going on maybe I could ask my colleagues
on the Committee and also those giving evidence if
we can be reasonably concise otherwise we are going
to be here for a long time because there are many
more interesting questions.
Q234 Lord Paul: A very quick question. The bank
insolvency procedures, how should the line be drawn
between liabilities that are to be repaid and those that
are not?
Dr Sussman: I would say that drawing the line should
pretty much be done the way it is done in an ordinary
insolvency, save for two or three diVerences between
the two. One is that we do not have a market test for
the assets, so we need an administrative procedure to
deal with the valuation of the assets exactly because
we think liquidating the assets and putting them to a
market test will probably have some systemic eVects
that we want to see. The second diVerence is this
externality. The externality is consistent with the
extra capital that a bank has to hold as a sort of
public utility, as Enrico Perotti said in the previous
testimony, and this extra capital corresponds to some
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social cost of a bank going bust, so this cost has to be
added back into the liability side of the bank. As any
liability to the state, it must be quite a senior liability.
This liability should be earmarked in advance. There
should be some number, just like the capital
adequacy number, that corresponds to the liability to
the state once a bank goes into default. Once these
two adjustments are done, the rest is just like in a
private insolvency more or less with two other minor
modiﬁcations. First of all, the depositors are senior
even if there is no legal provision that says they are
senior. The other one is that there might be some
junior liabilities within the bank, the liabilities that
John has just spoken about, that the regulators want
to honour because of reasons of ﬁnancial stability. It
does not mean that all the more senior liabilities
automatically need to be served. It also implies that
the regulators cannot read the assets of the bank as a
pool of assets which is available for them to satisfy
themselves, there should be a limit on how much of
the assets is due to this social cost of going bankrupt,
there should be a number on how much the state is
going to take. If there is an extra cost of ﬁnancial
stability it should be funded by taxpayers’ money in
general, not as an unfair tax on the creditors of the
bank.
Professor Armour: I would add one brief observation
to that. I agree with everything that Dr Sussman has
said. The consequences of putting depositors ahead
of the ordinary creditors and putting the costs of any
public funds which have been put into the entity in
order to deal with the systemic externalities means
that in ordinary times parties extending credit to a
bank should take into account the possibility that
they may be subordinated in an insolvency. Therefore
if the bank is doing things that expose it to systemic
consequences, that ought to be priced into its cost of
capital. However, that will only work if parties can
price reasonably accurately in advance how much the
cost is likely to be, which links into the point that Dr
Sussman made earlier about needing a limit to the
amount which could be imposed.

Q235 Lord Currie of Marylebone: Could you explain
for me the status of contractual compensation
payments in administration and say whether it has
any bearing upon the rather topical debate about
bonus payments in government-supported banks?
Professor Armour: I assume we are talking about a
payment which is to be made by virtue of a contract
which was entered into before the company goes into
administration: a director’s service contract for
example. When a company initially goes into
administration the service contract would remain on
foot, as entry into administration would not
terminate the contract automatically. The

administrator has the power to decide to remove the
directors from oYce and if the administrator thinks
that the directors are part of the problem they will
exercise that power. If that happens, that will
terminate the contract and the director will then be
simply an unsecured creditor for the payment and
they will receive the same small proportion of the face
value of their claim as will the other unsecured
creditors. What implications does this have for the
topical debate about the payment of compensation
for directors of banks that have been nationalised?
The banks that are government-supported are not in
administration so there is no power under the existing
framework for their service contracts to be altered
and the position is that the banks must stand by these
service contracts. The legislation that was used to
bring Northern Rock into the public sector does not
contain any provision to deal with alterations to
service contracts. However, looking to the future,
section 20 of the Banking Act does contain a
provision to alter service contracts. Even if the bank
does not actually go into bank administration, but if
it enters the special resolution regime, then the
authorities will have the power to alter the service
contracts to reduce the amount of compensation that
the directors get even if they are retained by the entity
going forward.
Q236 Lord Currie of Marylebone: They could take
action which would mean an outcome similar to if the
bank had gone into administration?
Professor Armour: Exactly, but they were not able to
do so with the entities that received government
support under the legislation prior to the coming into
force of the Banking Act.
Dr Sussman: I think this is a very good illustration of
the ﬁrst point we talked about, namely if you think
about a failed bank in the way I would like to think
about a failed bank then the contractual obligation to
a director or an employee is quite junior and,
therefore, probably is not going to be honoured.
However, as John has just explained, the government
was very timid in terms of declaring that these banks
are failing banks and as long as you do not declare
failure you cannot say that some of the liabilities are
not going to be honoured. It is very much the
willingness of the regulators and the governments to
declare failure rather than try to postpone the worst
or hope that things somehow will improve. The
contracts cannot be honoured but it takes the
willingness of the governments and the regulators to
declare a failure.
Q237 Lord Forsyth of Drumlean: When the Banking
Bill left this House and went back to the Commons it
had a provision included in it for the Treasury to take
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control of the parent company of a bank that is part
of a holding company. I wonder whether you think
this provision will enhance or diminish systemic
stability. I am thinking of some of the examples from
the United States that have been drawn to the
Committee’s attention.
Professor Armour: It is very hard to say in the abstract
what the eVect will be, it will entirely depend on how
the power is exercised. I am sorry I am not able to be
more conclusive than that. This power is introduced
to avoid a speciﬁc problem, which is where a
particular banking entity is part of a larger group,
and if this bank is then to be put into a special
resolution regime it is necessary for additional
commitments to be made to it from outside that
entity, so when it is situated in part of the group other
members of the group may be providing these
commitments to it, services and the like. There is
provision in the Banking Act for other members of a
group to be required to make continuing
commitments, so-called “continuity obligations”,
but the concern was that this might not be enough
where the business of the banking entity is very
interlinked with other members of the group. Taking
control of the holding company as well would then
allow the Treasury to control the way in which these
other group members interact with the entity. It could
avoid diYculties going forwards in resolving an
insolvency situation of an entity that is linked in to
other members of the group. In that sense it could
help to ameliorate the systemic consequences. The
countervailing problem is that by drawing some of
these other entities into the resolution of the process,
it is not clear to what extent parties dealing with these
entities might have taken that into account, that they
might be drawn in, because they might have thought,
“These are not banking entities and so are not subject
to the Banking Act” and that might have an adverse
systemic consequence. Therefore, until one knows
more about the way in which the power will be
exercised then it is hard to give a conclusive response.
Dr Sussman: I agree with all the points that Professor
Armour has made but I would just like to add one
point. I think there is a potential here for creating lots
of confusion in cross country insolvencies because in
many cases the sister company will belong to another
jurisdiction and that can start endless legal
procedures on who has the assets and what kinds of
assets should be used in order to repay some of the
cost of the clean-up. I see great potential for legal
haggling that will go on for years in the courts.
Lord GriYths of Fforestfach: Thank you. We now
move from insolvency law to consumer protection
and the questions are being directed primarily at
Mr Taylor.
Q238 Lord Best: Thank you for waiting patiently for
us to get to you. A general overview, if you would.
Have all the diVerent kinds of consumers that Which?

is interested in been well-served by Government and
the various eVorts it has taken over the last year?
That is new borrowers of loans, mortgages, credit
cards, existing borrowers and savers. How do you
feel over the last year the Government has done in
serving the interests of all that lot?
Mr Taylor: It is a mixed group, indeed, as you have
referred to. Overall we welcome the Government
actions to protect consumer deposits, stimulate
lending in the mortgage sector, make repossessions a
strategy of last resort for lenders and to oVer support
to mortgage holders via their Homeowners’
Mortgage Support Scheme which comes into eVect in
April. I think there is a view among many consumers
that the banking sector has beneﬁted most from the
decisions of the Government rather than the
individual consumer and the banks have been bailed
out, so to speak, bonuses have been paid, but trust is
really quite low in the banking sector. Global
research undertaken shows that UK consumers trust
banks less than Icelandic consumers despite the near
collapse of the Icelandic banking system. Our own
research found that 84% of people thought the
banking system needed to be reformed to avoid
another crisis and only 28% trusted their banks to get
them the best return on their money. From our
research there is clearly a fairly low level of trust in the
banking sector. We believe that what is central is that
on important public bodies, and I am referring
perhaps speciﬁcally to UKFI and the FSA, there
ought to be explicit consumer representation to
ensure that the consumer interest is used in
interrogating decisions by those bodies. In terms of
what the Government has done so far, I think there
are some good things, but for consumer trust and
conﬁdence in the sector we would like to see a clearer
representation of the consumer interest at the
highest level.

Q239 Baroness Kingsmill: What is Which?’s stance in
relation to regulation? Do you feel that the
deregulation of the ﬁnancial sector, for example the
demutualisation of building societies and so on, has
been in the best interests of consumers? Do you have
any views about whether more legislation in this area
is going to be of assistance to the consumer? I put
alongside that, do you have any sense that there has
been any mis-selling or any questionable sales
practices which require legislation?
Mr Taylor: Unfortunately our research, and I think
it is backed up by some of the work done by the
Financial Services Authority, suggests there is often
levels of mis-selling in ﬁnancial services and most
recently perhaps payment protection insurance has
been the most obvious which has had fairly high
levels of coverage and, indeed, the Competition
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Commission has taken some action speciﬁcally on
that. In terms of demutualisation, of course, all the
demutualised societies have disappeared either
collapsing, being bought or being nationalised, so
they have not survived very long from their creation.
If you said that deregulation does bring a greater level
of products, more choice, reduced prices, that may
well have been the case. For us, the issue is how you
can cap the risk curve going forward. The extent to
which we can get eVective regulation and supervision
to permit the consumer to get the best from the
market whilst safeguarding them against some of the
downside risk is the trick that we would like to see
come out of the reviews of the banking sector in the
light of the current crisis. In terms of where you
started, we think that regulation and supervision
should be eVective, and we are not always convinced
that it has been eVective in terms of consumer
protection, and where that is the case we make our
views well-known to the Financial Services
Authority. Indeed, it is part of the reason why in my
previous answer we would like to see more eVective
consumer representation at the heart of that
decision-making.
Q240 Baroness Kingsmill: The other side of misselling, of course, is consumer ignorance about
ﬁnancial products. It has seemed to me from past
experience that the level of ﬁnancial education is very
poor and consumers often are not as aware of their
rights and so on. Would you accept this is the case in
the ﬁnancial services sector particularly?
Mr Taylor: I think you could make the case that the
ﬁnancial competence of some of the directors on the
banks has also been fairly low in recent times. The
reality is absolutely as you say. The FSA’s baseline
study on ﬁnancial capability paints a pretty poor
picture. For example, 40% of people with an equity
ISA did not realise that its value moves with the
change in stocks and shares, but 16% of people with
a cash ISA thought that their cash ISA did move with
the change in stocks and shares. As an illustration of
the level of ﬁnancial capability, I think that is quite
telling.
Q241 Baroness Kingsmill: In another life I came
across a substantial piece of research which suggested
that there were a number of people who did not
realise that mortgages had to be repaid.
Mr Taylor: I have not seen that particular one.
Q242 Baroness Kingsmill: As long as they kept up
their payments each month they did not recognise
that the mortgage itself was a debt that ultimately
had to be repaid.
Mr Taylor: While we support ﬁnancial education we
have to take the view that it is a fairly long-term eVort
and changes in the curriculum may bring about some

results in the longer term. We very much supported
the idea of a national ﬁnance advice network and,
indeed, the FSA, through what it calls money
guidance, is taking this up in order to give some fairly
low level non-brand speciﬁc advice to consumers
about product. The other side of this, of course, is if
the products are safer, more transparent and easier to
understand then the level of capability that the
consumer needs in the ﬁrst place becomes less.
Q243 Lord Currie of Marylebone: I wonder whether
I can follow up on this question of ﬁnancial
understanding. I seem to remember a survey
relatively recently which suggested that 25% of the
British population does not understand percentages,
so a mathematical lack of knowledge. If you do not
understand percentages it is very hard to understand
even the simplest ﬁnancial product.
Mr Taylor: The previous one, which was attributed
to Klaus Moser, said that 50% did not understand
what 50% meant, so maybe the world has moved in
the right direction. You are absolutely right, given
that most ﬁnancial products are represented in
percentage terms, APRs for example, if a consumer
cannot understand the basic mathematical formula
then they are going to ﬁnd it quite diYcult to make
any judgment. Indeed, throughout ﬁnancial services
products it is quite diYcult for consumers to be able
to relate risk and reward together and often they
become bemused by the oVerings that they have.
Obviously under the FSA’s regime advisors are
meant to assist in this process but that does not
always happen as well as we would like.
Q244 Lord Forsyth of Drumlean: I was just going to
ask a slightly provocative question following on from
this point about mis-selling and so on. The charge is
sometimes made that the FSA was so overtly
concerned with (consumer) issues that it took its eye
oV the ball on the big issues, so whilst explaining that
Northern Rock should have acres of explanations
attached to its products, which many people would
not read and even less understand, it missed the fact
that its business model was going to lead to a disaster.
How do you respond to that kind of accusation?
Mr Taylor: I do not think it should be an either/or. It
is quite clear that if the FSA fails in its prudential
responsibilities then the consumer suVers as they
have done in recent times. It should be possible to
create a regulatory environment where appropriate
prudential regulation takes place and appropriate
consumer protection takes place. Brieﬂy, in terms of
the reams of paper, there is a strong argument that the
information provided to consumers needs to be
streamlined and more eVective for the consumer to
understand so we, for instance, were very supportive
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of the summary box idea on credit card statements so
that the key issues, the key features, can be easily
understood by a consumer because I suspect very few
people will read all of the terms and conditions they
receive attached to a product. Obviously there is an
argument they ought to but the reality, as we all
know, is that is not what happens.
Q245 Lord Paul: How do consumers exercise
suYcient due diligence in selecting where to deposit
any money or any investment vehicle? He has no way
of monitoring due diligence, except going by faith
that the Government is watching or what they read in
the papers and those are hardly ﬁnancial papers.
What suggestion do you have for him?
Mr Taylor: I think it is enormously diYcult to suggest
that an individual consumer can carry out due
diligence. If I were to go tomorrow to open a current
account with a major high street bank, I doubt that
they would be able to answer all the questions that I
might need to ask to assure myself that they were
absolutely solvent. The point is that we invest in the
Financial Services Authority, the Government, the
boards, the rating agencies, a proxy and they carry
out that due diligence on our behalf as consumers. I
do not see that it is really going to be possible to
change that, we will never have access to the data that
is required. Indeed, if the FSA was unable to control
the operations of the banking sector to exercise that
due diligence it is hard to see how an individual
consumer could have exercised that due diligence.
Q246 Lord Paul: The credit agencies have a vested
interest because they are being paid by the ﬁnancial
institutions.
Mr Taylor: Yes, indeed.
Q247 Lord Currie of Marylebone: What do you
make of the proposition that the authorities’
response to this ﬁnancial crisis has been to essentially
help imprudent consumers and disadvantage those
who have been prudent?

Mr Taylor: This is often played out in the issue of the
balance between borrowers and savers and the
impact. In the long run I think it will be overstretched
consumers who will suVer most. The issue of credit
card prices rising and the change in more risk-based
pricing means those consumers with greater levels of
debts will ﬁnd themselves paying more. If you are a
mortgage holder with certainly less than 25% of the
equity, so you have got a high loan to value, you will
have worse deals. In reality, those aspects are not seen
in the way that this is playing out. To stimulate the
economy clearly there has been a decision to lower
the base rate and the knock-on impact of that has
been a reduction in the interest paid on savings. We
encourage consumers to shop around, there are still
deals there with a falling retail price inﬂation which
can be helpful to them and it is still possible to do
that. We would like to see better enforcement on ISA
transfers that can take time and consumers can get a
better deal there. We need to look at this in a balanced
way going forward. What seems to be happening at
the moment is the banks are using the reduction in the
base rate to increase their margins and although
interest rates or mortgages are falling there is still a
large spread between what that is and what the banks
are paying for the cost of that compared with the
situation, let us say, 12 months ago. At the end of the
day we believe that when this resolves itself there will
be a reassertion of the savings culture and we need to
move to a situation of a new equilibrium on credit
and move away from the level of indebtedness we
have got now. I think that will take a little bit of time
and what we would not want to see is an overnight
transformation from feast to famine, so to speak. We
are talking about perhaps a readjustment in the way
that the British population looks at debt and savings.
Lord GriYths of Fforestfach: I am afraid that we have
run out of time in this session, but on behalf of the
Committee I would like to thank Mr Taylor,
Professor Armour and Dr Sussman very much for
coming to us and enlightening us in the way that you
have. Thank you.

Supplementary memorandum by Dr Oren Sussman
1. This note discusses the treatment of failed banks: both the legal framework for dealing with failed banks,
and the public policy that should be implemented within that framework. The basic idea is that, in a crisis
situation, the state should be allowed, even encouraged, to take control of failed banks, and explicitly to
default on some of their liabilities. In this respect, the policy suggested in this document is closer to receivership
than to nationalization. At the same time, this note identiﬁes important diVerences between banks and
“ordinary” commercial enterprises. Some modiﬁcations of “ordinary” receivership are therefore required.
2. In contrast to ordinary business enterprises, some of the value that banks generate or destroy by their
actions is captured by agencies that do not deal directly with them. As a result, one cannot assume that the
bank and its counterparties will select terms of trade that fully capture the potential value that the banks could
generate. In this respect, banks are similar to public utilities. Indeed, this “externality” provides the main
justiﬁcation for bank regulations that are designed to decrease the likelihood of bank failure.
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3. This observation has two main practical implications.
— When a bank fails, some of the cost is born by parties other than lenders and borrowers. Hence,
“bankruptcy costs” are never fully materialized in market transactions.
— In order to moderate the costs of bank default, regulators should try to avoid putting the bank’s
assets through the market test (namely liquidation) that is the essence of an ordinary receivership.
4. It follows that regulators should use an administrative measure in order to “mimic” some of the value that
cannot be materialized in market transactions. Nevertheless, once that value is accounted for, there is no
reason why a failed bank should not be treated like any other enterprise.
5. It is important to recognize that the above externality is already implicit in capital-adequacy regulations.
It is because of that implicit cost that banks are required to hold capital over and above that which an
unregulated bank would hold. In theory, exactly the same eVect could be achieved by taxing bank failure. Such
a tax would decrease the value available to the creditors in case of default, would increase the cost of debt, and
would incentivize the bank to substitute some debt ﬁnance with equity. However, after the tax has been
imposed and banks have responded to it, a receivership-like procedure should be used to allocate the losses
amongst the bank’s creditors.
6. I do not discuss here the merits, in general, of receivership as a policy for dealing with failed non-banks
enterprises. It is fair to say that there is no universal consensus regarding this matter. Yet there seems to be a
growing awareness of its value, both in scholarship and in legal practice, even in jurisdictions, like the U.S.A,
that are not historically sympathetic to receivership. It is also noteworthy that, when it comes to banks, the
U.S. approach is closer to receivership than to the lenient Chapter 11 that is used in non-bank insolvencies.
Indeed, the FDIC is modelled as a receiver, which is intended to take over control of failed banks, stabilize
them and then auction them oV back to the market.
7. The following table lays out some diVerences between insolvency procedures for standard commercial
enterprises and banks in the light of the above analysis.
Commercial enterprise

Bank

The test of failure is simply default.

The test of failure cannot be default, due to the
systemic panic that this may cause. Instead, failure
is identiﬁed using an administrative procedure that
takes into account the hidden social cost of failure.

Following default, receiver takes control.

Exactly the same should happen in the case of a
bank. The owners and managers that failed the test
should be deemed unﬁt to govern and thus would
be removed.

Assets and liabilities are separated. Assets go
through a market test and liabilities are paid
according to absolute priority.

Putting the assets through a market test, ie
liquidating them, would have an adverse systemic
eVect. Hence, assets need to be evaluated by an
administrative procedure. Also, the externality
should be added to the bank’s balance sheet as an
additional liability. But, these two modiﬁcations
apart, insolvency should proceed as in any other
receivership. In particular, equity and some junior
liabilities should be cancelled so as bring the bank
back to viability.

No compensation for assets that are “under
water”.

For reasons of ﬁnancial stability, some junior
liabilities, such as overnight inter-bank debt, have
to be honoured. That is a matter of public policy
and does not imply that more senior liabilities need
to be honoured as well. However: since these junior
liabilities are honoured for the common good, the
cost of honouring them should fall on the taxpayer, and not on the more senior liabilities.

At least in English law, no issue of super-priority
ﬁnance arises, since the assets are anyway
separated from the liability.

In case tax-payer money is injected, and in case
some non-deposit liabilities still exist, there is a
good reason for making tax-payer debt senior to
the non-deposit liabilities.
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8. There are four reasons why a policy of cancelling liabilities should be rigorously pursued, particularly in
times of ﬁnancial crisis.
— To establish incentives for prudence in banking. If equity and junior debt are not cancelled in failure,
then risky policies will pay in good times, do as well as prudent policies in bad times, and thus
dominate prudent policies on balance.
— It is clear that market valuations have been too optimistic; the value of our assets—essentially the
discounted value of the future services that they are expected to yield—has been unrealistically high.
To recover from the crisis, valuations need to be adjusted downwards. In an economy as highly
levered as ours, slashing equity prices may not be enough: some debt needs to be written oV as well.
Recovery will be accelerated if this adjustment is achieved sooner, rather than later. At the same time,
one needs to recognize that excessive concentration of the write-downs in certain sectors, industries
or companies is undesirable. Hence, as discussed above, there is a need to support some valuations
for the sake of ﬁnancial stability. Yet an unlimited extension of the safety net cannot be regarded as
a recovery measure.
— The more liabilities that are cancelled, the lower is the burden on national debt. The national debt
needs to be carefully monitored, since it will otherwise slow down recovery for years to come.
— Throwing all the cost of the recovery on tax payers is bound to be perceived as unfair. Hence, debt
and equity write-oVs will make the government’s recovery measures more acceptable politically.

More speciﬁc questions raised by the committee
9. Q: to what extent did the absence of specialised bank insolvency laws exacerbate the recent ﬁnancial crisis?
A: a good insolvency law is a necessary condition for softening the blow of ﬁnancial crisis; it is not a suYcient
condition. By its very nature (due to absent market tests) such law leaves much room for discretion. Had the
law been there, it would have enabled action along the lines described in paragraph 8 above.
However, by itself, the law does not guarantee that the right action is taken. Indeed, the natural tendency of
governments appears to be to over-extend the safety net, as for example in Japan, rather, than to accelerate
the adjustment of banks’ ﬁnancial liabilities.
10. Q: should bank insolvency procedures be administered by the courts, or by some other institution?
A: Given the large discretionary component, a purely legal procedure cannot work. Regulators and
government must be involved. Yet, as when a receiver is appointed out of court, injured parties should be given
access to legal remedies.
11. Q: the Banking Bill allows for a “partial transfer” of failing bank assets to a new company for onward sale.
The British Bankers’ Association has expressed concern this type of transfer would undermine property rights.
A: That failed businesses lose possession of assets is an implication of property rights, not an abuse of them.
At the same time, the creditors should not be liable for the cost of systemic failure over and above the
externality discussed in paragraph 5 above; see also paragraph 14 below. If systemic failure were to cost the
government more than it can collect from the banks, these extra costs should be paid by tax-payers at large,
who also beneﬁt from the stabilization of the economy, rather than by bank creditors alone.
Over-taxing bank creditors to pay for the cost of ﬁnancial crisis would be arbitrary and unfair. In this
philosophical sense, unfair taxation may be thought of as a violation of a property right.
12. Q: Could the measures discussed in the previous questions increase the cost of capital for banks?
A: A rigorous insolvency procedure would probably increase banks’ cost of capital. In some sense, this is the
purpose of the policy: capital adequacy requirements can be viewed as taxes levied on the banking system so
as to avoid excessive expansion of risky credit, based on an artiﬁcial perception that capital has a low cost,
which ignores the systemic cost of credit.
13. Q: Could these measures also undermine London’s position as a ﬁnancial centre?
A: This is probably not the case. The crisis has demonstrated that banks are as strong as the State that stands
behind them (see Iceland and Ireland). To some extent, policy should worry about the opposite eVect: how
to prevent the situation where British tax payers subsidize ﬁnancial stability and credit guarantees for other
economies.
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14. Q: During bank insolvency procedures, how should the line be drawn between liabilities that are to be repaid,
and those that are not?
A: Conceptually, the line is drawn as in ordinary insolvency: assets are value and liabilities are paid according
to seniority. There are, however, a few adjustments that need to be made in the case of a bank:
— Assets are valued by an administrative procedure, such as discounted cash ﬂow, rather than an
auction. This is because the application of a market test (ie, of liquidation) would have an adverse
systemic eVect.
— The externality in the cost of failure should be added as an extra liability on bank balance sheets.
Like any liability to the State (ie, any tax) this one would be quite senior, and thus would aVect the
recovery rate to the more junior creditors.
— Retail depositors should be treated as senior, even though standard legal documentation to that
eVect may not exist.
15. Q: What is the status of contractual compensation payments in administration? Is there any bearing upon
recent discussions of bonus payments in government-supported banks?
A: Contractual compensations are typically of low priority, generally even lower than equity. Hence, in case
of failure they should be the ﬁrst to be written down.
16. Q: When it was returned to the Commons, the Banking Bill incorporated a provision for the Treasury to take
control of the parent company of a bank that is part of a holding company. Will this provision serve to enhance
or to diminish systemic stability?
A: Limited liability implies that a receiver should not use the assets of a company to pay its subsidiary’s debt,
unless the debt is explicitly secured on the assets of the sister company. There are perfectly legitimate business
reasons for using such cross subsidiary security arrangements (to increase borrowing capacity), and for
avoiding them (to limit the spread of failure within a group of companies). Banks are somewhat diVerent in
that their senior creditors—the depositors—have no explicit liquidation rights even on assets of their own
bank, let alone on the assets of a sister company. Regulators have little choice but to make up the rules as they
go along.
At the same time it might be desirable to allow conglomerates to contract in advance either to limit security
or to use it.
Particularly in the context of banking groups that operate across several jurisdictions and regulatory regimes,
one needs to be exceptionally cautious in applying automatically the rule that a company is liable for debt
of its sister company. Such assumption may encourage regulators to assume that banks are regulated by the
authorities where the parent or the sister company operates, which may be unrealistic.
24 February 2009
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Memorandum by Moody’s Investors Services
1. Moody’s Investors Service (“MIS”) appreciates the opportunity to provide this memorandum to the Select
Committee. Following a brief introduction to MIS, the memorandum will explain the limited but important
role of credit rating agencies. The memorandum will then comment on two particular issues relating to
questions 9 and 14 of the December call for evidence namely the way forward for complex ﬁnancial
instruments particularly in relation to structured ﬁnance securities and the use of ratings in banking regulation.

Introduction to MIS
2. MIS is the oldest bond rating agency in the world, having introduced ratings in 1909. Today, we are one of
the world’s most widely utilised sources for credit ratings, research and credit risk analysis. Our ratings and
analysis track debt covering more than 100 sovereign nations, 12,000 corporate issuers and 96,000 structured
ﬁnance obligations. We maintain oYces in most of the world’s major ﬁnancial centres and employ
approximately 3,000 people worldwide, including more than 1,000 analysts. Additional information about the
company is available at www.moodys.com.

The Role of Credit Rating Agencies
3. Rating agencies occupy an important but narrow niche in the information industry. Our role is to
disseminate opinions about the relative creditworthiness of, among other things, bonds issued by
corporations, banks and governmental entities, as well as pools of assets collected in securitised or “structured
ﬁnance” obligations. By making these opinions broadly and publicly available, rating agencies help to level
the playing ﬁeld between borrowers (debt issuers) and lenders (debt investors). Speciﬁcally, rating agencies
serve the market by reducing information asymmetry between borrowers and lenders. We sift through the vast
amount of available information, analyse the relative credit risks associated with debt securities and/or debt
issuers and provide our analysis to the investing public for free.
4. MIS ratings provide predictive opinions on one characteristic of an entity—its likelihood to repay debt in
a timely manner. Our ratings of corporate issuers (including ﬁnancial institutions) are based primarily on
analysis of ﬁnancial statements, as well as assessments of management strategies, industry positions and other
relevant information. Our ratings of structured ﬁnance bonds1 are based primarily on analysis of the
transaction’s legal structure, the cash ﬂows associated with the assets on which the deal is based and other risks
that may aVect the bonds’ cash ﬂows. Our analysis necessarily depends on the quality, completeness and
veracity of information available to us, whether such information is disclosed publicly or provided
conﬁdentially to MIS’s analysts.
5. The heart of our service is expressing opinions on the relative credit risk of long-term, ﬁxed-income debt
instruments, expressed on a 21-category rating scale, ranging from Aaa to C.2 In the most basic sense, all
bonds perform in a binary manner: they either pay on time, or they default. If the future could be known, we
would need only two ratings for bonds: “Default” or “Won’t Default”. Because the future cannot be known,
credit analysis necessarily resides in the realm of opinion. Therefore, rather than being simple “default/won’t
default” statements, our ratings are opinions about the risk of outcomes in the future with degrees of
uncertainty.
1
2

In using the term “bonds”, the memorandum is referring to bonds and other types of debt instruments that are rated by MIS.
MIS also assigns short-term ratings—primarily to issuers of commercial paper—on a diVerent rating scale that ranks obligations
Prime-1, Prime-2, Prime-3 or Not Prime.
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6. Moreover, our opinions are about the relative credit risk of one MIS-rated bond versus other MIS-rated
bonds. In other words, MIS’s ratings provide a perspective on the relative rank ordering of credit risk, with
the likelihood of loss increasing with each downward step on the rating scale. The lowest expected loss is at
the Aaa level, with higher expected losses at the Aa level, yet higher expected losses at the single-A level, and
so on.
7. The predictive value of MIS’s ratings is demonstrated in our annual default studies and periodic ratings
performance reports, which we post on our website, www.moodys.com. These default studies show that both
our corporate and our structured ﬁnance ratings have been reliable predictors of default over many years and
across many economic cycles.

Is better testing and regulation needed of new ﬁnancial products, especially complex securities? (question 9)
8. MIS agrees that there should be better testing and regulation of complex products. For our part, MIS has
taken a number of signiﬁcant steps to reinforce its procedures when deciding whether or not a rating on a new
ﬁnancial product is possible.
9. In particular, MIS has taken additional steps to segregate its Credit Policy function, while signiﬁcantly
expanding its resources and responsibilities. The fundamental objective behind reinforcing the independence
of the Credit Policy function is to ensure that decisions taken on methodological or performance related issues
are independent of any non-credit business objective.
10. In addition, this unit has been given additional responsibilities to conduct feasibility reviews for new
products. The review process is undertaken by one or more senior managers in the Credit Policy function with
appropriate experience to review the feasibility of providing a credit rating for any new type of structure that
is materially diVerent from structures that we have previously rated.
11. MIS is also taking signiﬁcant steps to enhance our model veriﬁcation and validation processes. Conducted
by the Credit Policy function, the process reviews the key assumptions and overall conceptual framework of
our structured ﬁnance models.
12. However, we believe that one of the areas that needs more concentrated and concerted attention is the
availability and quality of underlying information for structured securities.
13. Similar to the analysis of other types of securities, analysing structured securities is a data intensive
process. The information needed to evaluate and monitor structured transactions is granular, often relating
to the individual assets3 in the structured pool and the legal features of the structure. Importantly, detailed
and high quality data are essential inputs to the analytical methodologies, qualitative judgments and
quantitative models that project cash ﬂows from the assets and allocate those projected ﬂows to the various
tranches in the structured ﬁnancing. Irrespective of the rigour of the methodological approach or the model
used in the analysis, if the underlying data used is of inadequate quality or stale, the resulting analysis could
in turn be similarly susceptible.
14. Prospectus and ongoing disclosure rules do not require the dissemination of suYcient information about
the structure or underlying assets of a securitisation to aVord ongoing reliable analysis based on publicly
available sources. Consequently, unlike the corporate market, where investors and rating agencies can each
develop informed opinions based on publicly available information, in the structured ﬁnance market rating
agencies and investors currently have the same dilemma: both lack suYcient public information about
structured securities to form opinions. As a result, issuers choose to whom they provide information, which
exacerbates issuers’ ability to opinion shop.
15. In our view, the disclosure regime for structured instruments must be updated and enhanced. SuYcient
information about transaction structures and underlying asset pools should be provided by issuers and
originators to the investing public so that they can make better-informed investment decisions.
16. There are three reasons why public disclosure would be helpful:
a. ﬁrst, giving investors access to more detailed information allows them to conduct their own analysis
and develop their own independent views about securitised products. That, in turn, raises their ability
to assess the work of the rating agencies and to provide a market-based quality control check.
3

The assets are the source of payment to the securities issued by the SPV and it is therefore necessary to have credible and reliable
information about the assets’ characteristics. For example, in analysing a mortgage-backed security, the following types of information
may be useful for each loan in the structured pool: amount of the mortgage; location of the property; ratio of the loan amount to value
of the property; ratio of the loan payment to the income of the borrower; and whether the property was the borrower’s home or whether
it was an investment. Examples of the type of information required on an ongoing basis to monitor a mortgage-backed security include
performance measures such as loan delinquencies, foreclosures and losses.
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b. Second, requiring enhanced information in prospectus disclosures intended for investors, and making
such disclosure subject to securities laws, likely will improve the information quality about structures
and assets.
c. And, third, by making suYcient information available to investors, then it is necessarily also available
to all rating agencies, regardless of whether they are selected to rate a transaction or not. As a result,
all rating agencies are able to oVer their views, which could broaden the range of information and
dialogue available in the market.

Should banking regulations address the role of credit ratings? (question 14)
17. We believe that there are two broad categories of ratings use, with the users potentially having diVerent
objectives. The ﬁrst is market use, where market participants can use ratings produced by any rating agency
as they deem appropriate. Examples of market use include: issuers who use ratings because many investors
demand that they do so to access the capital markets; institutional investors who use ratings in their portfolio
composition and governance guidelines; and counterparties to ﬁnancial contracts who use ratings as triggers
to monitor borrower behaviour.
18. The second category of ratings use is regulatory use, which is an outsourcing to rating agencies of certain
functions traditionally performed by regulators. The bank regulators’ External Credit Assessment Institution
(ECAI) designation is an example of this form of usage. Regulatory authorities have used ratings to set safety
and soundness standards for numerous industries, including banking, insurance and securities, in order to
limit risks and promote eYciency in the ﬁnancial markets. MIS has consistently discouraged such use.
19. There is an impression among some market commentators that regulatory use of ratings caused the
development and/or success of the rating agency industry. This impression, however, misconstrues the history
of the use of ratings in regulation. Regulatory use occurred because rating agencies already were providing a
well-known and valuable product to market participants.
20. The appropriation of credit ratings for prudential and other standards is understandable from a public
policy standpoint. Credit ratings (as provided by the major internation agencies) have several attributes which
make them useful to various market participants: rating symbols are easy-to-use, easily accessible opinions
that are independent and relatively stable. In addition, ratings have demonstrated predictive ability to
distinguish relative creditworthiness among securities and issuers. Finally, ratings provided by the major rating
agencies are published for the equal and non-discriminatory use of all market participants, not just a select
group of subscribers.
21. As discussed in more detail below, however, by using credit ratings as a regulatory tool, policymakers can
induce market participants, rating agencies and regulators to change their behaviour.

Impact on Regulated Entities’ Behaviour
22. Regulatory use of ratings encourages regulated entities to treat ratings from recognised rating agencies as
interchangeable for regulatory purposes. Ratings, therefore, tend to become commoditised, which can aVect
the traditional incentives for these regulated entities to diVerentiate, or “shop”, among rating agencies based
on the ratings’ credibility. In other words, the incentive for entities to conduct their own credit analysis and
use ratings as just one of several inputs in their decision-making process is weakened if the regulatory
framework permits them to use an oYcially recognised rating without ongoing consideration of whether the
rating conveys the information they need and is of suYcient quality.

Impact on Issuers’ Behaviour
23. The regulatory use of ratings introduces a new attribute into the rating agency industry that market
participants ﬁnd valuable: oYcial recognition. In other words, everything else being equal, if an issuer can
choose between an oYcially recognised rating agency and a non-recognised rating agency, it may choose a
recognised rating agency because of the extra advantage it derives from getting a rating that can be used for
regulatory purposes. This does not mean that, in practice, issuers always choose among rating agencies simply
because of the “recognised” status. There may be a range of other considerations, including the perceived
credibility of a particular agency’s ratings in the market, which will inﬂuence the choice of rating agency.
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Impact on Rating Agency Behaviour
24 Since use of ratings in regulation encourages an environment where the ratings from all oYcially recognised
rating agencies tend to be perceived as interchangeable, the incentives for these agencies to compete on the
basis of ratings quality and performance are diluted. This is because regulatory use of ratings introduces a
second attribute along which rating agencies may compete to attract business (either under the issuer-pays
model or the subscription-based model). Moreover, because credibility with investors is supported by oYcial
recognition of certain rating agencies, oYcially recognised agencies are in a position to compete for business
from issuers (and/or subscribers) on the basis of attributes other than credibility, eg, by oVering higher (or
lower) ratings than their competitors, slowing (or increasing) the pace of rating actions, and/or demanding less
information in the rating process.
Impact on Regulators’ Behaviour
25 The use of ratings-based criteria in regulation may inadvertently lead to substantive regulation of
recognised rating agencies’ opinions, methodologies or rating processes4. Because of the use of ratings in
regulation is in essence an outsourcing of portions of regulatory oversight to a private sector participant,
regulators may adopt requirements that put pressure on rating agencies to homogenise their methodologies
and/or performance metrics to meet the regulator’s objectives, rather than broader market-based objectives.
For example, bank regulators may seek to slow the pace of rating movements in times of stress, while the
market may want more timely views. This is contradictory to the purpose of credit ratings, which is not to
provide a common view of future credit risk, or to meet the demands of any one entity in the market. The role
of ratings and rating agencies is to provide independent, objective and possibly divergent opinions about
future credit risk.
26. In addition, regulators may come to place undue reliance upon credit ratings. Ratings will not necessarily
speak to the risks of concern to regulators (eg liquidity risk of banks). Nor should ratings be seen as a substitute
for mandatory public disclosure of information. Such moves in the information space can be seen in structured
ﬁnance markets and can unintentionally miscast rating agencies as creators and enforcers of disclosure
requirements thereby increasing, rather than reducing, market participants’ over-reliance on credit ratings and
rating agencies.
Regulatory Use of Ratings and Market Forces
27. Of course, introducing a new use for ratings does not necessarily exclude other existing uses. Ratings
continue to be sought for other reasons. For example, ratings-based criteria may be incorporated into
investment and portfolio guidelines5. Accordingly, the incentives for issuers to seek ratings that are credible
with investors and for rating agencies to meet high performance standards have continued to operate and exert
market discipline on the industry. If, however, these dynamics change, the incentive eVects generated by the
regulatory use of ratings may have a greater impact on the behaviour of investors, issuers and rating agencies.
28. MIS has historically supported the wholesale abandonment of the use of ratings in prudential and
securities regulation. However, it is possible that implementing a reduction in the regulatory use of ratings now
may inadvertently lead to negative consequences in an already fragile market. Therefore, we recognise that
any policy decision to reduce the use of ratings in regulation must analyse carefully the potential, direct and
indirect consequences of removing particular references to ratings. Ultimately, however, ratings are simply one
tool that is available to market participants and regulators. We do not believe, and never have recommended,
that they should be used as anything but an opinion about credit risk.
27 February 2009

4
5

See, eg, the European Commission’s Consultation Document: Proposal for a Regulatory Framework for CRAs (12 August 2008).
We understand that ratings-based criteria in privately established investment guidelines typically are intended to serve as just one of
several essential criteria that portfolio managers are expected to consider in making investment decisions on their clients’ behalf.
Moreover, we understand that these guidelines typically refer to rating agencies by name, which suggests that the individuals
responsible for setting the guidelines considered qualitative and other substantive diVerences in various ratings when determining
which agency’s ratings were appropriate for use in the guidelines. Because this type of use of ratings-based criteria involves the
thoughtful consideration of whether a particular agency’s ratings are suited for the purpose intended in the guidelines and involves a
consideration of qualitative factors, we are less concerned that the private sector’s use of ratings in investment and portfolio guidelines
will distort market participants’ or rating agency behaviour.
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Examination of Witnesses
Witnesses: Mr Robert Reoch, Director, New College Capital Ltd; Mr Paul Taylor, Fitch; Mr Frédéric
Drevon, Moody’s Investors Service; and Mr Ian Bell, Standard & Poor’s, examined.
Q248 Chairman: Good afternoon, gentlemen.
Welcome to the Economic AVairs Committee. Thank
you for ﬁnding the time to be with us this afternoon
to give evidence on our inquiry into banking
supervision and regulation, and thanks speciﬁcally to
Moody’s for the written submission that you
provided for us. That was very useful. This is the ﬁfth
evidence session of this inquiry and Members have
already declared their relevant interests in previous
hearings. If you could speak reasonably slowly and
clearly, that would be very helpful for the beneﬁt of
both of the stenographer and Members. Perhaps you
could introduce yourselves when ﬁrst you speak,
especially for the beneﬁt of the web broadcast. Feel
free to answer each question but do not feel the
necessity to do more than nod if you agree with one
of your colleagues who has already expressed the
opinion, because we have quite a few questions to ask
and if we could keep the pace up, that would be
helpful. Do any of you want to make any
introductory remarks? If not, then we will move
straight to the questions and I will start oV.
Historically, investors have relied substantially on the
assessments of the rating agencies to help them make
investment decisions. Do you think your ratings of
structured ﬁnance products in particular have led to
a loss of investors’ trust in the agencies’ assessments
and what would be the implications of such a loss
of trust?
Mr Drevon: Frédéric Drevon. I am the Head of
Moody’s for Europe. Yes, there has been a loss of
trust from investors. It is concerning because it aVects
the good performance of the structured ﬁnance
markets. The structured ﬁnance markets are
important for the ﬁnancing of the economy in the
wider sense. It aVects the availability of mortgage
loans, consumer loans, loans to small and mediumsize companies, so we believe it is important that we
take steps in order to bring back conﬁdence to
investors but also certain steps may be taken by third
parties. In terms of the steps Moody’s is taking, we
are looking at reinforcing how we analyse credit risk.
So we have a credit policy function we have put in
place. We have looked again at how we should
analyse the more macro-economic trends which may
impact the credit quality of structured ﬁnance but a
number of other things may be done by third parties,
including the quality of data which is made available
to investors.
Q249 Chairman: So the impact of the loss of trust is
that investors are less conﬁdent about investing?
Mr Drevon: Yes. It aVects certainly the spread levels
in the market but certainly that certain segments of
the markets have closed down for many, many

months and it is quite diYcult to see when these
markets will reopen for normal activity.1
Q250 Chairman: I see three other nods of assent.
Mr Taylor: Paul Taylor, Fitch. I look after our global
structured ﬁnance ratings. I certainly agree with what
was just said in terms of loss of trust, loss of
conﬁdence. I think a couple of points are important
to point out. One is that I am very happy you have
focused on structured ﬁnance ratings. We have many
other aspects of what we do which are working ﬁne,
albeit under some stress at the moment. I think also
there is much more going on than just ratings having
not performed as they should have done in certain
markets. It becomes very diYcult to start
disentangling some of the eVects where ratings have
not performed versus some of the other factors going
on in the markets at the moment.
Q251 Chairman: We are not here to apportion
blame. Do not worry about that.
Mr Reoch: I would like to raise two points as a
practitioner. So many of the investing community
have mandates that limit them to what they can
invest in, and those mandates are normally linked to
ratings, so they will have a bucket allocated to tripleA securities, to double-A and so on. If they cannot ﬁll
those buckets, then they cannot fulﬁl their mandate.
The second point is that right now the banking sector
is ill-equipped to take on board the numerous assets
that are currently held outside of the banking sector,
so if those non-banking institutions are not investing
and the banks currently are impotent to take on the
assets they were investing in, a whole section of the
ﬁnancial markets has eVectively ground to a halt,
which ultimately will hurt people wanting to buy a
house, use their credit card or buy a car.
Q252 Lord Forsyth of Drumlean: May I just pick up
on that point? I am wondering, if someone working
for one of the credit agencies at a reasonably senior
level had formed the view that the products which
were being rated were inherently unsafe, in other
words, if they had had the foresight which one or two
people had in the market, I am wondering whether
they would actually be able to change the behaviour
of the credit rating agencies given that so much
revenue was associated with rating these products
and for an individual or a group of individuals within
one organisation to stand up and say, “Hang on a
second, I think something may be going very badly
wrong here,” how would that process actually work?
It seems to me that, in a situation where everyone was
1

Mr Drevon refers in his reply to the aVects of a general loss of
conﬁdence in the markets.
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making lots of money and believing that values
would continue to rise, and believing in the products,
to actually call a halt and say “There is something
wrong here” would be very diYcult. Is that wrong or
am I just being cynical?
Mr Bell: I think it is important to understand how
ratings are created and how ratings are ascribed,
particularly in structured ﬁnance, which is that all
ratings are ascribed by committees of analysts.
Ratings are not mandated by the business
management of the company. Criteria are also
created by analytical teams rather than by people
who are involved in the actual generation of cash. I
should have introduced myself. I am Ian Bell. I run
structured ﬁnance in Europe for S&P. As the business
leader for that group, I have absolutely no rights
whatsoever to either dictate criteria or to overrule or
dictate or mandate any rating in structured ﬁnance.
Similarly, just to pick up on one of the points that has
been made about assumptions that values would
always go up, in structured ﬁnance at high rating
levels we have never—and I think it is the same for
the other agencies—assumed that values would go
up. We have always assumed that actually values
would decline in our rating scenarios. Admittedly, we
did not assume they would decline quite as much as
they did.

their guns and, as I recall, lost out on being a
favoured rating agency in that sector, so in the
commercial mortgage-backed sector, certainly in its
early years, only two of the three rating agencies
dominated. The third stuck to more conservative
ratings. Because their ratings were lower, they were
not selected to rate so many and obviously there were
revenue implications to that. So I think the industry
has shown it has the capacity to make a decision
which is in apparent disagreement to its two main
competitors and stick to it. The second point I would
like to make is that during the boom we have all
witnessed, from the practitioner’s point of view, there
is an element of speed necessary in investing process
because, in days long forgotten, there was surplus
cash with performance targets to be met, and I think
the rating was a necessary tool. The practitioners
would see the ratings, see the return was adequate
and would invest. It was not really for the agencies at
that point to question them. They were doing their
job and I think the investing community was in a big
rush to invest all their funds, which they had plenty
of, and meet return criteria which they had to meet on
an annual basis. So there may have been a pushing
noise from the banks but there was also a very strong
pulling from the investors to get money invested and
move on to the next transaction.

Q253 Lord Forsyth of Drumlean: Yes, I understand
the point about the arm’s length but the fact is that
these committees of analysts got it very badly wrong
and my question was, if someone in, say, Standard &
Poor’s or some other rating agency took the view that
we were in the middle of a bubble and things were
getting dangerously out of control and the
methodology was wrong, how would they actually
call a halt, given that so much revenue and so much
of the income of the rating agencies depended upon
them, and given the structure that you have just
described?
Mr Bell: We have a criteria function, so somebody
who would have been concerned would have raised
this issue with our criteria structure, which is not part
of or embedded in the business structure and is not
run by business people. They would have raised it all
the way to the Chief Criteria OYcer, who has the
power to change the criteria and say, “We won’t be
able to rate any more on this criterion because we
think it is over-optimistic.” That is how it would have
happened. That is a function that is not susceptible to
override by the business people or by the business
management.
Mr Reoch: If I could raise two points, I cannot put a
speciﬁc date on this but when the securitisation of
commercial mortgages ﬁrst started some years ago,
as I recall, either Moody’s or Standard & Poor’s
came out with a methodology that was noticeably
more conservative than the other two, and stuck to

Q254 Lord MacGregor of Pulham Market: I just
think this is a very crucial area, so I would like to
probe you further, and only on the role of the rating
agencies, not the investors and the banks. In your
very helpful and interesting paper from Moody’s you
said these default studies that you were doing “show
that both our corporate and our structured ﬁnance
ratings have been reliable predictors of default over
many years and across many economic cycles.” I am
sure you may have seen the commentary piece in the
FT yesterday and I just quote one paragraph: “The
record is gruesome. By one industry estimate, 60% of
structured issues were rated triple A against 1% of
corporates. Many of these are now bust . . . ” and so
it goes on. Why did you get it so wrong?
Mr Drevon: Historically, again, if you look at the
performance of structured ﬁnance, in fact, it
outperformed corporate ratings or bank ratings for
many, many years. In fact, what we were hearing back
from the marketplace was “Your ratings are in fact
too conservative.” That was a recurring theme on the
structured ﬁnance side. The origin certainly of
numerous downgrades that we have seen in
structured ﬁnance really came down to the subprime-related areas that we have seen in the US
market. The sub-prime problems aVected a huge
number of transactions directly or via credit
derivatives transactions, and with respect to the subprime area, we certainly alerted the market and
modiﬁed our methodologies going back to 2003 but
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we were not in a position to really completely
anticipate the magnitude of the problems. So there is
an element of seeing the problems coming, adjusting
our views about it but the magnitude was beyond
what we had expected.
Mr Bell: I think also the reality is that the majority of
structured ﬁnance products are not bust. The actual
number of defaults in highly rated structured ﬁnance
products is in tiny proportions in the entire universe
and very high proportions in the US sub-prime,
where everybody acknowledges something went
awry. But the statement that the majority of
structured ﬁnance products are bust is not true. The
percentage over the last 30 years is that something
like 1% of triple-As have ever defaulted, and even
that is a high estimate. As to the comment about 60%
versus 1%, I think that misunderstands the dynamics
of both the corporate market and the structured
ﬁnance market. The reason was not that we were 60
times less conservative with structured ﬁnance than
we were with corporates. There was a time when most
corporates that accessed the bond market were tripleA. Corporates chose no longer to be triple-A because
they felt there were better returns for shareholders
lower down the rating scale. That is a corporate
decision. I do not question it. So the reason why so
few corporates are triple-A is not because we were
more conservative but because corporate themselves
have chosen to play in a single-A or double-A space;
they feel that provides the best return on their capital.
The reason 60% of structured ﬁnance products are
triple-A is because they are structured products. So
you can structure the product to reach whatever level
of rating you wish it to reach. You provide more and
more protection in order for it to reach the level of
triple-A. Because they were structured, they were
structured as triple-As. It is a choice of the issuers
that they wanted to structure triple-As. They could
have structured triple-As, they could have structured
single-As, double-As or double-Bs. So it is not a
conservative level.
Q255 Lord MacGregor of Pulham Market: I must
say, these sound to me more like excuses than
explanations. Can I ask you one further question
then? In a number of your paragraphs in Moody’s
paper you refer to the underlying data being of
inadequate quality or stale, so that the resulting
analysis could in turn be susceptible. You make a
number of points about the lack of suYcient
information, and I thought in footnote 3, where you
are talking about the sub-prime, you asked a lot of
questions about the actual loans, detail about the
loans, and I wonder: did you actually get the
information that you are suggesting would have been
required in that? In other words, it does seem that it
was not transparent, there was a lot of inadequate

data, and you made false ratings on the basis of the
fact that you could not get the real information.
Mr Drevon: I think there are a number of diVerent
topics in this. First, the availability of information.
There may be a diVerence between what is being
made available to a rating agency as opposed to what
is being made available to investors. That is certainly
a ﬁrst issue in terms of the disclosure standards in the
market and the transparency of the market. We
typically would obtain additional information than
the market was obtaining as a whole. With respect to
sub-prime, we did in fact obtain very detailed
information. For each loan we would typically obtain
50 diVerent ﬁelds, pieces of information. That is quite
signiﬁcant. The track record in fact went back in time
for a number of years. The problem with data—and
it is not just sub-prime related data—is that it is not
necessarily the quantity of the data or the depth or
the duration of that data that matters. It is more the
quality and how relevant that data is to your analysis.
If there is signiﬁcant fraud, our analysis is not going
to be reliable and not going to be based on useful data
for us to perform our ratings activity. Similarly, if
data is not disclosed according to the high standards,
as we see more on the corporate side, it does create an
additional element of uncertainty. We incorporate
that into our analysis and we address these issues for
our ratings methodologies but there is certainly, I
think, scope for improvement in terms of the data
standards not only being made available for Moody’s
but for the market as a whole.
Q256 Lord Eatwell: Mr Drevon, when you ﬁnished
your ﬁrst opening statement, you started talking
about the future and you said “we are reassessing our
procedures”. Now of course, up until now you have
essentially rated credit risk. You have not rated
liquidity risk, macro risk, any of those dimension
risks. It has been uni-dimensional. You are now
talking about a multi-dimensional aspect of rating. I
do not see how that would work. You have ﬁve or six
or 10 diVerent lines. If it is triple-A here, it is minus
72 here, it is plus ﬁve here, I do not see how that is
going to work. Moreover, you are going to have to
take account of the correlations and the impact on
correlations of diVerent forms of risk. That is where
Mr Bell’s story falls apart because he told us, “Oh,
yes, we can actually structure all the protection you
like but that depends on you knowing what the
correlations are and the correlations not changing
under pressure of, for example, liquidity issues. If
they do, your rating falls apart and all your
protection falls apart. So it is a question really to both
of you in the sense that I do not understand how you
are going to have multi-dimensional rating. Your nice
uni-dimensional rating was great. You were just
rating credit risk, and everybody thought that meant
liquidity risk, macro risk, and so on and so forth but
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it only meant credit risk. Once you put in everything
else, your credit risk numbers become questionable,
do they not?
Mr Drevon: Our ratings address credit risk. There is
no doubt about that. We have no intention of
changing that. It is a one-dimensional system. It is a
fairly simple approach going from triple A to C. It is
not a pass or fail system. It is about probabilities of
default. We intend to maintain that system but we can
incorporate in the quality of our ratings further
dimensions which inﬂuence credit quality, and
macro-related risk will inﬂuence ﬁnancial risk across
many diVerent types of categories. That is something
we can incorporate within our existing rating scale.
There are additional elements which may be of
interest to investors. Those could relate to how
volatile a rating potentially could be. That is an
interesting element. We in fact intend to publish a
separate, additional measure which will address
speciﬁcally that point in addition to our ratings.
Investors may be interested in understanding the
potential for liquidity of an instrument. That is
something we do not have expertise in. We do not
believe it is possible. It is almost a digital answer. Yes,
there is liquidity or there is none any more. So we will
stay away from that but to the extent that there are
measures which are of interest to investors and relate
to our core expertise around credit, we intend to
provide that information to the marketplace.
Q257 Lord MacGregor of Pulham Market: We have
had a number of criticisms about the fact that issuers
pay for their own ratings and there were some queries
raised about the conﬂict of interest. Are you satisﬁed
that the current system under which issuers do pay
for their own ratings is sustainable?
Mr Bell: There is undoubtedly a potential conﬂict of
interest with an issuer-pays rating. We have been
aware of that, the market has been aware of that, and
what we have done, in our view, is we have managed
that conﬂict. In terms of the sustainability of the
model, the big issues, we personally as an agency have
no attachment to that model. We do not believe it is
the only model which we can operate and we do not
believe it is the only way in which a rating can be
created. However, if you look at the alternative
models, they run into diYculties that usually are
worse than managing the conﬂict with the issuer-pays
model. The classic example is the investor-pays
model. First of all, that has a conﬂict too because
investors also have interests and their interests may
be almost invariably mirror images of the interests of
the issuer but that creates a conﬂict of interest with
the investors and what they want. Also, the investorpays model suVers from a free rider problem, which
is that if the investors pay, why would they pay for
something that is public? The way in which the
investor model works is by simply giving to the

investors who pay knowledge of the rating and its
underlying analysis, and that takes a huge amount of
transparency out of the market. It creates eVectively
an insider dealing when some players know what the
rating is and others do not, unless they pay for it. As
you look at the various models, you very quickly
come across diYculties that are diYcult to overcome
and are usually worse than managing the issuer-pays
model. We are not particularly attached to the issuerpays model. If somebody can come up with a better
model, we will happily endorse it.
Q258 Lord MacGregor of Pulham Market: Do you
not think it would be in your interests to come up
with a better model? At the moment the only
safeguard for you is reputational risk, and reputation
is not good at the moment. Is it not in your interests
to ﬁnd an alternative?
Mr Bell: It is absolutely in our interests, and we have
been trying but we are not coming up with anything
and so far nobody else seems to have come up with
anything either.
Mr Taylor: The challenge we have is if you focus too
much on the process of ratings, so the meltdown, the
failures in the ratings themselves, it has not really
been the process, I do not think. It is the analytics. We
missed on some of the assumptions we should have
been applying. To put things into context, if you take
sub-prime, which we were just talking about, the
average triple-A credit enhancement for a US subprime deal is about 25–30%. We wanted credit
enhancement of something below those senior notes
of 25–30%. If you compare that to, say, a prime
mortgage transaction, so the best borrowers, the
average numbers were something like three or four
per cent. Obviously, the problems were in the deals
with 25–30% cover. The reality in those deals is they
are starting to show performance of something like a
40–50% default level, which is unprecedented. So we
had assumed that they were bad, they were bad loans,
we expected to see much more defaults and losses, but
our assumptions were not high enough. You can
apply that in most areas where the ratings have fallen
down. So it is the analytics themselves that we have
had to focus on and improve, I think, more so than
this idea of issuer-pays conﬂicts with our process,
which is an easy one to talk about because it is
obvious there is a conﬂict, and we do not deny that at
all. It is about how you manage that conﬂict. To
answer an earlier question directly, one of the most
important things we have done, I think, within
structured ﬁnance at Fitch is to put more people into
the process so that we can stop the process. We can
look at the trends, look at the macro analysis and say,
“Something is not quite right here. There are too
many deals getting done, house prices are inﬂating”,
a control function that is away from the people in the
line doing the transactions as they come in and
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dealing with the external parties. That is the
analytical process, not the governance process.
Q259 Lord Best: My question is about
securitisations. To what extent has the market for
structured ﬁnance products been inspired by
attempts to avoid capital regulation rather than by
risk-sharing? If risk-sharing is the motive, is it ever
actually achieved by securitisation? Has that worked?
Mr Bell: I think some people would argue it has
worked too well, by spreading the risk across the
globe. I think to some extent it is a false dichotomy.
The fundamental premise of structured ﬁnance is that
it allows two things to happen. It allows investors, be
they pension funds, insurance companies, large
money market funds, around the world to invest
directly and to lend directly to people they could not
possibly have lent to directly before, be they
mortgage borrowers in the UK, credit card users in
Germany, small and medium-sized companies in
Europe. If you are a Japanese pension fund,
structured ﬁnance allows you to lend directly to these
people even though you have no presence in the
country. The other side of that equation is that it
allows ﬁnancial institutions that do have branch
networks, who have relationships, who have name
presence, to make use of the distribution channels
and generate these loans without having to put
capital against them, to the extent that the loans are
really made by the Japanese pension fund, so that it
is not one or the other. It is risk-sharing because it
allows investors around the world to lend, which has
historically—and there is academic research tied to
this statement—led to much lower borrowing costs
for consumers, for medium-size companies, for small
companies, and it allows the banks to make use of
their distribution network without making use of
their capital because they have genuinely shifted the
risk. I think, in that sense, securitisation did work. As
I said, some people would argue it worked too well,
hence the fact that German Landesbanks are taking
losses because borrowers are not paying in Nevada
on their sub-prime mortgage. They did share the risk.
Mr Reoch: I think the important phrase here is risksharing, because in the early days of securitisation the
originators were banks—sometimes corporates but
mainly banks—who wanted to manage their balance
sheets either because they had a capital problem and
they genuinely wanted to reduce their risk to liberate
capital, or they had a leverage problem; the balance
sheet was too big, too much debt, and it was cheaper
to sell assets than to raise new capital. Crucially, in
that early stage of securitisation, the assets that were
put into a non-bank vehicle and sold to investors, the
risk was shared because the banks maintained some
or all of the ﬁrst loss piece of the vehicle that was sold,
so they still had the correct alignment of interest, they
still would monitor the borrowers as they would have

done if the loans or other assets remained on balance
sheet. The tipping point was when the market grew at
a faster rate than banks wanted to manage their
balance sheets, and indeed, the investment banks,
who did not have balance sheets to manage, wanted
to get a piece of the securitisation action. The socalled arbitrage securitisation market started where
any bank would set up a vehicle, source the assets
from anywhere, not necessarily their own balance
sheet, with the sole motivation of making money.
There was no desire to manage risk on balance sheet,
manage capital, managed leverage. It was merely a
process of buying assets cheaply, putting them in a
vehicle and selling them eVectively at a higher price
than they bought them. Crucially, the older balance
sheet securitisation or balance sheet CDO, as they
used to be called, was not necessarily a lucrative
transaction in its own right because it beneﬁted the
bank in so many ways, ultimately reducing the bank’s
cost of capital, reducing its leverage, perhaps
increasing its credit rating. There were a myriad of
reasons. So the tipping point, which was possibly
around the year 2000 or 2001, was when the demand
for securitised product exceeded the supply and we
had the birth of the so-called arbitrage business,
where the motivation was not risk-sharing.
Q260 Lord Currie of Marylebone: Can I move on to
the role of ratings in regulation? Arguably, ratings
play at least two roles. One is certiﬁcation of quality
and the other is indicating compliance with
regulation. You could argue those two roles are
possibly in conﬂict. In view of the answer to Lord
Eatwell’s question, that actually you are measuring
only one speciﬁc component of risk whereas there are
multiple risks that regulation should be dealing with,
do you think the hard-wiring of ratings into ﬁnancial
regulation was a mistake that contributed to some of
our diYculties now?
Mr Reoch: Actually, no, I do not. The hard-wiring
came in with Basel II and Basel II has not yet been
implemented by the US banks and was only
implemented by European and Asian banks over the
last couple of years. Prior to that, the ratings
environment did not play a part in the calculation of
regulatory capital. It might have done in the use of
internal capital models but the pure regulatory
capital which was visible was not a function of credit
ratings. I think it might have done, and indeed, there
is evidence that some use of securitisation very late on
in the process was motivated by capital but I think the
damage was done long before Basel II came in. I
think you have raised a very important separate
issue, which is that by hard-coding ratings into the
process, you have created a very pro-cyclical capital
structure, where during the good times the rating
agencies will upgrade companies, resulting in banks
holding less capital, and of course, right now just the
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reverse is happening, so the banks are having to set
aside more capital to meet their capital requirements
just at a time when, of course, capital is starved, so
you have a very pro-cyclical arrangement, which is,
of course, discussed elsewhere and is an area of much
academic debate but I do not think that that hardcoding contributed signiﬁcantly to the crisis we are
discussing right now.
Q261 Lord Currie of Marylebone: But you would say
that it would be undesirable for the future of ﬁnancial
regulation to have that hard-wiring?
Mr Reoch: There is clearly a desire to link capital to
risk and, for less sophisticated banks, a credit rating
is a very easy measure of the individual risks. So there
is some merit in linking capital to risk.
Q262 Lord Currie of Marylebone: It is easy but, in
the light of what was said in response to Lord
Eatwell, it is only one aspect of risk. Financial
regulation has to be concerned with much broader
risk.
Mr Reoch: I agree, so rather than saying I think that
credit ratings should not be hard-coded, perhaps we
should be saying there should be additional
measures, for example, allocating capital on the basis
of a mismatch between funding, where long-term
assets are funded with short-term liabilities, perhaps
on some measure of available liquidity, dependent on
money market funds versus longer-term borrowing. I
would suggest that additional measures are needed
rather than tackling the rating issue.
Q263 Chairman: Just before we go on, in Moody’s
written submission you showed a little uncertainty
about the use of ratings for regulatory purposes. Is
that correct?
Mr Drevon: We have consistently argued against
reliance on ratings in the regulatory framework, and
we have done that for many, many years. Our
concern has always been that it had the potential to
modify the behaviour of a number of diVerent market
participants. Their focus was not necessarily on
understanding the rating, understanding the
methodology, but looking at the rating which is the
most favourable for the regulatory requirement at
that point in time. It creates a potential for changes in
behaviour from the regulatory point of view. They
may be interested in greater control over the opinion.
They may desire forbearance in ratings. It does not
create incentives for rating agencies to provide better
quality ratings because there is a commoditisation of
the rating product. So we have consistently argued
against that reliance. We have, however, indicated in
the note that we provided that, should there be a
change in the regulatory framework, it has to be done
in a managed and controlled way as we are in a very
diYcult environment and it would not be desirable to

add further volatility or uncertainty to the ﬁnancial
markets.
Q264 Lord Forsyth of Drumlean: I wonder if I could
just explore with you, and perhaps you could explain
in layman’s terms, the role that your models played in
all of this. At the risk of boring colleagues, if I can
give you an analogy, I bought a new car and it had a
satellite navigation system in it which had had rave
reviews. We set oV in it, and my wife said, “It’s going
the wrong way” and I believed in it. It was only after
we passed the village for the second time that I
realised there was a problem and when we looked into
it, we found it was set as if we were in Holland and not
in the UK. I wonder to what extent your models were
actually set for a diVerent planet to the one that we
were on. To put it perhaps more precisely, we have
had some evidence, for example, from Professor
Goodhart, who argued that an over-reliance on postwar data caused agencies to assume that the US
would never see a simultaneous drop in house prices
in all states, and there are other examples. I just
wonder, were these models that you were using and,
of course, which others were using as well, just set in
the wrong way because you had not taken suYcient
account of historical data over a suYciently long
period. That is what I was getting at when I asked my
ﬁrst question: were people just assuming like my
children, who assume that every year things get better
because they have never known anything else,
whereas my grandparents have a very diVerent view
of the world. Were your models too inﬂuenced by our
children’s view of the world rather than a greater
historical perspective?
Mr Bell: I think there is a number of diVerent strands
to this question. Often people say the issue is your
models. Trying to put it in layman’s terms, there are
three components here: the model, the input of the
model and the output. The model is the kind of set of
algorithms which modiﬁes the input, adds the
number, subtracts, divides to produce the output.
The issue that you allude to about historical data is
really in the input side. It is what are the assumptions
that you make about how bad things can get at
certain levels of probability rather than about the
mechanics of the model itself. There are some issues
with models, and we have had issues with models
raised during this crisis, but what we are looking at
where certainly US sub-prime things went very
clearly awry is in the inputs. It is in the assumptions
of how bad things were going to get. There, oddly
enough, it was not because we were not relying
suYciently on historical data; it is because we relied
actually quite strongly on historical data. We have
historical data going back to the Twenties, for
example, in US real estate, and it is that historical
data that led us to the conclusion that the likelihood
of a recession that would engulf all the United States,
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with no real regional diVerentiation, was not
impossible—of course it was possible. The triple A is
not a guarantee that the bond will perform. It is
simply a statement that, in our opinion, it is unlikely
not to perform, very unlikely not to perform. It is that
historical data that told us that the likelihood of an
across-the-board real estate recession in all the states
with no regional diVerentiation was extremely
unlikely. So it was not that we did not rely enough on
historical data. We relied quite a lot on historical data
but one of the facts about our business, which is
ultimately predicting the future or having views
about the future, is that sometimes things turn out
unprecedented, and what we saw in this crisis in a
number of diVerent areas is unprecedented change
which the historical data did not bear out.
Q265 Lord Forsyth of Drumlean: Would common
sense not have told you that, with such an
unprecedented boom going on in housing, it could
not go on for ever?
Mr Taylor: Hindsight is a wonderful thing, of course.
Q266 Lord Forsyth of Drumlean: It was not just
hindsight. Lots of people were warning about this for
a very considerable period of time.
Mr Taylor: Yes, they were. In fact, we put a paper out
in 2005 saying exactly that. We tightened our criteria.
We moved our enhancement levels up. We did not
move them up anywhere near far enough. There are
many, many people now who seem to have spotted
what was going to happen; if you actually go back
and look at the facts, and probably the best example
is the BIS, they were not talking about the magnitude
of what was going to happen; they were talking about
direction. So lots of people talked about direction;
no-one really got where it was going to get to. Maybe
there were one or two people out there, and good for
them, but certainly the majority of people, even when
they talked about bubbles and direction and things
building up, just missed the magnitude.
Q267 Lord Forsyth of Drumlean: Let me give you an
example, which is perhaps a little unfair, which our
advisers have given us. It is a conversation that took
place in 2007 between Robert Rodriguez, the CEO of
First Paciﬁc, and Fitch, during which Fitch told
Rodriguez that a two per cent fall in the US
residential property market would be suYcient to
cause losses to holders of the triple-A tranches in
mortgage-backed bonds.
Mr Taylor: I am very surprised by that statement.
Q268 Lord Forsyth of Drumlean: So am I!
Mr Taylor: I cannot believe that is correct. Just in
terms of the analytics, it does not work like that. It
does not work that way. We build in house price falls
in our assumptions. It is way in excess of two per cent.

Mr Reoch: It might have caused a valuation change,
which, if you chose to liquidate your position on that
day, would be a realised loss, but if they had held the
position to maturity, that statistic is unlikely to result
in a realised loss.
Mr Bell: I think it is true of all three agencies, and I
would endorse entirely what my colleague has said.
We assumed at triple-A levels very substantial losses,
and particularly in the sub-prime area even more
substantial losses because they tend to be cheaper
houses. All our assumptions, all our models assumed
ever more severe house price declines, including very
substantial house price declines in triple-A. What
happened in sub-prime—and we can talk about if
you wish. It is a very peculiar situation—is house
price declines were greater than the ones we assumed,
but we did assume house price declines, and I am sure
the other agencies did as well.
Mr Taylor: Putting it into context, the number I gave
earlier about how we had 25–30% credit
enhancement on average on sub-prime mortgagebacked bonds in the US at triple-A. In very simple
terms, that is assuming half of your loans default and
you lose half your money on those loans, to put it into
perspective.
Q269 Lord Tugendhat: Can I ask you a diVerent sort
of question, before coming back to these other
matters? What arrangements did each of you have for
avoiding special relationships between people from
the banks and the other institutions you were rating
and your own people? What rules did you have and
do you have about the acceptance of corporate
hospitality and recording of it? To what extent do you
monitor the movement of people in and out of your
institutions with the people you rate? Perhaps each of
you could be kind enough to answer that, please.
Mr Drevon: With respect to your last point, we have
what we call a “look-back” approach for our
analysts, leading to an entity which they have been
involved in the rating of; we would go back and look
at the ratings they have assigned and reassess whether
there are any issues with those ratings, and generally,
we have a number of compliance-related matters that
involve how we interact with our issuers, and the
most signiﬁcant are that our analysts are not involved
in the commercial side of any decision. They are kept
separate from those matters. They have obviously
very severe, restrictive rules around the trading of
securities, certainly with any related issuer or in the
wider context. Those are the normal compliance rules
you would expect to see to try to establish best
practices in terms of interacting with the issuers that
we rate.
Q270 Lord Tugendhat: What about the acceptance
and recording of corporate hospitality?
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Mr Drevon: We have typical rules—I do not have the
exact amount but we would have to limit the amount
that any employee would receive as a gift. It would
normally be a very small amount. Rating agencies
have not been typically in an environment where we
have been lavishly received by issuers or banks or
customers. That has not been the relationship over
the years, in fact. In many respects, it has been a much
more conﬂictual type of relationship, where issuers
always wanted our ratings to be higher and were
unhappy with the results, and certainly we had to
manage that relationship following our best practices
internally.
Q271 Lord Tugendhat: What about Fitch?
Mr Taylor: The SEC have actually just passed a new
regulation. We are regulated, of course. I think $25 is
the limit on accepting gifts from outside parties. So
there is a hard number there which has recently been
introduced.
Q272 Lord Tugendhat: Recently?
Mr Taylor: It is being introduced or has just been
introduced. The SEC are going through a number of
reviews of the agencies. That is one of the
requirements that have been introduced.
Q273 Lord Tugendhat: In the past did you have a
limit?
Mr Taylor: We had internal policies. I am not sure
they specify the exact amounts but they were very
similar to Moody’s and, I am sure, S&P. We had a
pretty clear code of conduct and compliance issues
internally. I would also stress that we have each been
looked at by the SEC. We are regulated in the US
under the Credit Rating Agency Reform Act of 2006.
Apart from a few very well publicised emails that
came out of that process—and there were millions of
emails that were looked at—actually, certainly from
Fitch’s point of view, we actually had a mostly clean
bill of health. They looked at our internal procedures
and processes. I think they had eight individual items.
We had a private letter from the SEC and there were
eight individual things, which largely revolved
around record-keeping and how we track our data.
Nothing fundamental.
Q274 Lord Tugendhat: If somebody was oVered an
outing to the opera in Milan, for instance, as distinct
from London, would that have been recorded?
Mr Taylor: The person in Milan should have been in
compliance—
Q275 Lord Tugendhat: No, I mean a person in
London is oVered an outing to the opera in Milan as
distinct from the opera here.

Mr Taylor: Of course, it applies globally, yes. The
policy applies to individuals globally, of course, yes.
Q276 Lord Tugendhat: So it would have been
recorded?
Mr Bell: In the case of S&P it would have been
prohibited.
Q277 Lord Tugendhat: It does not sound as if it
would have been prohibited with Fitch.
Mr Taylor: We would not have recorded it because it
would not have happened is the way it should be. I
cannot guarantee that everyone has been 100%
compliant for ever in the ﬁrm but we have never
uncovered anything. We have an internal audit
function. We have not uncovered any of those serious
breaches of compliance.
Q278 Lord Tugendhat: Coming to a speciﬁc thing,
many people were very confused by the ratings in
some of the structured products, and in particular the
constant proportion debt obligations being rated
triple-A when they paid a return of two per cent over
Libor when the corresponding spread for most tripleA corporate bonds was 0.2%. I think this was a
Moody’s issue and I wondered if you could explain
the background to that.
Mr Drevon: Sure. If you look at the spreads of tripleA instruments and not speciﬁcally only CPDO
instruments, in fact there is a great variety of spreads
over the relevant index. In fact, if you go back in time,
not so long ago very mainstream securitisations were
in fact oVering spread similar to two per cent. What
would typically explain a spread which would be
deemed quite high would be lack of liquidity,
complexity of the instrument, or investors or other
parties not necessarily agreeing with the rating
output. Those are typically the three options or
combinations of that. So it was not necessarily
something unusual and something that you would
see typically for fairly new and innovative products in
the marketplace.
Q279 Lord Paul: For quite a long time now, six
months, anything you read, etc, has not come up with
any solution as to what went wrong. Everybody
knows that there has been a great crisis, everybody
thought bankers were very respectable and
conservative, they thought the rating agencies were
very conservative—what went wrong and who is
responsible for it? Can you throw some light on your
various parts?
Mr Reoch: I think it is a myriad of issues which would
take way beyond the time we have available but,
clearly, the role of securitised products, and indeed
credit derivatives generally, cannot be ignored. What
it contributed to was a combination of increased
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leverage in the system, allowing a relatively small
amount of capital to be put up to take on a
correspondingly large amount of risk. It also,
crucially, facilitated the ownership of assets to be less
complex. Let me clarify that. The majority of assets
that people want to invest in are either in the wrong
place, sitting on a bank’s balance sheet and therefore
unavailable to funds, or they are diYcult to own
legally or from an accounting or tax point of view.
Securitisation opened up, basically, banks’ balance
sheets to the non-bank world in a very eYcient way.
Whilst that for a while assisted the management of
banks, it ultimately meant that a large number of
institutions were taking on risks that they possibly
were not qualiﬁed to know about. The question, for
example, on AIG has dwelt on why they were using
credit derivatives where perhaps the question should
have been what they were doing investing in subprime real estate. So much of what we are talking
about today is a vehicle which enables risk to be
moved from the place where it was originated, where
arguably probably people do know about it, to
virtually anyone anywhere in the world. The question
is, do we focus on the vehicle or do we focus on the
application and usage of the vehicle? Unfortunately,
to date the majority of criticism has been on the
vehicle without questioning the motives of the people
who utilised it in an increasingly eYcient and
ultimately dangerous way.
Q280 Lord Paul: We have been trying to put our
responsibility on the vehicle instead of the fact that it
is almost about straightforward dishonesty and the
credit rating agencies have been certifying without
putting enough insight into it. People have depended
on the credit agencies far more than they were used to
depending upon the accountants.
Mr Reoch: If I may intervene for a minute, you could
draw an analogy with the automotive industry. Car
companies make cars and people certify they are ﬁt
for the road. How people drive them is ultimately
what causes accidents. If the certiﬁcation is wrong,
and the bearings are faulty or the brakes are
inadequate, yes, you blame the agency that certiﬁed it
wrongly. Clearly, some fault is due there is also some
responsibility with the driver.
Lord Paul: Yes, but I do not think that analogy really
ﬁts, because at least the car agencies and the driver
are able to come to a conclusion whether the driver
was wrong or the car was wrong. Here we do not
know who is wrong yet, except that the poor client
has suVered.
Q281 Lord Eatwell: I would like to stick on the
vehicle for a moment and turn to the debate about
regulatory changes which might aVect the credit

derivatives market. There has been a lot of criticism
of the opacity, opaqueness, whatever the right word
is, of securitisations, and credit derivatives in
particular, suggesting that actually the people who
bought them did not know. In other words, you were
not getting into a car that you knew how to drive; you
were getting into a vehicle you did not know how to
drive because you did not know what it was but you
were buying it anyhow because somebody told you it
was a safe vehicle. Along with that, there has been the
issue, the idea, that opaqueness is increased by the
lack of clearing activities, and one of the major
proposals that is on the regulatory table is that there
should be clearing houses for credit derivatives and
you should basically have only instruments which
can be cleared and therefore are relatively
standardised. Would you agree with that?
Mr Reoch: You are touching on two diVerent
products here but the issues are the same in some
respects. Firstly, the question of opaqueness
generally. Personally, having witnessed investors
making decisions in the boom times, sitting in front
of them is a 100-page document co-written by one of
the rating agencies, and it was crystal clear that the
person buying it was never going to read the
document because it had the return they were looking
for and they wanted to move on to the next deal.
Personally, I do not believe more transparency would
have made a shred of diVerence during the boom
period. However, to move on to who would have
beneﬁted, I think when it became apparent there was
a problem, the regulators and related central banking
functions did not know where to look to ﬁnd out
where the risks were. There was no one place you
could look. There was no handy journal that would
reveal the size of the market and the sort of risks, and
I do not think anyone truly knew, because this is an
OTC—over-the-counter—market between two
individual institutions. If we move the trading of the
more plain vanilla credit derivatives on to a central
institution, be it an exchange or just a central credit
counterparty, for the ﬁrst time there would be a place
to look. First of all, all the back-to-back trades get
netted down, and the currently $30 trillion credit
derivatives market actually shrinks to a number
closer to $4 trillion, which is the true net risk transfer
in that market, nearly 10% of the number we keep
seeing in the newspapers. Secondly, that one, or
possibly two or three exchanges would have the
information available as to how many institutions
were involved, how much any one institution was
exposed and how much of a particular corporate risk
or other was being moved. I think yes, there is a
beneﬁt. My talk with the industry suggests that the
industry has accepted that and there is no doubt that
by the end this year we will have a central clearing.
However, for securitised product, I do not believe
that will work because every deal is diVerent from the
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last and it would be virtually impossible to create a
central clearing for bespoke products.
Q282 Baroness Kingsmill: I am sorry I was not here
at the beginning of your evidence, so I hope I do not
duplicate any of the questions you have already been
asked. The thing I wanted to ﬁnd out from you is
what exactly was the skill set that was required by the
rating agencies for people who rate the securitised
products, as opposed to those who wrote straight
corporate bonds? There has been some criticism that
perhaps mathematics was thought to be a more
appropriate skill than perhaps an understanding of
economics. Related to that, which I would also like
you to think about, is were the collateralised loan
obligations standardised? Were they designed to ﬁt a
template? They are thought to have been very similar
in design and shape, and we wondered if they were
designed in such a way as to ensure a high rating.
Mr Bell: In terms of the skill set, we hire very broadly.
We have some quants, not a huge amount. My team
is about 150 strong in Europe; I think I have ﬁve
quants. So it is not by any stretch of the imagination
a mathematically derived, mathematically driven
quants shop. The vast majority of my analysts, and I
am sure it is the same for my colleagues, have
backgrounds in economics, have backgrounds also in
the industry. We hire widely from people who have
worked in banks, who have been credit oYcers. We
also hire straight from university, people usually with
ﬁnancial/business school backgrounds but, more
important than that, we also put a very strong
emphasis on internal training, because rating agency
analysts are sui generis. It is not a profession that
exists outside, and therefore we hire these people
from backgrounds, and again, very few
mathematically inclined or quant people, but then we
train them.
Q283 Baroness Kingsmill: Just out of curiosity—and
this probably has no relevance at all to this, or it
might have some relevance—what was the gender
breakdown?
Mr Bell: I do not have the exact number but it is
pretty close to 50-50. I think we have more women
than men but I would have to check. Looking around
the ﬂoor from my oYce—
Q284 Baroness Kingsmill: Women do stand out
rather more than men, do they not?
Mr Bell: Most of my senior management is made
up of—
Q285 Baroness Kingsmill: Do you want to tackle the
second part of the question?

Mr Bell: On standardisation. I think it is important
to see how structured ﬁnance is created. It is a
structured product, so it is not something that exists
already, like a company exists; it is there. You bring
your company to a rating agency and say, “This is my
company. What is the rating?” The structured
product is basically a group of assets and you say, “I
would like to issue against these assets. What
protection do I need for the bonds that are going to
be issued secured by that? What protection do I need
to get a triple-A? What protection do I need to get a
single-A?” So you indeed structure the transaction in
order to achieve a certain rating. There is nothing
illegitimate about that. You go to your investors and
say, “What do you want to buy? Do you want to buy
a triple-A? Here is a pool of assets. Do I need to
reserve 10%? Do I need to reserve 20%? Do I need to
read reserve 30% security credit enhancement over
collateralisation in order for the risk attached to what
is left to be triple-A?” So, in that sense, these deals are
undoubtedly structured to meet certain rating
requirements but there is nothing shady about that; it
is a very open process. Also, what makes it very open
for investors is that the criteria that we use to decide
whether this pool is 20% or 10% or 30% credit
enhancement support in order to get a triple-A, those
criteria are open. You can ﬁnd them on our website.
You can call our analysts and they will give those
criteria. There is nothing opaque going on here. So if
investors are comparing two pools, one seems to have
to have triple-A at 10% enhancement, another one, as
Paul was saying, three or four per cent for prime
residential property in the US versus 30%. They can
call us or they can go to our website and see our
publications and say, “Why is that 10 times more than
this?” and they will get an answer. So yes, they are
created for a template but not in a way that suggests
anything untoward.
Q286 Baroness Kingsmill: I suppose there are those
who thought that might be some form of conﬂict of
interest between assessing a credit rating and
providing rating consultancy.
Mr Bell: We do not provide rating consultancy.
Q287 Chairman: Do none of you provide rating
consultancy?
Mr Drevon: No.
Chairman: So there is no consultancy.
Q288 Lord Forsyth of Drumlean: Just on that point,
I am sure you must all be familiar with the work that
has been done at Harvard University which suggests
that bonds were constructed to ﬁt a kind of template,
and there is also anecdotal evidence that people have
been using the software in order to do that, and it
goes back to my point about feedback. That does
seem something of a weakness.
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Mr Drevon: On one side, I think we were accused
many years ago of being a black box, and the
response to that was being more transparent about
our methodologies and providing in some cases
models to the marketplace. That does create a
potential for trying to game the model. There is no
doubt about that, and that is a concern we do have.
The solution is not to go back and be a black box. We
do support the concept that we should be quite
transparent about how we approach risk in our
methodologies. Where we are more concerned—and
I think the EU is looking into this is a possible
option—is the disclosure of models, because once
you provide the precise tool and the precise models,
the ability to game a system is greater.
Q289 Chairman: Just one last question, if I may, a bit
to the point, but there has been some press comment
that suggests that business was so brisk at the height
of the securitisation bubble that ratings for large
securitisations were sometimes created on the ﬂy,
using standard models and information provided by
users. Is there any truth in that?
Mr Bell: No.
Q290 Chairman: In other words, did you have to
rush your fences?
Mr Bell: No. You have to distinguish between an
initial rating, where a client comes to us and says,
“Look, I would like you to rate my structured ﬁnance
product for the ﬁrst time. You don’t know me, you
don’t know my institution and you don’t know my
product yet and we would like a rating.” This rating
will take on average between three and six months.
We will go to that client, we will visit that client, we
will check the underwriting procedures, we will check
their system, we will understand their models, we will
understand how they generate, we will go to lawyers,
we will get legal opinions, we will interrogate the
lawyers—a I used to be the general counsel in Europe
before I did this job. We used to torture lawyers and
outside ﬁrms for months and they used to hate us. It
takes three to six months to do the initial transaction.
Once that transaction is done, we have read all the
legal documents, we have read all the opinions, we
have deconstructed the model, we understand the

underwriting processes at the bank, we know how
these things work, we know exactly what every piece
of data means, at that point, the process does become
much faster, because we know the documents have
not changed, the law has not changed, the legal
opinion has not changed, the data has not changed,
or to the extent that it changes, we can treat it. So yes,
there comes a point when you can actually rate fairly
fast—and fairly fast, by the way, still means a couple
of weeks; it does not mean two hours. That is because
you have behind that two-week process a six-month
process, or a ﬁve- or three-months process, a very
deep analysis. I think some commentators, who were
seeing how quickly things were being done, assumed
that this was all the work we had done, unaware of
the fact that that ﬁrst rating took a very, very long
time to do.
Q291 Chairman: So for none of you was there an
issue of the volume prejudicing the quality of the
rating?
Mr Taylor: Maybe more simply, if you look at our
ratio of transactions to analysis, it did not change
during the boom times, during the 05–07 period.
Q292 Chairman: Those remained the same?
Mr Taylor: Not the same, but very close.
Mr Reoch: Perhaps I could raise one crucial point,
that in the rating of corporate debt, pools of
corporate bonds and loans, because of transparency
and the release of models into the public domain, a
very large number of investment decisions were made
with no interaction with the rating agencies at all
because of their shadow ratings achieved through
using these available models to check that it meant
that the internal rating guidelines of single A was the
limit and the models were available. People would
code up their own models and say, “Yes, if it were
rated, it would get single A, but we don’t actually
need to go to the rating agencies and get the rating,
we need to be sure that it would have got it”, so a very
large number of investment decisions were made
without any interaction from the rating agencies at
all.
Chairman: Well, thank you very much indeed. That
has been very useful and thank you for spending the
time with us.

Supplementary memorandum by Fitch Ratings
Dear Lord Forsyth
Re: Matter Raised During the House of Lords Select Committee hearing of 3 March 2009 on
Banking Supervision and Regulation.
I am writing to follow up on a matter raised by you during, my participation in the House of Lords Select
Committee hearing of 3 March 2009 on Banking Supervision and Regulation. The matter was raised during
a discussion concerning the role of models in the determination of structured ﬁnance ratings and the adequacy
of the assumptions made. As you will recall, you mentioned as an example a conversation that was alleged to
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have taken place in 2007 between a Fitch analyst and Robert Rodriguez, CEO of First Paciﬁc. It was suggested
that a Fitch analyst had informed Mr Rodriguez that a 2% fall in the US residential property market would
be suYcient to cause losses to holders of triple-A rated tranches of mortgage-backed bonds. As I indicated to
you at the time of the Committee hearing, I was very surprised that such a conversation would have taken
place, since it did not appear consistent with the way in which our analysis is conducted. This exchange is
documented as questions 267–268 within the Select Committee transcript.
Since the Select Committee hearing, my colleagues and I have investigated the alleged exchange and I am
writing to you today to provide evidence that the content of the conversation reported to you by your advisers
was not as Mr Rodriguez later recalled, or as was subsequently reported in a working paper published in 2008
by Joshua Coval of the Harvard Business School. Indeed, in Mr Coval’s working paper, “The Economics of
Structured Finance,” the question and answer session that Fitch conducted in 2007 was misrepresented. Mr
Coval attributed paraphrased responses as characterized by Robert Rodriguez in his speech as direct verbatim
quotations. More signiﬁcantly, those paraphrased responses detailed by Mr Rodriguez fail to capture the
breadth, depth and nuance of the discussion that actually occurred; and reduces it to paraphrases that
misrepresent what was actually said.
I have attached a summary document6 that outlines the facts and the chain of events, along with copies of
the source material in order to provide you with a complete picture of the actual exchange. I conﬁrm that Fitch
has also contacted Mr Coval directly to request that he promptly correct his publication wherever it has been
published.
I hope that this information is helpful to you. Please do not hesitate to contact me should you have any further
questions.
Paul Taylor
Group Managing Director
Fitch Ratings
24 March 2009

6

Not published here.
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Examination of Witnesses
Witnesses: Mr John Hitchins, PricewaterhouseCoopers; Mr Brendan Nelson, KPMG; and Mr Oliver
Grundy, Deloitte, examined.
Q293 Chairman: Good afternoon and welcome to
the Economic AVairs Committee, and thank you for
ﬁnding some time to give evidence to our inquiry
into banking supervision and regulation. This is the
ﬁfth public hearing of the inquiry and members have
already declared their relevant interest in previous
hearings. Feel free to answer each question, but do
not feel you are obliged. If you agree with either one
of your colleagues, just nod assent and that will be
helpful for us in getting through the questions that
we want to ask in a reasonable time. Do you want
to make any introductory remarks or shall we move
straight on to questions?
Mr Hitchins: No.
Q294 Chairman: In which case, let me start.
Auditors clearly have a unique access to the engine
room, if I can put it that way, of banks and, given
that unique access, should the accounting ﬁrms not
have identiﬁed liquidity and capitalisation problems
at the banks in the period leading up to the
ﬁnancial crisis?
Mr Hitchins: I think you have to start by looking at
what we are trying to do. Auditors are expressing a
true and fair opinion on historical information. In
arriving at that historical information, the directors
of the banks have to make an assumption as to
whether the bank is a going concern and we have
to look at whether that assumption is reasonable. In
doing that, we, therefore, have to take account of
the amount of capital the banks have and what the
liquidity forecasts are, but, unlike a corporate,
banks have a permanent funding gap. On a
corporate, when you are doing a going concern
review, you look at the amount of funding needed
for the year, you look at the amount of bank
facilities they have got and see whether the two
equate. On a bank, they never do because the nature
of banking means that they borrow short and lend
long and always have a funding gap, so, when you
are reviewing liquidity, you are actually looking at
current market conditions, the way the banks are
funding in the market, what the management’s
funding plan is and deciding whether it is reasonable
to assume that that funding plan will continue.
Similarly, on the capital, you are looking at the
FSA’s requirements and whether the banks are
forecast to meet the FSA’s requirements over the
period you are looking at. It is not a guarantee, it is
merely an assessment of whether it is an appropriate
assumption to use for the accounts. Clearly, what we
have seen in the past year is events unfolding in the
following 12 months after accounts were issued
which were unforeseen by anybody at the time that
the accounts were issued.

Q295 Chairman: I understand the formal position,
that you are dealing with historic data and you are
there at the end of the day to say whether it is a true
and fair view in the company’s accounts, but there
is an informal relationship as well, is there not?
There is a relationship both with the executives of
the company and, very speciﬁcally, with the audit
committee of the company and, in spite of the
formalities, would you not have thought that your
auditing partners would have picked up that
perhaps things were going slightly awry, and would
it not have been natural under those circumstances
to tip the wink to the audit committee?
Mr Nelson: There was an issue, and again you have
to go back into history when this thing started, but
during the second half of 2007 things started where
you could see problems emerging in the marketplace
which clearly started to raise concerns about
liquidity, particularly with respect to certain
ﬁnancial instruments. Everybody was on notice
from about August 2007 that the markets were
starting to look slightly diVerent from what people
had traditionally expected, so that sort of paved the
way right up to the year end when people started to
focus around liquidity and capital and the shape of
some of the risks that banks had on their balance
sheets. Nevertheless, we went through the 2007
reporting season and the biggest issue then was more
around the valuation of these ﬁnancial instruments
rather than the liquidity of them because there still
were liquid markets and these instruments were still
being traded and, therefore, there was still an
element of price transparency in the marketplace,
so, in a sense, the accounts were reﬂecting the
shrinking of liquidity rather than the absence of
liquidity at that point in time. When you looked
forward to 2008, again the expectation and all the
signals were that, although liquidity seemed to be
getting tighter for certain ﬁnancial instruments,
there was enough liquidity in the marketplace for
banks to be comfortable and these instruments
could continue to trade, albeit at much lower levels.
The other important thing to bear in mind at the
end of 2007 was that, for the ﬁrst time, banks had
to disclose in their ﬁnancial statements more
information about the way in which they managed
liquidity risk because there was a new standard
introduced, IFRS7, which required banks to give
much greater disclosure around their management
of liquidity risk and market risk as well as the
traditional credit risk. Those disclosures were
subject to audit, so they were covered by the audit
opinion, but the level of disclosures was mandated
by the standard and, therefore, it was slightly
elective for banks to decide whether they disclosed
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what was required by the standard or whether they
gave additional disclosures, but subsequently there
have been revisions to IFRS7 and more disclosures
will come through in the 2008 ﬁnancial statements
of banks.
Q296 Chairman: Is there room for revision of the
standard?
Mr Nelson: Well, I certainly would not look at IFRS7
on its own. I think there is a broader issue in terms of
ﬁnancial statements of banks, what information is
actually given in them and how relevant that
information is to the people that use ﬁnancial
statements. Traditionally, ﬁnancial statements are
prepared on a look-back basis rather than a lookforward basis, although there is some element of
forward-looking information in there, but it is not
subject to audit. Similarly, there is other regulatorytype information put in bank ﬁnancial statements,
such as the regulatory capital ratio which again is a
mixed bag of information, some of which is covered
and some of which is not.
Q297 Chairman: Do you think that the regulatory
capital ratio should be audited? Would that be a
sensible thing to do?
Mr Nelson: Yes, I do because I think it is the ratio that
people look to ﬁrst of all to determine the health or
strength of a bank and it is the one that banks use to
reassure the market that they have suYcient capital
to meet their current and future needs and, although
we audit the composition of regulatory capital, we do
not actually audit the ratio itself because it is a
function of that relative to the risk-weighted assets
which are not audited.
Q298 Chairman: And each of you takes the same
view?
Mr Grundy: Yes. It was the case up until quite
recently, certainly for investment banks, that all of
their capital requirements were audited, but those
requirements were withdrawn at the beginning of
2007 largely because of being seen to be equivalent to
what was happening in the rest of Europe.
Q299 Baroness Kingsmill: What is the relationship
between a bank’s auditors and the regulator?
Mr Hitchins: Well, we have certain duties under the
ﬁnancial services legislation whereby, if we believe
that a bank is in danger of breaching one of the
threshold conditions for its authorisation, we have to
report that information to the regulator. The
regulator can also approach us for information, but
that is up to the regulator to exercise that.
Q300 Baroness Kingsmill: So do you have regular
meetings with the regulator?

Mr Hitchins: It varies enormously from bank to
bank. There is no mechanism which requires a
meeting between the auditor and the regulator.
Q301 Baroness Kingsmill: What would trigger one
then in that case? Would it be some disaster, some
problem?
Mr Hitchins: We can only trigger it if there is a
problem.
Q302 Baroness Kingsmill: You cannot see them
under any other circumstances on a normal, regular
basis?
Mr Hitchins: I think it would be an extremely good
idea if we did have regular meetings with them on all
banks, which we used to.
Mr Grundy: Again, that used to be something that
was part of the supervisory agenda of the regulator to
have bilateral meetings between ourselves alone with
the regulator and trilateral meetings with the bank
present.
Q303 Baroness Kingsmill: When did that stop?
Mr Grundy: Rather than it stopped, it just simply
began to fade away, I would say, and there were less
meetings asked for by supervisors.
Mr Hitchins: EVectively, the mechanism that the
meetings used to occur under was changed when the
Financial Services and Markets Act was introduced.
Q304 Chairman: It was not that the banks did not
want it? What you are saying is that the supervisors
did not ask for it?
Mr Hitchins: The supervisors did not ask for it.
Q305 Chairman: So there was no resistance from the
banks themselves?
Mr Hitchins: No.
Mr Grundy: No.
Q306 Baroness Kingsmill: As a supplementary
question, have any of you had the need to contact the
regulator in relation to any of the banks which you
may have audited?
Mr Grundy: Yes, in the past.
Mr Hitchins: Yes.
Mr Nelson: But we also sought a meeting with the
regulator. Towards the end of 2007 when we realised
that the markets were changing, we approached the
FSA and said that we thought it would be a good idea
if there were a meeting with the FSA because we
wanted to understand how they were seeing the issues
that were aVecting the market from the entities that
they were regulating, so we sought this meeting.
What the FSA then did was they called a meeting
where the major ﬁrms of accountants were invited
and then they invited the Bank of England, they had
the Financial Reporting Council there and, as part of
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the Financial Reporting Council, the Financial
Reporting Review Panel plus a number of people
from the FSA. It was a very high-level meeting where
the FSA basically talked in general terms about some
work they had done on market risk, the FRC
highlighted going concern, as a potential issue for
2007, although it was not really, and then there was
just a very high-level discussion around what we saw
as some of the issues impacting that year end’s audits,
which was basically around valuation.
Q307 Baroness Kingsmill: I just want to clarify a few
things. Who sought that meeting?
Mr Nelson: We, the accounting ﬁrms, sought that
meeting.
Q308 Baroness Kingsmill: Because of your concerns
about what you were seeing?
Mr Nelson: Because we felt we needed to have a
dialogue with the FSA.
Mr Grundy: We realised by the end of 2007 that we
were in a diVerent environment from anything that
we had seen before and, as I remember it, they were
concerned that there would be consistency of
approach by the accounting ﬁrms to the audits and
consistency of approach to valuation as well.
Mr Nelson: The other reason we sought it is that the
legislation, as John says, imposed a statutory
obligation on us to bring anything to the regulator’s
attention where we thought that the entity was failing
to meet the regulatory requirements. There is no
corresponding obligation on the FSA to bring
anything to our attention. They are encouraged to
inform us, but there is no corresponding legal
obligation on them to tell us of anything that they
know about that could actually impact our position
as auditors, so the only way we could deal with that
was for us to approach the FSA and say, “Is there
anything that you are aware of that would aVect us in
our role as the statutory auditors?” but that was not
a very constructive or particularly conclusive
discussion with them.
Q309 Baroness Kingsmill: Did you exchange
information between yourselves in any formal way,
obviously protecting client conﬁdentiality and all the
rest of it, but was there any exchange of information
between yourselves?
Mr Hitchins: There is a forum at the Institute of
Chartered Accountants within the Financial Services
Faculty where the big ﬁrms meet along with
representatives of the bank and discuss generic
topics. We obviously cannot talk about speciﬁc
institutions in that forum.
Q310 Baroness Kingsmill: And you were beginning
to get seriously worried around about the end of
2007?

Mr Hitchins: At the end of 2007, the issue was the
valuations and how you could get consistency of
valuation across institutions. As we moved through
2008, the issue became liquidity.
Mr Grundy: It is fair to say that at the end of 2007,
with the exception, I think, of Northern Rock which
had by then sought lender of last resort protection,
most banks could secure funding in the markets,
albeit at a greater cost and not on the same terms as
they had before, but that was not any problem to
them.
Q311 Lord Eatwell: I am intrigued by your emphasis
on 2007 and valuations and then liquidity concerns
only appearing in 2008. It seems to me that risk in an
institution is often associated with very rapid change
in the capital structure of that institution. Now, the
capital structure of British banks started changing in
2000. In 2000, roughly in aggregate, British banks
lent their deposits. By 2004, they lent £350 billion
more than their deposits. By 2008, they had lent £700
billion more than their deposits, £350 billion of which
was from abroad. You missed that, did you not? You
missed the implications of that.
Mr Hitchins: It is not up to us to determine what the
appropriate level of capital is.
Q312 Lord Eatwell: But that is a change, an entire
change in the funding of the British banking system.
Mr Hitchins: It is a change in the model, yes.
Mr Grundy: It is also a macro change. The auditor
was looking at only one institution in isolation.
Q313 Lord Eatwell: But, if there is £750 billion
around, each of the institutions must have been
changing quite a bit.
Mr Nelson: And it is disclosed in the ﬁnancial
statements. It is not hidden. It is disclosed in the
ﬁnancial statements as the source of funding.
Q314 Lord Eatwell: That is true, but here we are and
we have a dramatic change in the funding of the
British banking system. A dramatic change like that
might suggest a change in the risk and, as we know
now, it was a dramatic change in the risk. You
missed that.
Mr Hitchins: It is not a black-and-white thing. Yes,
risk was rising. What we did not foresee was that the
risk would change so fast in 2008. If you look at the
end of 2006, all the banks were funding successfully
in the market. Yes, they were much more highly
leveraged than they had been before, but they were
funding successfully in the market.
Q315 Lord Eatwell: The other point that you made,
forgive me, I forget which person made it, but you
were saying that in 2007 the market was still relatively
liquid in the sense that new instruments, securitised
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instruments, whatever they might be, were trading,
but 70% of securitised instruments are OTC and are
not traded at all and they are mark-to-model, they are
not mark-to-market. What was your estimate of the
risks associated with those instruments, which were a
very important part of the balance sheets of the
banks, as we now know?
Mr Hitchins: Well, at the end of 2007, the
securitisation market was largely dead. That is what
brought Northern Rock down. Most other banks
were not dependent on it. Securitisation was a source
of funding, it was one source, and they had switched
to other sources of funding by that stage.
Q316 Lord Tugendhat: Mr Grundy, when you
answered Lord Eatwell a moment ago, you said you
looked at the banks in isolation. I do not quite
understand that because I agree that Deloitte’s
audited whatever banks it was, but audited more than
one and I do not know how many you did audit, but
you certainly audited more than one.
Mr Grundy: Certainly.
Q317 Lord Tugendhat: So you would have been in a
position to see that there was a trend and you would
have been in a position to say that bank X, bank Y
and bank Z were either moving in the same direction
or a diVerent direction.
Mr Grundy: Across the banks that we audit, yes, you
would see a trend and I think you would see a
relatively short-term trend. What we have been
talking about is quite a long-term, big, macro trend
over the last decade in the model of banks and it is
more the province, I think, of the regulators and
central banks to look at trends like that.
Q318 Lord Tugendhat: Yes, that is a slightly Pontius
Pilate reply, if I may say so! I agree with you of course
and Pontius Pilate was quite right too, but,
nonetheless, here was a signiﬁcant change, as Lord
Eatwell has pointed out, and presumably you noticed
it, you might have conversed about it, you might have
wondered whether it had an implication, or did you
merely ﬁle it away like a test match score, as it were?
Mr Nelson: You have to go back, I am afraid, to what
our responsibility is as auditors, and it does not
impair our opinion on the ﬁnancial statements,
provided that it is properly disclosed in accordance
with the Companies Act and accounting standards.
Again, the role that we perform is very much this
snapshot in time in terms of the ﬁnancial statements
as of the year end and it is a look back in terms of
what the institution has done and how the balance
sheet is set up at 31 December, if that is the year end,
and our job is to make sure that those ﬁnancial
statements present a true and fair view. If the
institution has decided to leverage itself more than it
has done in the past, then that will be reﬂected in the

balance sheet of the institution as presented to the
shareholders.
Q319 Chairman: Can I come back just for a moment
to the informal point that I made earlier on, and I
take the formality, but was this major change in the
leverage of banks something that you would draw the
attention of an audit committee to? Was that ever
something that you brought up?
Mr Grundy: We certainly raise with clients increasing
levels, say, of illiquid assets, primarily focused on the
disclosures that were required around them and the
diYculties of valuation.
Q320 Chairman: Is it something that came up with
each of you? Is it something that you would expect to
draw to their attention?
Mr Nelson: It is all relevant to your own client
experience, I suppose, and it just depends on which
clients you work with, but, maybe to look at it from
a slightly broader perspective, what we look at in the
context of the governance model is the way in which
the audit committee informs itself of what is
happening with the institution. When you get to areas
like risk management, there is no consistent model in
the UK as to how risk management should be
addressed from a corporate governance perspective,
and perhaps that is something that may need to be
looked at because in some organisations the audit
committee would take responsibility for risk
management, so there would be an audit and a risk
committee. In other organisations, the audit
committee would not take responsibility for risk
management and there may not be any other
governance body outside of the board itself that
would take that responsibility and, therefore, in the
audit committee you could ﬁnd yourself dealing
solely with matters pertaining to the ﬁnancial
statements and not necessarily matters pertaining to
the risk proﬁle of the organisation and how that was
changing. The other important thing is that all banks
were required to document their risk appetite in terms
of actually clearly setting out what the appetite of the
institution was in terms of the various risks that they
were willing to undertake, and that was shared with
the regulator, so the regulatory process captured that
dimension of the banks’ activities.
Q321 Lord MacGregor of Pulham Market: Audit
committees always have these private meetings
without the executives present with the auditors
where, quite frequently, issues which are not strictly
related to the audit are raised and questions asked.
Presumably, that happened with some of the banking
institutions.
Mr Nelson: Did those sorts of meetings happen?
Absolutely.
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Q322 Lord MacGregor of Pulham Market: But were
those questions raised?
Mr Hitchins: Lots of questions were raised and usually
around controls. That was the most common topic
that we would have had private conversations on. I do
not know with how many institutions the question of
the spread of funding sources was discussed.
Q323 Lord Forsyth of Drumlean: Could I just ask a
sort of daft question here. I cannot get my head around
how it could be that, when you were having a meeting
of the kind that Lord MacGregor describes, alarm
bells would not be ringing and there would not be a
discussion about the risks that the banks were facing.
Now, there must have been a point at some point along
this continuum where you became very alarmed by
what was going to happen to the banks. After all, we
have almost shovelled our entire GDP into the banks
in the last few months. When did that happen and how
did you react to it?
Mr Grundy: I think it depends on the particular client.
Just to give you one example, for a non-bank ﬁnancial
institution involved in securitisation, when the
securitisation markets shut in, sort of, August and
September, we raised that with them in September that
this would have a signiﬁcant impact on their going
concern, but up until that point, and those markets
shut very quickly, they were able to securitise the assets
they had originated.
Q324 Lord Forsyth of Drumlean: So after the horse
had bolted?
Mr Grundy: As soon as their funding market dried up,
yes, because up until that time there was no sign that
the funding was going to dry up.
Mr Nelson: It is also the case that at the end of 2006 the
world was seen then as a very diVerent place from what
it is now and there was plenty of liquidity in the
marketplace, there were no issues around valuation,
all these instruments were trading either on oYcial
exchanges or unoYcial exchanges or indexes were set
up and you could see price transparency. Through
2007, that started to change. Although we talked
about valuation as a year end accounting issue,
liquidity was a concern for institutions and they began
to see that liquidity for certain instruments was
beginning to dry up, so there were discussions around
this, but there was no dramatic contraction of the
inter-bank market where a lot of these banks were
funding.
Q325 Lord Paul: With all of this happening in 2007,
did you have any contact with the rating agencies to
ask them to look at it?
Mr Grundy: We have no contact with the rating
agencies at all.

Q326 Lord Paul: So you were not surprised that the
credit rating agencies were going ahead with all their
ratings without making any changes whatsoever, in
spite of all these ratios changing in the banks?
Mr Hitchins: We have no contact with the rating
agencies.
Q327 Lord Paul: No, but a concern that they are
merrily going ahead?
Mr Hitchins: Well, the issue with the ratings, I think,
from our perspective, was that a lot of the products
that were being rated had never been tested in a
downturn, so you had that concern that they had
never been through a downturn, so would the models
stand up.
Q328 Lord Paul: But, especially in the banks, apart
from depending on the accounts, people do depend a
lot on the rating agencies, so you are sharing that
responsibility, as far as the public is concerned.
Mr Hitchins: It depends on the bank. The less
sophisticated banks are more dependent on the rating
agencies. The large banks have their own risk
departments which are quite capable of making their
own rating judgments and use their own internal
rating systems.
Q329 Lord Paul: Turning to the risk management, in
some of our meetings we have found that a lot of board
members really did not understand the risk
management of the banks and the risks existing. Do
you have suYcient people in your ﬁrms when they are
auditing it who understand risk management?
Mr Hitchins: Yes, we do, we have specialist teams and
we use them on the audits as well.
Q330 Lord Paul: Did you come up with some of those
questions to the audit committees or any other
committee of the boards?
Mr Hitchins: Yes, where we have found deﬁciencies in
risk management controls or processes, we would
report those to the audit committee.
Q331 Lord MacGregor of Pulham Market: I just want
to come back to the very brief reference in the previous
discussion, which I do not think we have fully
explored, and that is the question of mark to market,
and the accounting regimes are based on that. We have
had some evidence that it could be inappropriate in
markets where trading is infrequent and where really it
is actually a model. I wondered if you had any views on
that issue, what the alternatives would be and whether
the profession is really seriously looking at it.
Mr Hitchins: I am not sure you are going to get a
consensus here! Mark-to-market or fair-value
accounting is entirely appropriate for portfolios
where banks are holding them for short-term gain,
even if the market is thin and relatively illiquid. You
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can get some problems where you have assets that are
actually held for the long term, but, for other reasons,
are fair-valued in markets in which you get a huge
liquidity discount. At the moment, if you take
corporate bonds, the huge explosion in spreads on
corporate bonds has both a repricing of risk element,
which is perfectly validly reﬂected in the value of those
bonds, and an illiquidity element. If you have the
liquidity and, therefore, the capacity and intent to
hold to maturity, then I can see the argument of, “Why
are you reporting these losses when you’ll get that
money back by simply holding to maturity?” It is quite
diYcult to split the component and to do it in any
other way, and there are some actuaries who will do
modelling for you, but it is not the practical way on an
individual instrument to do it. The accounting
profession is looking at that, and the reclassiﬁcation
amendment to IAS39 that was passed last autumn
does actually provide a measure of relief for banks to
take assets out of categories in which they were fairvalued and put them back into loans and advances
where they are now being managed as a loan and meet
the criteria for loans, so there has been a response to
that, but I imagine the debate will continue.
Mr Nelson: There are discussions with the US as to
whether there should be a temporary suspension of
fair-value accounting when markets become so
dislocated that you cannot get a fair value. The
problem with that is what you replace it with, and that
is the real conundrum. Then you lose transparency if
you go back to historic cost numbers and then whose
interests are best being served then? The best you
could do is actually describe the assumptions that you
have used in arriving at some of these values and
maybe provide some sensitivity to show the sensitivity
of certain assumptions to those values. The other
thing for some banks is that there is a concern over
mark-to-model where you do not have any price
transparency at all, but the actual percentage of assets
that are mark-to-model is actually a relatively small
percentage of total assets that are marked to these
models. The other thing to bear in mind with these
mark-to-models is that banks do not take the proﬁts
arising from mark-to-model because, if the prices are
unobservable, then they defer the recognition of those
proﬁts so that they are not feeding the P&L account
with what people might regard as unsupportable
proﬁts.
Mr Grundy: I would simply add to that that the
amount of the balance sheet that relates to what the
layman would call “mark-to-model” has had to be
disclosed in the last couple of years, and part of our job
has been to ensure those disclosures were there and
correctly shown.

committees, do you think, need to be redesigned in the
wake of the ﬁnancial crisis? Do you think their role
needs to be altered and do they have the right sort of
members? We all have the beneﬁt of hindsight, so I am
asking you the question with the beneﬁt of hindsight.
Mr Nelson: In my own experience, ﬁrst of all, I think
bank audit committees have done a very diYcult job
extremely well over the last 18 months. These have
been extraordinarily testing times for ﬁnancial
institutions in terms of understanding how the crisis in
the market was impacting members’ organisations
and how to respond appropriately to that. There is
absolutely no doubt that the world of ﬁnancial
services is extremely complex both in terms of the
types of risks that traditionally were being taken and
the nature of some of these products, and implicit in
that was an element of complexity that challenged
everybody in terms of really getting to understand it.
When you look at audit committee responsibilities,
looking at the adequacy of controls within an
organisation to ensure that there is an eVective control
environment dealing with the external reporting issues
around ﬁnancial statements, and that is a very
complex area as well because accounting standards
are not easy in terms of the application of some of these
complex instruments, clearly there are serious
challenges for audit committees and obviously audit
committees would beneﬁt, I suppose, from a simpler
environment, as we all would, but it is diYcult to see
how you change the role and responsibility of the audit
committee. I would come back to the point I made
earlier on. I think what drifts into the audit committee
agenda is risk management and it is an issue around
whether there is enough time spent at a governance
level on risk management, and maybe that is a better
avenue to pursue in terms of how does the risk
governance process within an organisation work and
is enough time being spent on that.

Q332 Lord Tugendhat: If I can ask you a question
that particularly interests me, and I have asked related
questions in previous sessions, do bank audit

Q334 Lord Tugendhat: Secondly, it has occurred to
me that, when you meet with the audit committee
privately, would it be helpful if you were in touch with

Q333 Lord Tugendhat: Years ago, when I was
Chairman of Abbey National, the Bank of England,
who were then the regulator, put forward a proposal
that they should have a direct relationship with the
chairmen of the audit committees, not just of ours, but
everybody’s, and we all, the bank chairmen that is,
resisted this because we said it would divide the
boards. When I look back, I think perhaps we were
wrong and the Bank of England was right, but do you
think, again with the beneﬁt of hindsight, that, if the
regulator did have a direct relationship with the
chairman of the audit committee and, thus, with the
audit committee, this would be a helpful
development?
Mr Nelson: But they do.
Mr Hitchins: They do now.
Mr Grundy: They absolutely do.

Processed: 14-05-2009 15:31:51

Page Layout: LOENEW [O]

PPSysB Job: 424855

banking supervision and regulation: evidence
3 March 2009

Unit: PAG1

97

Mr John Hitchins, Mr Brendan Nelson and Mr Oliver Grundy

the regulator on an ongoing basis and that the
regulator asked you to put a certain number of
questions to the audit committee which members of
the audit committee would then have to sign oV so
that there would be the regulator, yourselves and the
audit committee all focusing on whatever issues were
of particular concern at that time? Would that be a
practical or helpful way forward?
Mr Nelson: We certainly believe there is scope for a
better and more formal relationship with the
regulator in the sense that the audit ﬁrms and the
audit process can support the regulatory process
better than it has been used in the past. It is not
through lack of will on our part, it is just that the way
that regulation was performed in the United
Kingdom following the introduction of the Financial
Services and Markets Act changed, and the auditor
had a very limited role to play in that, extremely
limited. We would welcome, and we have made it very
clear publicly, a constructive dialogue with the
regulator to explore ways in which we can support the
regulatory process, and that may be an example of
one of the things that we could do. We are not
recommending that we go back to the pre-Financial
Services and Markets Act regime of section 39 under
the Banking Act or section 55 under the Building
Societies Act, but there could be scope where the
auditor can actually contribute more to the
regulatory process than historically has been the case
certainly over the last nine years.
Q335 Lord Forsyth of Drumlean: On that last point,
Chairman, I am sure it would be helpful to have a
note on the speciﬁc detailed things that could be done
on that.
Mr Grundy: Yes, through the Institute of Chartered
Accountants, we have already made, I think, about
ﬁve particular suggestions.
Mr Hitchins: The Institute gave written evidence to
the Treasury Select Committee, so we can certainly
send you the same evidence.
Q336 Lord Forsyth of Drumlean: Perhaps I may raise
a diVerent, and perhaps more sensitive, issue and that
is whether the governance auditing should be carried
out by a diVerent ﬁrm from the one that audits the
accounts?
Mr Nelson: I do not think we would have a strong
opinion on that if the people that were supporting the
regulatory process were separate from the people
who were actually auditing the ﬁnancial statements.
Q337 Lord Forsyth of Drumlean: No, I mean, for
example, where, let us say, there is an issue about
governance or where there has been a whistleblower,
is it appropriate to have that carried out by
governance—

Mr Grundy: That quite often happens by another
ﬁrm. The way that the FSA deals with this, if it is
something suYciently serious, is to commission a
report by what is called a “skilled person”, and a
skilled person may well be a ﬁrm of chartered
accountants and generally they tend to employ
somebody else other than the auditor for that.
Q338 Lord Forsyth of Drumlean: Yes, but, as a
matter of practice, do you think that it should always
be the case that a diVerent ﬁrm does that?
Mr Hitchins: Well, there is no inherent conﬂict
between doing a ﬁnancial audit and auditing
governance in a normal environment. When there has
been a problem, you might well want a new pair of
eyes to come in and look at that.
Mr Nelson: I would not advocate mandating it, I
think, because we do not commission it, but it is up
to the commissioner of the work to decide who would
be the best person to do the work, having regard to
the beneﬁt of the knowledge of the institution versus
the beneﬁt of a perceived greater independence.
Q339 Lord Forsyth of Drumlean: I do not want to
embarrass you, but one example that comes to mind
is the HBOS example and the complaints that were
made by Paul Moore where, I think, KPMG actually
were the auditors for HBOS and they also
investigated and subsequently there was some
criticism about the impartiality. I do not say that that
criticism was fair or unfair, but I am just saying, as a
matter of good practice, should it not always be the
case? Clearly, if you have a client relationship and
there is criticism of the client, it is very diYcult, I
would have thought, not to feel some kind of conﬂict
of interest.
Mr Hitchins: That particular situation was some time
ago. That type of investigation is usually these days
driven by the FSA under section 166 of the current
legislation. In that situation, the FSA makes the
choice as to who does the investigation.
Q340 Lord Forsyth of Drumlean: I appreciate that.
Mr Hitchins: It is more often than not, in that
situation, somebody who is not the auditor. Clearly,
if you are investigating an area which the auditor has
looked at, you should use somebody new, but I would
not advocate having a hard rule on it because it
should be addressed by an independent regulator in
the circumstances, and I think the FSA should make
that decision.
Q341 Lord Forsyth of Drumlean: Well, I do not want
to pursue that particular example, but in this
particular case the independent regulator also had
someone who was involved in the board of the
company concerned, so it is a bit of a circular
argument, which is why I am trying to keep it on the
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principle level, which is: should the principle not be
that they are diVerent?
Mr Grundy: I think you have got to allow the
commissioners of the work, which is probably an
audit committee, some ﬂexibility with this.
Q342 Chairman: On a similar point, should
governance audits be made a statutory requirement
for banks?
Mr Nelson: Again, I think this is an area that is
perhaps worth looking at in terms of, in a way, an
audit can actually add more value than the current
very limited role, in a sense, that we have just purely
on the statutory ﬁnancial statements, and that is
something we would welcome.
Mr Grundy: Under the previous Banking Act, such
reports were often commissioned of auditors to look
at the high-level controls or governance in a bank,
and I think that is something where we still think
there is a place for, not necessarily every year, but a
place for that sort of approach.
Mr Hitchins: I think the consideration that needs to
be given though is whether those are more valuable
done privately through the FSA or whether they
should be in a public format, bearing in mind that
public reporting of that type of thing then tends to
follow a rigid template.
Q343 Lord Currie of Marylebone: Could you explain
how you, in these very diYcult conditions, make
these going concern judgments about banks, given
that it depends on regulator interventions and indeed
government interventions? How on earth do you go
about making such judgments?
Mr Nelson: It has been extremely diYcult. The
primary responsibility obviously rests with the board
because they have the responsibility to prepare the
accounts on a going concern basis or not, depending
on their view of whether they have the necessary
access to funds and capital going forward, but it has
been extremely diYcult. Obviously, it has involved a
signiﬁcant amount of understanding and an element
of dialogue with the Government to make sure that
there was suYcient clarity around the various
government schemes and support initiatives to be
able to draw a safe conclusion.
Q344 Lord Currie of Marylebone: Do you get that
clarity or are you getting that clarity in the present
circumstances?
Mr Nelson: Yes.
Mr Hitchins: We always have the option to have a
private discussion with one of the tripartite
authorities on an individual institution if we have a
particular concern.
Mr Grundy: But it has been important, these
statements and the actions of the authorities, in the
going concern assessment. Without those, I think we

would be in a very diVerent position around our audit
reports, undoubtedly.
Q345 Lord Best: In terms of your income from the
banks, what is the proportion that comes from
consulting and what from good old auditing, and is
there a possible conﬂict of interest in that division
inherently?
Mr Hitchins: In 2007, taking the six largest banks in
the UK and just on their published data to give you a
ﬂavour, the proportion of non-audit fees to audit fees
and fees closely related to the audit varied from 34%
to nine, and that is on a snapshot basis. An awful lot
of that non-audit fee is actually not consulting work
per se, it is tax advisory work or it is often other work
around controls, so, for example, one of the banks
concerned includes the element of Sarbanes-Oxley
reporting in its non-audit fees, and others include it in
the audit fee, but it is there, so that is there. The
independence of the auditor is something that all the
major ﬁrms take really seriously and, therefore, any
non-audit work we do has to be very carefully
checked as to whether it threatens our objectivity, and
we have a whole series of rules and processes that we
go through, and that involves almost invariably also
an audit committee pre-approval process, ie, before
we can do the work, the audit committee must have
said it is okay.
Q346 Chairman: I believe that the FSA are looking
again at the quality of some of their staV and whether
they need people with greater intellectual capability
in getting their minds around some of the credit
derivatives and so on. Is this a problem that also
aVects the accounting ﬁrms? Do you have suYcient
people of the knowledge and capability to get their
minds around these instruments and how they are
managed?
Mr Grundy: I think we all feel we do. We have plenty
of people who are highly specialist and can value and
understand complex instruments. Many of those
people, who do not actually want to work in a bank,
do enjoy the variety of work in a professional services
ﬁrm, and we have never really had diYculties in
getting people with the right intellect to deal with that
challenge.
Q347 Chairman: One gets the sense that in the banks
the people with that intellect and that kind of
motivation tended to be in, what I call, the “engine
room”, way down there, and that perhaps at higher
levels, maybe at director level, there was not quite the
same kind of capability. By the same token, do the
partners who are involved in the accounting ﬁrms
have the ability to get their minds around these issues
or the speciﬁcs of the modelling that is involved?

Processed: 14-05-2009 15:31:51

Page Layout: LOENEW [O]

PPSysB Job: 424855

banking supervision and regulation: evidence
3 March 2009

Unit: PAG1

99

Mr John Hitchins, Mr Brendan Nelson and Mr Oliver Grundy

Mr Hitchins: I think you would expect us to say yes!
Perhaps to ﬂesh that out a bit, these days audit
partners are becoming highly specialised so that you
get people who have spent their careers looking at
this stuV. Also, no audit opinions are taken by a
single partner these days and we have quality review
partners. On the larger banks, we tend to have a
review committee looking at all the key judgments, so
there is an awful lot of intellectual power that is
applied to whether or not the audit opinion can be
signed.
Mr Grundy: It is very much a collective set of
judgments and, yes, it is made by a number of
partners.
Mr Nelson: And we all have to go through mandatory
training on numerous occasions throughout each
year.
Q348 Chairman: This would include modelling,
would it?
Mr Nelson: No, we would not do modelling. We rely
on experts to provide us with expert input, but we
would deﬁne what we wanted in terms of what level
of comfort we needed and the procedures that we
wanted people to actually go and check.
Q349 Chairman: I think one of the things which is
coming across in the evidence to us is how you apply
judgment to the output of models and how you know
where their limitations lie. There may be a risk that
there are people who are very clever at modelling at
one level in an organisation and there are people
elsewhere who have judgment, but bringing the two
together eVectively is a diYcult thing to do, but it is
not something that you sense?
Mr Nelson: But, when you have liquid markets, you
have quite signiﬁcant price transparency, so, even
though you have model-derived values, you are able
to look to the market rather than look to the model
to see if the model is producing the right result, so it
was not only understanding the controls and
processes around the model, but you were able to
look to the market and see price transparency. Also,

to go back to a point we discussed earlier, because we
act for quite a large number of institutions, each ﬁrm,
you are able to sort of benchmark across institutions,
so we do not look at each client in isolation, but we
actually have the ability to look across, and it is the
same specialists that are looking at each institution,
so they are building up a portfolio of knowledge
around the marketplace in terms of what things
should look like.
Q350 Lord Currie of Marylebone: We know that the
markets work very well on the whole, but from time
to time liquidity dries up, and that is a historical fact
and it gets repeated quite frequently. Is not your point
that, when markets are liquid, you can assess risks
very well actually missing that point?
Mr Nelson: Historically, when you had liquidity
issues with a product because there was no price
transparency, what you used to do was to make
ﬁnancial provisions against the valuation to take
account of the liquidity risk, so you reduced the
amount of proﬁt that was being recognised from that
instrument if there was a liquidity issue associated
with it at that point in time.
Mr Hitchins: What is happening in the current
market is that the range of values you are getting out
of models has broadened a lot, so there are very few
instruments out there where there is only one model
and you have got no means of checking the
calibration of it as to whether there is any outside
benchmark. The problem you are faced with now, as
an auditor, is that the client has often done quite a lot
of work to calibrate its model against outside data,
but has come up with the fact that that outside data
has a signiﬁcant variation in it and you are deciding
where in that variation you should ﬁx the number to
go in the accounts. There is now a disclosure
requirement that, where you have an assumption
where a reasonably possible alternative could
produce a materially diVerent number, you have to
disclose that in the accounts.
Chairman: Well, thank you very much indeed for
spending some time with us this afternoon; it has
been very helpful.
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Examination of Witness
Witness: Mr Jacques de Larosière, Chairman of the EU High Level Group on Financial Supervision,
examined.
Q351 Chairman: This is the sixth public meeting of
our inquiry into banking supervision and regulation
and members have already declared their relevant
interests at earlier hearings. Mr de Larosière,
welcome to the Economic AVairs Committee. We are
very grateful that you are here in London today and
I think this is your second Select Committee
appearance today. We have all read the report of the
EU High Level Group on Financial Supervision of
which you were the distinguished chairman. Do you
want to say anything by way of introduction or shall
we move straight on to questions?
Mr de Larosière: No, thank you. I will answer
questions.
Q352 Chairman: The ﬁrst question I wanted to ask
was whether you might tell us what you feel was the
main underlying cause of the current economic and
ﬁnancial crisis and where you think the main blame
lies.
Mr de Larosière: The main fundamental cause of what
happened was the piling up over 10 or 15 years of
easy—too easy—monetary policies, very large
current account imbalances in the United States in
particular, matched by large structural surpluses in a
number of emerging countries which pegged their
currencies to the dollar more or less and therefore
injected very large amounts of liquidity into the
system. This easy money, easy credit condition
propagated a search for higher yields than those that
were oVered by very low interest rates which were
associated with this easy monetary policy; ﬁnancial
institutions’ investors engaged in search of higher
yields, therefore paying less attention to the quality of
credits, accepting relatively low spreads for high
risks, therefore undermining the fundamental
prudence of the banking system. This was the basic
set of circumstances that led to the present crisis. So
it is an accumulation of international imbalances and
what I would call loose monetary policies. Inﬂation
of course was not an immediate concern for central
banks because price inﬂation, CPI, remained
relatively tame during the period because of a

number of factors of which you are aware,
innovation and also low cost of imports from
emerging countries which had very low labour costs.
Inﬂation was not of immediate concern to central
bankers who geared their policies to inﬂation
targeting. But where inﬂation appeared was in the
assets. Assets went up and up and up in all segments
of the market: real estate; equity; bonds. I think that
was the cause. Of course, some innovations in the
ﬁnancial instruments contributed to the overextension of the system, thinking in particular of the
abuse of securitisation which allowed banks to get oV
their balance sheet a lot of assets which were perhaps
not of the highest quality and which were then sold
out to the market, to the investors, with very
handsome ratings from rating agencies which were
paid by the originators of these products which I
think is a major conﬂict of interest. All these things
accumulated and explain the crisis of today. If you
add the herd instinct, the greed and all that, you get
the picture today. It is not just the bankers: it is more
importantly the general conditions which I have
explained and which stem in great part from oYcial
authorities.
Q353 Chairman: From that loose monetary policy.
Mr de Larosière: Yes.
Q354 Baroness Kingsmill: Your group suggested
EU-level oversight of macro prudential supervision
should be provided by the European Central Bank
and the European System of Central Banks as part of
a new European Systemic Risk Council. Is it possible
to separate out macro prudential regulation from the
broader questions of economic policy? That is the
ﬁrst part of it. The second is: how would you resolve
conﬂicts as between state governments and a
proposed European Systemic Risk Council?
Mr de Larosière: Let me take both questions in
succession. When you exercise macro prudential
regulation you are bound to ask yourself questions of
economic policy. Let us not hide ourselves from that
reality. Often, as I have explained, oYcial policies,
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ﬁscal policies can be part of the systemic risk. What
we have been careful to avoid in this report is giving
this body which you have mentioned, the European
Systemic Risk Council, decision-making powers
which could have, in the case you have just indicated,
impinged on the sovereignty of nations in terms of
their general macro economic policy. We did not do
that. What we said was that what was lacking in the
current system was a body of independent central
bankers who would look into the emerging problems
of a systemic nature which could be contagious and
aVect the whole system; an independent body of
central banks who would meet, not very often, in my
view they would meet perhaps two or three times a
year at the highest level, at the level of governors and
discuss, under the aegis of the European System of
Central Banks, because I think that is the best place
to do it, a bit like the BIS is probably the best place
to host meetings of the Basel Committee. With the
technical assistance and the help of the European
System of Central Banks, the central bankers would
meet and would try, with the Level 3 committees, (to
be upgraded) and a representative of the
Commission, to detect nascent problems. These
people are not going to make decisions, they are
going to make warnings and these warnings, in the
process that has been laid out in the report, would
seep down into the authorities concerned. Suppose
you have a problem of excessive borrowing in some
European countries, borrowings denominated in
foreign currencies; it is a major systemic problem
nowadays on our borders towards the East. Suppose
that had been detected in such a meeting, there would
have been a warning, the central banks in question
would have had to respond, either they would have
abided by this recommendation to curtail these types
of mismatching operations or they would not. If they
had not, if they decided not to move, the matter
would have been transferred to the political level,
which is entirely correct, that is the Council of
Ministers. So that is the way it works. If I may say so,
it is a soft decision-making process because there is no
decision. It is a warning system, but a warning system
that goes beyond and that is the novelty which I
would like to be understood. Instead of having
reports that pile up on shelves and get buried in dust,
instead of having general warnings like we have had
over the years: that risk premia are too thin, that the
system is too much extended; that there is too much
(extended) leverage, which was said but then
evaporated into thin air, what we are trying to do here
is create a strong wired system whereby you have to
go through a process which does not entail decision
making from this committee but you do have to go
through a process where you either apply the
recommendation or you do not. Then the system has
to be politically conscious that something is going
wrong. It is probably the best we could do. Some

people said “No, you need more teeth in the system”.
I was amongst those who felt that you had to have a
softer process precisely for the reason you said which
is that this macro economic surveillance treads on
other boundaries. The second question was: how
would conﬂicts between member state governments
and the European Systemic Risk Council be
resolved? I do not think there would be conﬂicts.
There might be advice, recommendations, if the
country’s national authorities think they are right
and that the Systemic Risk Council is wrong so be it.
This system is rather solid and the Bank of England
would be a full part of this which is indeed under the
aegis of the European System of Central Banks which
features the Bank of England in a very prominent
part.
Q355 Lord Moonie: Your Group proposes a
European System of Financial Supervision, the
ESFS. This would involve consistency of rules and
sanctions across the EU. We know from our
experience of the Basel Committee that international
coordination is diYcult and slow. Is there a danger
that under an ESFS regulations would evolve too
slowly and that cross-border standardisation would
inhibit innovation in regulation?
Mr de Larosière: Personally I do not think so. If you
read the report carefully, you see that these enhanced
Level 3 committees basically will help harmonise—
although this is not a word I like very much—make
more consistent the interpretations of rules which
are, as you know, very diversely interpreted at present
in Europe. This is something that we all want. It will
have some limited powers to do that. For instance, if
you have a diVerence of views in a college between a
host and a home regulator, this matter, if it persists,
can go up to the Level 3 committee, enhanced in its
authority, part of the European System of Financial
Supervision. There are limited actions that these
authorities could take and which would be consistent
with the principle of letting the national authorities
do what they do best. Would regulations evolve too
slowly? It all depends on the way this is implemented.
What we have proposed was to take stock of all the
major diVerences which at present exist in the
European rules, these national exemptions, these
diVerences of interpretation, and to wipe out the most
unnecessary or harmful divergences. That is the ﬁrst
thing. The second thing is for the future not to engage
in such a fragmentation. Will it be slow? Will it be
quick? I do not know. In the past it has been slow, that
is for sure. If you have more independent, more
visible, more established authorities, I think this
could change things for the better.
Q356 Lord Paul: In answer to the Chairman’s
question you have said that perhaps one of the things
was wanting to create higher yields by the bankers
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because of the lower interest rates. That seems a bit
too simple. Do you suspect some sense of greed,
almost bordering on fraud, which drove them to
come to such kinds of decisions which neither the
credit agencies nor the auditors want to own? Where
could these things have gone wrong? Such a large
number of people all over the world have suVered
from this and neither the bankers nor the accountants
nor the credit agencies seem to have a sense of
responsibility.
Mr de Larosière: You have put your ﬁnger on the
problem. What we say in the report is that these
practices of abusing securitisation, that is turning a
blind eye to the inherent quality of the credit which
lies behind these sophisticated products, is something
which should be corrected. We think that
securitisation should be simpler, should be related to
understandable risks and that the issuing banks, the
originators, should keep on their books part of what
they have issued for the long period, that is until
maturity, and without hedging those positions. Those
are some of the measures which could curb the
excesses to which you were alluding.

Q357 Lord Eatwell: Your report places very strong
stress on notions of consistency rather than
harmonisation, which is the word you do not like. I
wonder whether I could just press you on two aspects
of consistency. First of all, you plan to build on the
three Level 3 committees and, given the
disintermediation in the ﬁnancial system and the way
in which crises for the banks have occurred in
investment banks or even in the insurance
companies, does it make sense to keep those three
committees separate any more? Should there not just
be a committee overlooking the ﬁnancial services
industry as a whole rather than what are now oldfashioned institutional boundaries? The second
consistency question involves consistency as between
national regulators and the fact that you seem to be
suggesting there should not be innovation in
regulation or distinct proposals. As we all know, the
Spanish regulators behaved in a diVerent way to
everybody else—or at least the main countries—over
the last 15 to 20 years to their ultimate beneﬁt. Would
they have been inhibited from doing that in the search
for consistency?
Mr de Larosière: Let me tackle the second question
ﬁrst. If we had applied the principles that are
contained in our report, not only would our Spanish
colleagues not have been criticised for this dynamic
provisioning which they put in place, they would
have been applauded. Indeed the gist of this report, in
terms of regulation, is to say that if anything the Basel
Committee has been too pro-cyclical in its rules and
has aggravated the pro-cyclicality in a way of the

accounting rules. The combination of Basel and the
IFRS has enormously aggravated the pro-cyclicality.
Q358 Lord Eatwell: I thought that was a tactic.
Mr de Larosière: On the contrary, this system would
not have broken that down. On the question of
harmonisation, it is absolutely clear to me that we
need better and more consistent rules. We need to
have a rule book that is understandable and that is
consistent, if not we would get all sorts of drawbacks.
There are leakages, rushing to more lax systems,
competitive distortions, regulatory arbitrage, all
these things we have known in the past. I think we
need to get into that and to change it. Maybe I did not
answer your ﬁrst question properly.
Q359 Lord Eatwell: It was just that it seemed to me
that building on all three Level 3 committees—
Mr de Larosière: You are absolutely right, I forgot
that. I can say that personally I have some sympathy
with what you have just said. We do actually say in
the report that after an initial period where we do
keep the three committees, there would be an
evolution towards a twin-peak system where you
would have insurance and banks on the one side and
markets and market practices on the other side. So it
does not go as far as one institution but certainly not
more than two.
Q360 Lord Tugendhat: In your report you say “ . . .
consideration should be given to the ways in which
the formulation of ratings could be completely
separated from the advice given to the issuers on the
engineering of complex products”. When we had the
ratings agencies here a week ago, rather to my
surprise, they all denied categorically that they
provide ratings consultancy. Would you be kind
enough to give me the answer to two questions? How
big a problem do you think this is? How would you
like to see the whole business of ratings structured in
the future and who pays for them?
Mr de Larosière: You have provided the leads to the
proper answer. No, there is in my view a conﬂict of
interest when you are a rating agency and not only do
you rate some of the products but you participate in
the manufacturing and engineering of the products.
Of course it is an iterative process: the issuer calls on
the credit rating agencies and asks whether that
would call for Triple A and the rating agency says no
you have to restructure it in another way and you get
into that sort of relationship where the agency is paid
for two parts of its intervention. That is wrong and
we say it, not mincing our words, in the report. You
are right that we should be looking into the business
economic model of those agencies. We have lived
through the last 30 or 40 years in a system where it is
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the issuer who pays the rating agency. There have
been periods when it was the investors who paid for
the gradings. You can imagine a small fee that would
be levied on the transactions. It is a question which
has to be asked because there has been so much harm
in this sector that it is worth looking into it.
Q361 Baroness Hamwee: You suggest withdrawing
the licence from rating agencies. How could their
performance be evaluated if the licence was
withdrawn? Would that not in fact have the
consequence of damaging conﬁdence? So is a threat
to withdraw the licence a credible threat?
Mr de Larosière: I do not know whether conﬁdence
has come out of the recent events when Triple As
suddenly in July 2007 became Triple Cs. That I will
leave to your own judgment. It is normal that if these
agencies are registered, they are submitted at least to
a comparative check on the way they perform their
duties and if something reveals that methodology has
been faulty, results have been not consistent with
what the rest of the profession had done, it is perfectly
normal, not necessarily to withdraw the licence, that
is a last resort and you should not focus on that, but
at least to look into the sectors where the credit rating
agency perhaps did not act so carefully and to act on
that part. Then, after one year, you could look at it
again. That is an idea. I do not say that is going to
change the world, but it is an idea which has been
expressed.
Q362 Lord GriYths of Fforestfach: It is an excellent
report and, if I may say so, it comes to us from an
Anglo-Saxon tradition as very much out of the
continental European tradition. You talk a lot about
coordination and harmonisation, a common global
approach, you see the European System of Financial
Supervision ensuring that national supervisors
perform. You talk about a common global approach
to remuneration schemes. Let us assume this was
adopted by the Eurozone members, it seems to me
that other regulatory regions, particularly the US and
possibly the UK, might have diVerent views to
yourself or to the European view and the question
then is, if I were a banker doing business in the
European zone, would I not really want to relocate
outside of it? While your approach may harmonise
things within Europe, the danger is that you lose out
really to the rest of the world because you cannot
impose this globally.
Mr de Larosière: I am afraid I do not follow you at all
on that point; I am sorry to say that. This is a
mistaken view.
Q363 Lord GriYths of Fforestfach: When you say
you do not follow it, what do you mean? I am sure
you understand it.

Mr de Larosière: I understand you, but I do not agree
with you and I am going to say why because this is
perhaps the most important part of the report. We are
not laying down new rules in this paper, we are saying
that some of the existing rules have been misleading
and inappropriate, for instance some of the Basel
rules, some of the accounting rules. We do not say
that we, the Europeans, are going to change this
alone. Of course it would not even be possible. You
cannot change the Basel rules without having the
agreement of all the others, including the Americans
and those who participate in the Basel Committee.
What we tried to do is reﬂect on what went wrong and
to make a number of proposals which are of course
destined for the global system. I do not think we are
foolish enough to believe that we can have a nice,
well-harmonised, rule-based system in Europe and
turn a blind eye to what is going on elsewhere. This
could indeed be a recipe for what you said, that is
turning towards places where regulation might be
lighter. What we think is that it is in the interest of the
United States—I am not here to judge whether it is in
the interest of the United Kingdom; that is for you to
choose—it is in the interest of the global system to
have a system of regulation that is consistent overall,
that does not propagate these circumventing actions
of regulatory arbitrage, that does not allow a parallel
banking system to do all sorts of things which are
very close to the basic functions of banks without
having any deposits, any capital requirements, any
regulations. These things should be mended. If we do
not think they should be mended, then I do not
understand why we have been asked to do the report
and I do not understand why we read in the press
every day that the system is collapsing. We should be
looking at that on an international global plane,
absolutely right. I participated in the Volcker report
in the United States which came out in the ﬁrst week
of January 2009. If you read the two reports, you
would see that there is a great convergence of views,
including on things like the principles for corporate
governance and remuneration. Of course
remuneration is a global problem; you cannot tighten
the system in one country or one region and then let
the party go on elsewhere. But I think the Americans
are very desirous of putting some order in this and if
you look at the Institute for International Finance
paper that goes back to the autumn of 2007 you will
see things which are absolutely on the same wave
length as those we have said. I would really like to
avoid a presentation of this report which would say
“This is the old Gallic thing, they are doing their
dirigiste system in Europe and then they are not even
looking at the rest of the world”. Not at all. This is a
paper which is a global paper and I must say that I
have been congratulated more by American friends
who took pains to read it than by some of my
European friends.
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Q364 Chairman: We would have loved to have had
you here for much longer this afternoon but we did
promise to get you away in time to catch your

Eurostar. Thank you very much indeed for your very
helpful contribution.
Mr de Larosière: Not at all; it was a pleasure.

Supplementary memorandum by Jacques de Larosière

Q. The three new European System of Financial Supervision (ESFS) Authorities should ensure that national
supervisors perform adequately, according to your Group’s report. It also refers to “graduated sanctions” that will be
applied if national supervisors fail to respond to rulings from the Authorities. It concludes that, in exceptional
circumstances, the Authorities should be able to acquire the duties that the national supervisor is failing to discharge. If
the ESFS had existed 18 months ago, would it have exercised this power? What would be the systemic consequences of
such a severe penalty?
Given that the report proposes that national authorities remain responsible for micro supervision, it only
seems reasonable to check whether those national supervisors meet the standards of professionalism and
performance that (as experience has recently shown) are so important for ﬁnancial stability.
Therefore the report proposes that the European “Authorities” should have the duty to ensure that all national
supervisors meet the required standards (by rulings destined to ask national supervisors to correct weaknesses
and, if needed, to apply “graduated sanctions”). Barring such powers, the European system of supervision
would run the risk of being ineYcient.
It is very diYcult to “redo” history after the facts and to decide whether the proposed system would have
avoided the observed failures. But if one looks at certain examples (see Iceland) of foreign branches having
mushroomed in a number of European countries with a very weak group supervision, I would tend to believe
that the extreme proposition contained in the report (or the threat to have recourse to it) would have helped
prevent and contain the contagion. The U.K. is very insistent on this point.

Q. What should be done to ensure that supervisory staff have sufﬁcient expertise?
Supervisory staV should be trained, receive adequate remuneration and use the private ﬁnancial sector as a
source of recruitments. All this requires, as the report stresses, suYcient budgetary resources. The aim is to
create a strong European supervisory culture.

Q. Your Group’s report discusses crisis management and resolution, and it argues that a lack of consistent crisis
management and resolution tools across the Single Market places Europe at a disadvantage relative to the United
States. How should this lack of consistency be addressed?
This lack of consistency should be addressed by the following measures :
— the Authorities should receive information from competent supervisors and from central banks ;
— they should act as mediators if needed.
Furthermore, while national authorities will always (as long as there is no European federal budget to this
eVect) be responsible for public funds in case of ﬁnancial bail-outs, and therefore, while no burden sharing can
be determined between states in advance of a cross-border crisis, more has to be done in terms of reinforcing
and clarifying the framework that should preside over crisis resolutions (see no 139–143 of the report).

Q. How closely should bank risk management practices be supervised in the future?
Bank risk management should be better regulated (see the part of the report that criticizes the Basle approach
to risk management, VAR…). Once regulation has been corrected, supervisors will focus on internal risk
systems and check their adequacy, as well as the quality of “risk governance” called upon in the report.
10 March 2009
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Memorandum by the British Bankers Association
1. The British Bankers Association (BBA) is the leading association for the UK banking and ﬁnancial services
sector, speaking for over 200 banking members from 60 countries on the full range of UK and international
banking issues. In addition, 37 professional ﬁrms are also associated with us. Our members, whilst
predominately banks, engage in activities which range widely across the ﬁnancial spectrum, encompassing
services and products as diverse as primary and secondary securities trading, insurance, investment advice and
wealth management, custody, as well as conventional and non conventional forms of banking.
Can the regulatory authorities effectively control the risks taken by banks, especially in today’s globalised markets? How
can the international dimension be addressed?
Colleges of Supervisors
2. We believe the answer to the eVective supervision of individual global banks lies in colleges of supervisors.
That is, a forum to bring together the supervisors from each of the jurisdictions in which a ﬁrm operates, to
discuss and agree the supervisory approach for the group. A number of large globally active banks already
have colleges in place but this must be extended to all large, systemic, cross-border entities as was suggested
by the Financial Stability Forum in its April 2008 recommendations.
3. We believe colleges are the best mechanisms to coordinate and harmonise the implementation of decisions
taken by national supervisors. They not only allow more eYcient and eVective supervision but also permit
supervisors to take a holistic view of the risks faced by ﬁrms and, further, the risks they pose to the ﬁnancial
system.
4. Colleges also help to foster trust and conﬁdence between supervisors, which is so important in crisis
situations. In our view, it is no coincidence that the colleges which have operated most successfully during the
current crisis are the longest established.
Global Regulatory Framework
5. In addition to the action taken by the UK authorities, international regulatory bodies and standard
setters—under the aegis of the Financial Stability Forum and more recently the G20—have set in train an
action plan aiming to address coherently the shortcomings in the international regulatory framework for
ﬁnancial institutions. These measures are comprehensive in nature and are supported by the UK Government
which rightly sees the need for problems associated with a global industry to be addressed on a global basis.
6. Urgent steps are also being taken within ﬁnancial markets to progress far-reaching measures on an
international level over the short-to-medium term in seven key areas:
— Strengthening transparency and accountability
— Regulatory regimes
— Prudential oversight
— Risk management
— Promoting integrity in ﬁnancial markets
— Reinforcing international cooperation
— Reforming international ﬁnancial institutions
7. Within these broad areas some 50 regulatory initiatives are being pursued. Each initiative is being developed
on the basis of international cooperation and the expectation is that solid progress will be reported by the time
of the April 2009 G20 Summit. This constitutes a diverse reform programme and the British Bankers’
Association is engaged on each of these initiatives at an international level.
Has the supervision of individual banks been handled effectively under the Tripartite System of the Treasury, the
Financial Services Authority and the Bank of England? Should banking supervision remain with the FSA or be
returned to the Bank of England?
8. We believe that the current Tripartite Arrangements in the UK remain valid, but, in relation to Northern
Rock, what was at fault was their execution. The 1997 Memorandum of Understanding between the Bank of
England, the Financial Services Authority and HM Treasury, as amended in 2005, will no doubt be further
changed as a result of recent experiences. We would hope that the authorities will put these changes out to
consultation. The authorities learned their lesson with Northern Rock, and the subsequent problems
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associated with Bradford & Bingley, the Icelandic banks, and London Scottish Bank were handled much more
expediently and eYciently.
9. On balance, our members have no desire to see banking supervision returned to the Bank of England. They
see continued merit in a properly focused, resourced and integrated ﬁnancial supervisor, which enables them
to conduct a single set of regulatory relationships.
How is responsibility for stability of the ﬁnancial system divided in the Tripartite System? Has oversight of the banking
system been lost due to a focus on individual banks? What has been the nature of coordination between the different
regulators before, and since, the Northern Rock crisis in the summer of last year?
10. As noted above, this co-ordination has improved in the wake of Northern Rock. That was a consequence
of, notably, an insuYcient amount of information exchange between the Bank of England and the FSA. There
was also a misunderstanding that general market liquidity enhancement would be promptly corrected by the
Bank. The information gap is now being addressed with a provision in the Banking Bill enabling the Bank of
England to obtain additional information from the FSA. We would also encourage the Bank and the FSA to
exchange more systematically information about “names” in the market. The Bank needs to display less
timidity in communicating market observations to the FSA, and the FSA in cross-checking its prudential
concerns about a particular institution with the Bank. While the Bank remains responsible for the stability of
the ﬁnancial system as whole, and the FSA for the prudential supervision of individual ﬁrms, both should not
be averse to communicating views about each other’s sets of responsibility: in other words, overlap of
responsibilities is better than underlap.
How can regulators employ people of the right calibre to regulate the banking system effectively?
11. This is a worldwide phenomenon. Regulators, in normal economic circumstances, can rarely employ a
suYcient number (or quality) of supervisors, as the best of these tend to be poached by ﬁrms. In present market
conditions, the attractions of a position with a regulatory authority are self-evident. In the FSA’s case, they
are addressing these issues by recruiting a signiﬁcant number of additional line supervisors, as well as
enhancing their line supervisory training programme. These are both lessons arising out of Northern Rock.
The FSA also has a very broad remit and ﬁnite human resources: this suggests a much more prioritized focus
on those supervisory targets that really matter. The answer is not to continue signiﬁcantly increasing the
FSA’s budget.
Could the regulatory authorities have foreseen the banking crisis? What changes might help the authorities predict such
a crisis in future? What could then be done to avoid a repeat?
12. The FSA issued a “Dear CEO” letter at the end of 2006, highlighting the pricing of risk and the need for
stress testing. In addition, the Bank for International Settlements and the International Monetary Fund had
warned against the mispricing of risk, and the debts being accumulated by governments and consumers.
13. The current crisis has its origins in the Basel I environment. The revised framework will better equip
regulators to supervise ﬁnancial institutions. The three pillars associated with Basel II, and the steps taken
since August 2007, should enable regulators, and, with regard to Pillar 3, investors, to better assess capital
adequacy and risk management.
14. A global approach to regulation, including cooperation and reform of international institutions, increased
transparency and accountability for both regulators and regulated ﬁrms, better rather than more regulation,
and the promotion of integrity would go a long way. In addition, shareholders, especially pension funds, and
non-executive directors should be more active in ensuring proper corporate governance and the preservation
of shareholder value.
What changes should be made to banking regulations?
15. Prudential monitoring of ﬁnancial institutions by the FSA necessarily focused on individual company
solvency rather than systemic stability, for which the Bank of England has responsibility, but the co-ordination
of supervisory, ﬁnancial and statistical information has been lacking. Regulation of institutions and a
formulation of stability indicators require better sharing and joint assessment of data, particularly in respect
of group structures and business models. The clause in the Banking Reform Bill to facilitate the further sharing
of information between the Bank and the FSA is most welcome. However, the authorities should make better
use of information already gathered before requiring additional data.
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16. As stated in paragraph 6, a broad range of steps are being taken at both national and international level.
These cover areas where supervision fell short.
17. In particular, the following should be addressed among the prudential soundness and liquidity measures:
Regulatory Capital
18. Banks’ own risk models for tradable assets and the underlying assumptions have not delivered appropriate
amounts of capital, with losses very signiﬁcantly exceeding model-predicted capital requirements. Changes to
the trading book regime should aim to restore conﬁdence in derivatives and securitisation (which have brought
beneﬁts to consumers and businesses alike) and avoid unintended consequences that would hinder future
innovation. In reviewing Basel II it is already accepted that its pro-cyclicality is an issue that requires further
investigation.
Collateral for Central Banks’ Operations
19. As central banks’ experience has developed, they have recognised that case-by-case solutions are not
appropriate and that a coordinated market-wide and globally-synchronised approach is required. We support
further moves to widen and harmonise the range of collateral eligible for central banks’ liquidity support
schemes and the de-stigmatisation of their use by market participants.
For example, should capital adequacy regulations be tightened? Should they take account of the quality and liquidity
of the assets held by the banks? If so, how? Do regulators need to create different sets of rules for different assets held by
banks? Should fair value accounting rules be adjusted?
20. We do not feel that a tightening of rules is needed.
21. The EU Directive implementing Basel II, the internationally agreed capital adequacy framework, came
into force at the beginning of 2008, whereas the bubble that created the credit crunch had been building for a
decade. So the revised and tighter Basel II rules—in relation for instance to securitisation—did not have time
to permeate deeper into the ﬁnancial supervision of banks.
22. Basel II’s shortcomings were recognised as the 1988 Basel Accord was revised and bankers and regulators
achieved a framework that balanced practical applicability with theoretical thoroughness, recognising that
evolutionary amendment would be required—in for instance the application of the framework to the trading
book and liquidity risk.
23. It is important that Basel’s weaknesses are addressed and amendments made but there is no need for a root
and branch re-examination of the Basel II framework. The Basel Committee has already released proposals,
currently out for consultation, in relation to resecuritisation and market risk. It is also examining ways of
building capital buVers during the good times and considering the introduction of a leverage ratio, although
the industry remains unconvinced that a leverage ratio is an appropriate regulatory tool—it seems to have little
eVect in the US where a leverage ratio has been a requirement for some time.
Liquidity and Asset Quality
24. The FSA—somewhat ahead of other regulators—is currently consulting on tough rules that will require
banks to hold more, higher quality liquid assets and place more of a reliance on retail deposits and subject their
liquidity assumptions to rigorous stress testing in order to enhance their liquidity. Whilst understandable given
the stress on some UK banks caused by the recent shortage of liquidity we are concerned that some of the
requirements if applied over zealously to UK branches of foreign banks could impact on the attractiveness of
the City of London as an international ﬁnancial centre.
25. The Basel II framework already takes account of asset quality, either by using credit ratings as a proxy for
credit quality (for banks using the standardised Basel II approach), or a bank’s own assessment of the riskiness
of its assets as permitted by the Internal Ratings Based approach, which is used by large internationally active
UK banks.
26. However the approach to setting the amount of capital to be held against an asset can diVer depending
on whether it is held in a bank’s banking book or its trading book. Assumptions about a trading book asset’s
inherent liquidity have been shown to have been ﬂawed and the Basel Committee is currently consulting on
capital requirements for trading book assets, as noted above. When implemented these are expected to require
multiples of extra capital to be held against trading book assets.

Processed: 26-05-2009 23:30:47

108

Page Layout: LOENEW [E]

PPSysB Job: 426772

Unit: PAG1

banking supervision and regulation: evidence

27. As noted above there is already a bifurcated approach to assets held either in the trading book or the
banking book and this is being re-examined to reduce the heretofore preferential capital treatment for trading
book assets.
28. The banking industry remains convinced however that capital should be determined by the key
characteristics of an asset’s riskiness—eg Probability of Default, Loss Given Default and Exposure at
Default—rather than by its type per se.
Fair Value
29. The turmoil has demonstrated the diYculties associated with applying fair value measurement
requirements in the absence of deep and liquid markets. We therefore welcomed the publication of guidance
by the International Accounting Standards Board and its US equivalent—the FASB—(at the request of the
Financial Stability Forum) clarifying how their valuation standards should be applied in illiquid markets.
30. Whilst guidance is welcome, however, it does not alter the fact that IAS 39: Financial Instruments:
Recognition and Measurement has very real shortcomings. In this regard, we welcomed the IASB’s decision to
amend IAS 39 to permit, in rare circumstances and on a fully disclosed basis, certain ﬁnancial instruments to
be reclassiﬁed out of the fair value through proﬁt or loss category. Following this amendment, the IASB and
FASB announced the creation of a new Financial Crisis Advisory Group to consider further the ﬁnancial
reporting issues arising from the global ﬁnancial crisis. This is a welcome development.
31. In our view, this new group should take into account the signiﬁcance of the eVect on valuation resulting
from the loss of market liquidity, which is proving to be sustained and has shown up the frailty of assumptions
made previously. This is not only a question of reﬁning standards through guidance, but must also read
across into:
— The scope of fair value, including the appropriate dividing line between classifying instruments as
held on a trading or available for sale basis and their classiﬁcation as being held over the longer term
— The calculation of fair value and the concerns expressed by many of the mechanical nature of “exit
price” and the assumption it makes about the existence of deep and liquid markets
— The case for permitting further reclassiﬁcation (in all cases at fair value and on a fully disclosed basis)
in light of dramatically changed market circumstances
— Whether measurement shortcomings can be addressed through reﬁnement and better understanding
of the principal categories for ﬁnancial instruments or whether a more fundamental revision can be
justiﬁed.
Do Basel banking standards and guidelines need to be changed? Did the FSA ensure that banks followed the Basel
standards and guidelines?
32. Basel banking standards and guidelines, as implemented by the EU’s Capital Requirements Directive
(CRD) in early 2008, are being amended. Signiﬁcant steps have been and are being taken to improve prudential
soundness. Those areas currently under consideration are:
— Tightening up of quality (Tier 1) capital
— Higher capital requirements
— Enhancement of risk management, particularly liquidity risk
—
—
—
—

More and better stress-testing
Mitigating pro-cyclicality, and provisioning in “good times”
Tightening up of retention of securitisation tranches, and oV-balance sheet vehicles in general
Circumscribing the eVect of remuneration practices and incentives against excessive risk-taking.

33. Taking each of these in turn:
Capital
34. The Basel requirements are being revised in terms of both the Tier 1 capital requirements and the
expectations of supervisors with regard to Pillar 2, especially the use of stress testing and its application to
internationally active groups. Prudential standards and their interaction with liquidity, as well as liquidity were
addressed by the supervisory architecture in Europe well before the credit crunch and liquidity squeeze made
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these priorities. We accept that there will be a greater focus on these themes, but believe that better, focussed
and coordinated regulation is the way forward, not just more regulation.
35. It is important to note that there are many local variations both in the application of Basel II/CRD and
in determining what instruments qualify for inclusion as Tier 1 capital. Whilst accepting that there will often
be a need for local discretions, the nature and extent of these requires review with the intention of bringing
about more equivalence in this area.
36. We note also that whilst many regulators both in the EU and elsewhere have used powers to increase the
minimum Tier 1 capital, there appears to be diVerent reasons given for these actions and in turn have prompted
the market to assume that a higher minimum Tier 1 capital threshold has been mandated rather than a larger
capital cushion for the purposes of absorbing losses as a result of the unprecedented credit crunch. This serves
to highlight the need for clarity and co-ordination in this and in other areas, and that the EU should remain
consistent with development of global standards.
37. The present crisis has also brought to the fore the part that dynamic capital provisioning has to play in
minimising the pro-cyclical aVects of the current CRD/Basel II requirement.
38. Furthermore, as it is important that not only is a prudential framework sound, but that institutions and
regulators are conﬁdent that risks are being measured in the right way, that aspects continue to be reviewed
on a regular basis and not just left to be “shocked” by an unprecedented event.

Liquidity
39. A signiﬁcant aspect of mitigating systemic risk is the management of liquidity, especially in times of global
macro economic shocks and contagion. An obstacle for global liquidity risk management is the inconsistent
nature of national liquidity standards. As banks become more internationally active, the rationale behind
domestic focussed liquidity requirements may need to be reconsidered and weighed against the fact that the
viability of global banks depends on timely ﬂows of liquidity across jurisdictions.
40. It is our contention that regulators, by way of colleges, should improve coordination in this ﬁeld, matching
the needs of the ﬁrms they supervise to regulatory practice.
41. The immediate focus of such colleges should be the elimination of practices that hinder intra-group
funding and result in excessive locally-maintained pools of liquidity. The BBA recognises however the
concerns of individual countries and their need to protect depositors and investors, and particularly when part
or parts of their retail banking industry is operated as a subsidiary or a branch of a major entity headquartered
elsewhere.
42. However it needs also to be recognised that greater harmonisation of liquidity standards, as well as those
applied at the global rather than the individual local legal entity level, coupled with the elimination of obstacles
to funding will have the beneﬁcial eVect of enhancing liquidity risk management and make for more eYcient
ﬁnancial markets. In this area, colleges of regulators have a strong part to play.

Stress-testing
43. It has an important role to play. It is a critical modelling and risk-management technique, which our
members use to check estimates and parameters, but it remains only an instrument of self-assessment, to be
used with judgment and accompanied with qualitative evidence, and not a validation procedure as such. The
governance and qualitative aspects of such validation are as important as the quantitative element. There are
many good practices in this ﬁeld on which to build enhanced stress testing models.

Remuneration
44. Through regulatory tools such as Pillar 2, supervisors should encourage banks to ensure that they
understand the potential for inappropriate incentivisation of their remuneration policies without being
prescriptive. This is a sensitive issue and the BBA has put together a working party composed of senior
practitioners from within a cross section of banks for the purposes of developing a remuneration framework
that has the eVect of promoting good practices within member banks. Remuneration is not separable from
good risk control and should reinforce the risk appetite of the ﬁnancial entity. Framed in this form it can also
be included as part of the holistic regulation of the entity and play a role in the regulatory capital
assessment process.
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45. Broadly, we believe that the current prudential initiatives underway, at the global, EU and national levels,
constitute a number of welcome steps towards renewing the prudential soundness of banks. These initiatives,
together with recapitalisation and other measures, will leave the banking system in a stronger position in the
long run.
46. In the short-term, as the authorities consider and implement the new framework they must also be fully
mindful of the international context as a global industry requires global rules whilst also being vigilant about
any further emerging deﬁciencies in the prudential framework, ﬁlling these gaps where necessary.

FSA
47. One should not forget that the EU’s Capital Requirements Directive, implementing the internationally
agreed Basel II capital adequacy framework, came into force at the beginning of 2008, whereas the bubble that
created the credit crunch and liquidity squeeze had been building for a decade. As such, the sources of the crisis
lay in the 1988 Basel I environment. Therefore, the revised and tighter Basel II rules—in relation for instance
to securitisation—did not have time to permeate deeper into the ﬁnancial supervision of banks.
48. At the end of 2008, the FSA issued consultations on stress testing, building on the work that it did as part
of the Basel Committee, and liquidity, trading book capital and market risk. As can be seen within the context
of the various consultation exercises on the part of the tripartite authorities—the Treasury, Bank of England
and Financial Services Authority—during the course of 2008 there is acknowledgement that UK market
oversight and banking supervision speciﬁcally have fallen short of an acceptable standard. The banking
reform programme, as trailed in various consultation exercises during the course of 2008 and partly
encapsulated in the Banking Bill, involves signiﬁcant revision to UK institutional arrangements and brings
with it the promise of a sharper focus for regulatory execution.

Is better testing and regulation needed of new ﬁnancial products, especially complex securities? If so, how? Should
complex ﬁnancial instruments, such as credit default swaps, be traded through clearing houses?
49. Stress and scenario testing, including for new and complex products, should be enhanced and better
integrated with strategy, capital planning and risk management, becoming part of the culture, especially when
assessing risk appetite. Scenarios should include those likely to cause business models to become unviable, but
remain plausible, ie get management to think outside their usual. Testing should not be seen as a perfect, single
metric solution. Results should be taken into account in decision-making, but such output should be used
thoughtfully and not made automatic.
50. The use of clearing houses for complex instruments would result in savings for banks on their capital
requirements as banks will know their net rather than their gross positions. However, participants will have
to post signiﬁcant amounts of money to the clearing house’s default fund. Should there be multiple clearing
systems, each will require a separate fund. When instruments are netted, banks have not removed the risk.
They are instead pooling the risk of default with other banks involved with the clearing house. In addition to
the default fund, participants will have margining requirements (based on the amount that is cleared). Firms
will need time to build links to with the clearing system. In turn, the clearing house needs to connect to the
settlement systems and regulators.

Should there be tighter regulation of off-balance sheet vehicles in which some banks held “toxic” assets associated with
US sub-prime mortgages? Is there a case for requiring greater public disclosure of banks’ balance sheets?
51. We believe that IAS 27: Consolidated and Separate Financial Statements and SIC-12: Consolidation—
Special Purpose Entities strike broadly the right balance between which entities should be consolidated onto
a group’s ﬁnancial statements and those which should remain “oV-balance sheet”. That is, if the reporting
entity has the ability to control the vehicle or has the right to the beneﬁts that arise from it, then it should be
consolidated onto the balance sheet.
52. The IASB is currently consulting on proposals—prepared at the request of the Financial Stability
Forum—to incorporate both SIC-12 and IAS 27 into a new standard. This includes a revised deﬁnition of
control which focuses on the ability to exercise control rather than whether or not control actually exists and
changes the focus on “beneﬁts” to “returns”, which can be either positive or negative. The proposed standard
also includes enhanced disclosures about consolidated and unconsolidated entities.
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53. We welcome the publication of these proposals. We note, however, that the work being conducted by the
US FASB appears to be proceeding at a diVerent pace to that of the IASB. Whilst we accept that there were
arrangements permitted under US GAAP that did not exist within IFRS and which required immediate
attention (for example “Qualiﬁed Special Purpose Entities”) we would wish to see the IASB and FASB move
forward at the same pace.
Are bank directors, especially the independent non-executives, in a position to exercise effective oversight? In particular,
do they have sufﬁcient understanding of the complex assets held by banks? If not, can any changes be made which will
ensure effective oversight? Do any other governance issues need to be addressed?
54. The crisis has ﬂagged up aspects of corporate governance which need addressing, for example the role of
non-executive directors and shareholders, and the need to better embed risk management into the senior
management decision-making process.
55. It is fair to observe that some non-independent directors lacked the expertise to challenge the strategy of
executive directors and had served on boards for perhaps too long, thus being deprived of a more detached
perspective. For example, the long-serving chairman of the audit and risk committee of one overseas ﬁrm had
left the industry three decades before becoming a non-executive director of the company.
56. Supervisors and shareholders should be more active when performing the “due diligence” required to
approve a non-executive director.
57. The internal enquiry of one overseas global giant revealed that its chief risk oYcer, tasked with monitoring
a complex overseas operation, had never worked overseas and in that particular ﬁeld. As such, he was unable
to grasp the risks associated with the activities undertaken by the subsidiary which was actually bigger than
the home state business.
58. Therefore, risk management should be elevated in the company hierarchy and embedded in front line
processes. It is not for supervisors to determine how ﬁrms should organise themselves, but a proportionate
and principles-based approach would assist.
To what extent has the ﬁnancial crisis been caused by the failure of banks’ business models rather than by that of banking
supervision? Did the remuneration structure of banks contribute to the crisis and, if so, how should remuneration
structures be changed?
59. Some ﬁrms did rely on wholesale rather than deposit funding and when liquidity, a sign of market
conﬁdence in a participant, dried up, these ﬁrms were caught short and unable to meet certain obligations. In
addition to a model depending mainly on one form of funding rather than diversiﬁed sources, stress testing to
scenario of liquidity evaporating and counterparties losing conﬁdence was not enough.
60. However, supervisors did not fully understand the workings of such models, the implications should the
sources of funding dry up and the impact the model had on competitors, including the systemic risks inherent
in such a model and peer group.
61. Prudential monitoring of institutions by the FSA necessarily focused on individual company solvency
rather than systemic stability, for which the Bank of England has responsibility, but the co-ordination of
supervisory, ﬁnancial and statistical information was lacking. Regulation of institutions and a formulation of
stability indicators required better sharing and joint assessment of data, particularly in respect of group
structures and business models.
62. While there is a need to appreciate the fact that the UK operates within a global marketplace and will
continue to need to provide competitive terms for ﬁnancial service professionals, it is nevertheless accepted
that there is a need to ensure that risk and remuneration are appropriately aligned.
63. The Financial Services Authority has provided initial guidance around the principles of risk management
and remuneration policies in ﬁnancial services ﬁrms. In particular, this identiﬁes using a measure of riskadjusted return or return on economic capital in remuneration policy, taking into account a range of risks
including liquidity risk. It also sees virtue in performance assessment being based on a moving average of
results, though the answer may lie in a combination of single and multi-year performance requirements. It also
considers the composition of remuneration, with a balance to be had between a ﬁxed component and a bonus
element designed to align the interests of the employee and the ﬁrm, including through deferral. It also sets
out observations on the governance around remuneration policies and the need for independent process,
valuation and risk assessment. These initial thoughts are based on the FSA’s observations on the distinction
between good and bad or poor practice and constitute a valuable reference point for the review of
remuneration structures, both at an industry level and within individual ﬁnancial services ﬁrms.
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64. The Institute of International Finance has produced a report on Market Best Practices which developed
some principles of conduct for remuneration. Speciﬁcally these principles are:
— Compensation incentives should be based on performance and should be aligned with shareholder
interest and long-term, ﬁrm-wide proﬁtability, taking into account overall risk and cost of capital
— Compensation incentives should not induce risk-taking in excess of the ﬁrms risk appetite
— Payout of compensation incentives should be based on risk-adjusted and cost of capital adjusted
proﬁt and phased, where possible, to coincide with the risk time horizon of such proﬁt
— Incentive compensation should have a component reﬂecting the impact of business units’ returns on
the overall value of related business groups and the organisation as a whole
— Incentive compensation should have a component reﬂecting the ﬁrms overall results and achievement
of risk management and other general goals
— Severance pay should take into account realised performance for shareholders over time
— The approach, principles, and objectives of compensation incentives should be transparent to
stakeholders.

How should the regulatory system take account of the Government’s position as a majority shareholder in a number
of banks?
65. On the understanding that State ownership of certain banks is temporary, then no special measures should
be contemplated beyond those introduced by the UKFI. Otherwise, the commitments entered into by
Northern Rock, in relation to competition issues, are the appropriate ones.

Where should the boundary be drawn between the institutions that are covered by banking regulations and those that
are not? For example, does there need to be a clear division between commercial banks, with relatively strict supervision,
and investment banks? Should banking regulations address the role of credit rating agencies?
Shadow Banking Sector
66. Over a number of years, the boundaries between diVerent types of institution, for instance banks,
securities ﬁrms and insurance companies has become blurred, both as to the business model employed by these
entities and the products they sell. In simple terms, insurance products can look like bank savings products
(eg annuities, credit insurance), and some banking products may look more like securities products (eg types
of securitisation, such as Mortgage-Backed Securities). A further aspect is the interconnectivity between these
diVerent types of institution and product, as particularly seen with sub-prime debt and in credit default swaps.
The key aspect is being able to identify the credit transfer eVect: in other words who is actually holding the debt
or the exposure, and who will beneﬁt from positive returns, and be encumbered with negative ones (including
liquidation). The global ﬁnancial services industry is also increasingly concentrated, so for some Over-TheCounter instruments such as credit default swaps, there are probably only about 20 institutions that are active
in trading them.
67. The very signiﬁcant accumulation of private wealth in the last 20 years or so, and the ability of capital to
move freely, together with the low historical returns on conventional instruments, has resulted in a search for
alternative investment opportunities. This is one reason for the success of the hedge fund industry, and with
wealthy private investors also being prepared to take greater risks in supporting private equity deals. The key
point here is that these entities exist as part of the conventional ﬁnancial system, since, for instance, they are
dependent on routine ﬁnance from, eg banks. This then becomes an activity (for instance “prime brokerage”),
just like any other, and becomes a question of the management of those risks. During the recent ﬁnancial and
economic downturn, hedge funds have incurred losses in much the same way as other investors. When
ﬁnancial markets re-open, it will be important for supervisors to identify once again the way in which business
is being done and to mitigate any risks.
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Commercial banking and investment banking
68. Banking services are essential to the ﬁnancial well-being of the public and priority should be given to their
continued provision in the event of a ﬁnancial failure. However, we would not agree with the notion that banks
should be viewed as a utility and see within this term connotations of standardisation that would stiﬂe
innovation that in the past has served consumers well. We also see no grounds for an enforced separation of
investment banking and insurance services given the synergies that can exist between diVerent ﬁnancial
services.

Credit Rating Agencies
69. They are an integral part of the banking crisis. Following the implementation of the Basel requirements,
credit rating agencies were drawn much more formally into the ﬁnancial structure but without any
corresponding regulatory requirements. Conﬂicts were evident in a number of areas including the product
provider paying for the rating; a charging structure which was weighted heavily towards the initial rating
rather than maintaining the rate; issues surrounding seniority of staYng; unclear methods of rating; lack of
clarity between the rating of a company and the rating of a product. Some regulation is required along the
lines of that proposed within the IOSCO Code of Conduct. Speciﬁcally, structures need to be in place to avoid
conﬂicts, there needs to be clarity and transparency of how the rating is assessed and signiﬁcantly greater
emphasis based upon maintaining the rate than at present.

How far can banks circumvent UK regulations by, for example, setting up offshore operations? How far should changes
be made at the UK-level and how far through international agreements? What is the impact of EU banking regulations
and how do they interact with UK regulations?
70. It is not clear that banks can, or do, circumvent UK regulations by setting up oV-shore operations.
Arrangements are often made to make transactions more tax-eYcient, but these are within frameworks
negotiated by governments and legislation approved by parliaments.
71. A coordinated global approach would be sensible, given the broader global moves currently place to
improve ﬁnancial stability. Responses to the ﬁnancial turmoil should be based on international consensus as
consistency in approach will aid the eVectiveness of any measures taken. A European solution would not lead
to an optimal outcome for any regulatory objective associated with capital movement. Regulatory
intervention would need to be implemented at global level. Otherwise, we could see competitive inequalities
emerging, with capital simply moving from Europe to other regions, making transactions less transparent and
diYcult to police, and making it more diYcult for supervisors to react to trends and their associated risks.

Are there lessons Britain can learn from the experience of other countries’ banking systems during the ﬁnancial crisis,
such as Spain and the US?
72. Britain is obviously by no means alone in being impacted by what is a global ﬁnancial crisis and it is
therefore important to examine how diVerent national regulatory systems have performed during the crisis and
then to understand what, if any, lessons can be drawn from them.
73. The Bank of Spain’s “dynamic provisioning” model is currently being considered as one of a number of
options to address concern about the pro-cyclicality of the capital and accounting regimes. The Financial
Stability Forum is giving active consideration to recommending the adoption of a dynamic provisioning
approach to capital whereby pro-cyclicality would be countered by raising an impairment provision on lending
in healthy economic times for releasing as and when recession hits—in eVect a rainy day fund. The BBA
believes that there may be a place for a dynamic provisioning approach providing it can be introduced in such
a way that it does not inadvertently add to capital requirements if we head into recession in a deeper and more
precipitous way than forecast (and providing the buVer can in fact be released).
74. But we do not subscribe to the view that this approach can be said to ﬁt within the incurred loss model
on which IFRS is struck and believe that it would be inappropriate to try and shoehorn a dynamic provisioning
approach into current IFRS. Should progress be made on this the question is whether it should be introduced
purely through the regulatory capital regime or reﬂected in IFRS (and US GAAP). And, if the latter, should
this be through speciﬁc amendment to IAS 39, bearing in mind that this may then require equivalent
consideration to be made of insurance and contingent liabilities, or through some form of earmarked reserve
in equity that would enable balance sheet transparency within the ﬁnancial statements.
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75. The US banking system has long been required to meet a leverage ratio based on the gross assets of a bank,
rather than its risk adjusted assets à la Basel II. Failure to meet progressively lower leverage ratios triggers an
increasingly interventionist set of Prompt Corrective Actions that impact the ways in which a bank is required
to run its business and can ultimately result in its closure. The leverage ratio’s blindness to asset quality, thus
penalising low risk assets such as government bonds, has lead to industry opposition to the introduction of
such a blunt regulatory tool outside the US, particularly as it does not seem that the existence of a leverage
ration in the US prevented the failure of a wide range of US banks.

Should other aspects of the system of banking regulation be changed?
76. The broad range of measures being undertaken will address the areas where regulation and risk
management appear to have fallen short. With regard to capital, Basel II, when fully implemented, will deliver
the capital buVers that will enable banks to survive stress.
77. For many years, regulation has focused on protecting consumers, but there hasn’t been an equivalent
focus on market stability or insuring against systemic corporate risk. However, with the new measures in place
and planned, the supervisors will be in a position to adequately respond to any further disruption. The balance
of regulation is therefore now addressing the issues correctly.
78. A trap to be avoided is the belief that a heavily-policed rulebook provides greater assurance against failure.
It has long been understood that the Sarbanes-Oxley Act introduced in the aftermath of Enron and other US
corporate failures of the day has been hugely detrimental to the commercial interests of the United States;
moreover the regime it introduced can hardly be said to have insulated the US from catastrophic market
failure. Better regulation, rather than more regulation, and a global, coordinated approach are required.
January 2009
Memorandum by the Building Societies Association

Introduction
1. The Building Societies Association (BSA) welcomes the opportunity to submit written evidence to the
Committee’s Inquiry. The BSA represents all 55 building societies in the United Kingdom. Building societies
have total assets of £395 billion and, together with their subsidiaries, hold residential mortgages of £250
billion, more than 20% of the total outstanding in the UK. Societies hold over £235 billion of retail deposits,
accounting for more than 20% of all such deposits in the UK. Building societies also account for about 37%
of all cash ISA balances. Building societies employ over 51,500 full and part-time staV and operate through
more than 2,000 branches.
2. Building societies are essentially domestic institutions, concentrating (as required by statute) on the
residential mortgage and personal savings markets. We have therefore concentrated our submission on those
parts of the Committee’s terms of reference (ToR) that are most relevant to building societies and their
business.

How is British banking regulated and what improvements are needed? Has the supervision of banks been handled
effectively under the Tripartite system? Should banking supervision remain with the FSA or be returned to the Bank
of England?
3. We recapitulate brieﬂy the development of the prudential regulation of building societies, within the
broader context of the regulation of British banking, as we think this oVers certain lessons for the future.
Building societies have never been regulated by the Bank of England. Modern prudential regulation of
building societies dates back to 1986, with the Building Societies Act of that year establishing a separate
statutory regulator, the Building Societies Commission, superseding the very limited role and powers of the
Chief Registrar of Friendly Societies, particularly in the light of weaknesses at some small building societies
detected in the 1970s and early 1980s.
4. The BSC rapidly acquired a reputation for tough but intelligent supervision, and the building society sector
survived the deep housing recession of 1990–92 in good shape, with a few weaker societies merging with
stronger partners. The 1986 Act had also established for the ﬁrst time a statutory compensation scheme for
building societies, the Building Societies Investor Protection Scheme, but this never needed to be activated.
Before 1986, this Association had ensured, in the rare cases of a society facing insolvency, that—if necessary—
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contributions from other societies would maintain the record—unbroken since at least 1945—that no-one has
lost any savings held with a building society.
5. From the 1980s onwards, building societies were progressively covered by European banking directives,
such as the First and Second Banking Coordination Directives and, amongst others, the Own Funds, Solvency
Ratio and Large Exposures Directives (now replaced by the Capital Requirements Directive, CRD). Apart
from one or two minor derogations, this meant that building societies were required to meet, and met, the same
minimum standards of prudential regulation in these areas as the banks, notwithstanding their separate
supervision by the BSC.
6. The process of merging ﬁnancial regulators begun in 1997 led to the FSA formally succeeding to the
Building Societies Commission at the end of November 2001. The substance of prudential policy for building
societies continued relatively unchanged for another ﬁve years, as the FSA’s Interim Prudential Sourcebook
for Building Societies essentially consolidated and rebadged the Commission’s Prudential Notes. Since late
2006, this legacy prudential regime has almost entirely been superseded by the CRD-based General Prudential
Sourcebook, the Prudential Sourcebook for Banks, Building Societies and Investment Firms and the Senior
Management Arrangements, Systems and Controls Sourcebook.
7. The BSC had a clear, simple statutory duty to promote the protection of the savings held with every society
and, as evidenced by the experience of 1990-1992, ran a zero-failure regime. The Association submits that, for
signiﬁcant retail deposit-takers, the regulatory regime needs to move, quite explicitly, closer to a zero-failure
target than the FSA initially recognized—the damage to public conﬁdence from deposit-taking failures is
otherwise too great (as also is the damage to other, sound deposit-takers from the enormous levies now
imposed to fund intervention in collapsing banks through the Financial Services Compensation Scheme). We
appreciate that the FSA’s comprehensive coverage of ﬁnancial markets involved regulation of a large number
of very small ﬁrms—typically various kinds of brokers—for which a zero failure regime was both unnecessary
and unsuitable. But some of the arguments advanced in FSA’s September 2003 paper Reasonable expectations:
regulation in a non zero failure world now look pretty threadbare when applied to banks. Moreover, the FSA
appears—at least in day to day supervision of banks and building societies—implicitly to have adopted a zerofailure regime for the time being. The Association’s overall view on various banking reform measures,
including the Banking Act, that constitute the policy response to the banking crisis, is that prevention (of bank
failure, by sound, eVective prudential supervision) is better than cure (clearing up the results of failure through
special resolution regimes etc.)
8. We would also argue that the diversion of both deposit-takers’, and the regulator’s, attention through the
proliferation of “fairness” initiatives contributed to a de-prioritising of ﬁnancial soundness. The FSA’s
Treating Customers Fairly initiative, while praiseworthy in principle, unfortunately—in its execution—fell
into exactly this trap. There was a failure to realize that, for a deposit-taker, the highest expression of treating
customers fairly, and the single element of over-riding importance to the customers themselves, is to safeguard
their deposits and ensure they are repaid in full when due. If this cannot be achieved (and in a business based
on maturity transformation it does not happen automatically), everything else is almost irrelevant.
9. Clearly there have been weaknesses in the supervision of individual ﬁrms. But we doubt that it would serve
any useful purpose to “return” the supervision of banks to the Bank of England, and as pointed out above,
building societies never fell within the Bank’s remit in the ﬁrst place. Moreover, in an environment in which
banks own insurance companies and vice versa, it would be odd to have some elements of a ﬁrm regulated in
one place, and other elements regulated elsewhere. The upheaval and loss of focus during any such transition
would in itself add a new dimension of risk. A better course would be to ensure that each member of the
Tripartite carries out its own functions eVectively, and that there is consistency and joined-up thinking in policy
areas—such as sterling liquidity—where both FSA and the Bank are involved.
Could regulators have foreseen the current banking crises?
10. No-one reasonably expects regulators to foresee whether and when a particular crisis may happen. But
regulators were in a position to know several key risk factors that turned out to contribute to the actual crises:
— Some banks’ excessive reliance on short-term wholesale funding, and holding treasury assets of
doubtful, unproven liquidity;
— Perverse incentives for banks and others to originate and distribute mortgage and other assets of
low quality;
— The release of capital that ﬂowed from the implementation of Basel 2/CRD, fuelling imprudent
lending and asset bubbles;
— The complexity of ﬁnancial engineering leading, eVectively, to a concealment of risk.
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Interestingly, some of these issues were discussed in the FSA’s Financial Risk Outlook document published in
January 2007. The question then is whether the knowledge of these risk factors in respect of the market as a
whole led to timely and relevant action in respect of individual institutions. The FSA internal audit report on
the way it supervised Northern Rock, suggests not, at least in the case of that institution.

Can national regulators effectively control risks?
11. Yes, in respect of domestically owned and operated institutions, if they are suYciently determined on
tough regulation, rather than laissez-faire, in ostensibly good times, and face down the inevitable chorus of
protest from banks when they “take away the punch-bowl”. However, diYculties emerge where institutions
are based overseas, in the case of Lehman Brothers, and operate in other jurisdictions. In these cases, home
country national regulators can expose host countries to risks that those countries cannot control.

Should capital adequacy regulations be tightened? Should they take account of the quality and liquidity of banks’ assets?
Do Basel banking standards need to be changed? Did the FSA do enough to ensure that Basel standards were followed?
12. Within the ﬁeld of prudential regulation, there are serious questions to be asked of the immensely labourintensive Basel 2/CRD ediﬁce—has it, in fact, failed its ﬁrst serious test?
13. This Association was concerned from the outset that these negotiations, and the outcome, were driven by
the big banks’ agenda, and—in some areas—generated self-defeating complexity, so that participants could
hardly see the wood for the trees. At the same time, the massive time and resource demand led to a relative
neglect of funding and liquidity issues by the regulator—although funding and liquidity risks are by their
nature fast-burn, while credit and other risks covered by adequacy of capital are often relatively slow-burn.
14. Adequacy of both capital and liquidity is extremely important for all banks and building societies. While
capital adequacy has received the lion’s share of regulatory attention in recent years, through the long drawn
out and complex Basel 2/CRD negotiations and implementation, it was the crystallisation of latent funding
and liquidity risks, not a shortage of capital, that triggered the current crisis. The Prime Minister himself
referred to this recently, saying (in response to a question about regulatory failures on 18 February):

There were problems about dealing with issues of liquidity, so for example Northern Rock ran out of money before it
became insolvent and regulators were used to dealing with insolvency.
But liquidity risk had received little attention, indeed in the UK, banks and building societies were still
operating on pre-FSA liquidity regimes. There has been, as we suggested above, some mis-allocation of
resources, both by the regulator, and consequently by ﬁrms, between these two topics.
15. The Basel 2/CRD process had some laudable objectives, including taking explicit account of asset quality
in a way that responded better (than did the crude coeYcients in Basel 1 / Solvency Ratio Directive) to the
variations in credit risk encountered in banking assets. So Basel 2/CRD already does exactly what the ToR
suggest—it takes account of the quality of banks’ assets. Nor do we see any evidence that in the UK FSA has
not satisfactorily implemented Basel 2/CRD standards (which are anyway minima—and in some areas FSA
has gone further than the bare minimum).
16. Our main criticism of Basel 2/CRD is that it has encouraged, and rewarded, a step-change in complexity
(or “sophistication”) based on intricate and costly models favoured by big banks, which were supposedly the
panacea (and, as a result, disadvantaged smaller and specialised deposit-takers such as most building societies,
with possibly an overall anti-competitive eVect). With hindsight we can also see that one eVect of Basel 2/CRD
implementation was ﬁrst to release capital at just the point where it accentuated the credit boom, and then—
once the credit crunch started—its pro-cyclical features operated to constrain new lending: that is, exactly the
wrong outcome on both occasions.
17. In this context, we would refer also to some recent observations by the FSA. In an excellent speech entitled
“Model Myopia” given on 8 December 2008, Dr Thomas Huertas, Director, Banking Sector, FSA, remarked
as follows:
“Banks and to some extent their supervisors suVer from what might be called model myopia—a
belief that their models fully capture the risks to which the bank is exposed.
The broad assumption underlying the Basel Capital Accord—that regulators around the world could
rely on ﬁrms’ own risk models as the basis for capital requirements—has not turned out to be correct,
at least for the trading book.”
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18. The Association is not opposed to further reforms of capital adequacy requirements, if these prove
justiﬁed, but we are wary of the resource demands of yet another major upheaval. Before setting out down
that route, we need to be clear—as Dr Huertas explores—what didn’t work, and how to avoid repeating the
mistake and becoming the turkeys of tomorrow. Was Basel 2/CRD just far too complicated, leading to
regulators, and ﬁrms, getting bogged down in the complexity and not seeing the wood for the trees? Are the
pro-cyclical features in Basel 2/CRD now unwelcome? Since the current regime is now set in EU law by the
CRD, it would appear that the UK has in any case little latitude for independent action—beyond saying “use
the same methodology, but just hold more capital”—essentially what the Government did in its October
announcement. In the short term, of course, any general hike in capital requirements could make the credit
crunch worse. Building societies tend to hold high levels of capital, but have fewer options to raise or generate
new capital. So any further uplift in required capital levels would need careful phasing (although, of course,
if building societies’ existing holdings of capital remain well above the new minima a further uplift may have
no particular consequences).
19. In this context, we also note, and welcome, the readiness to question the past—including FSA’s own
theories and practices—evident in Lord Turner’s speech on 21st January, and subsequent utterances. In
building the future of regulation, there should be neither uncritical acceptance, nor wholesale rejection, of past
policy, but a principled, intelligent review. We look forward to the publication of Lord Turner’s review and to
oVering a constructive response on behalf of this Association.
20. We are currently considering the FSA’s December consultation paper CP08/22 on liquidity. As mentioned
above, the current regimes which date back to well before FSA clearly need replacing. The tougher policy
signalled by the FSA may be needed in order to reduce the propensity for banks to fail. We particularly
welcome the recognition by FSA that building societies’ simpler retail-funded business deserves a simpliﬁed
model within a uniﬁed liquidity regime, though we think some of the detailed quantitative and reporting
requirements look onerous (and we will be pressing this case in discussions with FSA). And a hike in the level
of liquidity banks and building societies hold may also prolong the eVects of the credit crunch.
Should there be tighter regulation of off balance sheet vehicles in which some banks held toxic assets associated with subprime mortgages? Should there be greater public disclosure of bank balance sheets? Should fair value accounting rules
be adjusted?
21. The banking crisis has revealed that complex, opaque ﬁnancial products, whose risks are not individually
well understood, can pose a systemic risk in wholesale markets. Before deciding how further to regulate such
products, it may be fruitful to consider whether the development and promotion of these products—
essentially, what is known as the “originate and distribute” model—result from perverse incentives created by
existing regulation—for instance, in relation to securities based on sub-prime mortgages. Building societies
themselves do not undertake the structuring or promotion of such products, though a few societies have used
securitisation on a modest scale to diversify their sources of funding. Their use of derivatives is moreover
restricted by statute to managing their own interest rate and other risks.
22. The traditional building society model of lending may, by contrast, be described as “originate and hold”,
aiming for a long-term relationship with the mortgage borrower (who becomes a member of the society with
a vote at general meetings etc). This arguably leads to more prudent lending in the ﬁrst place and works better
where borrowers encounter payment diYculties and fall into arrears. Building societies do also acquire and
sell portfolios of mortgages, but their core business adheres to the “originate and hold” model.
23. Bank and building society balance sheets are already subject to extensive disclosure under the EU Bank
Accounts Directive and (as applicable) IFRS or UK GAAP. Rather than more disclosure, we suggest that
existing disclosures should be made in a way that is more relevant and accessible to the general public—who
typically are bank depositors but not bank shareholders, and so currently receive nothing. We commend a
practice that building societies are required by statute to follow. Once a year, every saver with more than a
nominal amount of savings with a building society is sent, free of charge, simple, clear information about the
ﬁnancial position of their society. The document is called the Summary Financial Statement and it is required
under section 76 of the Building Societies Act. It contains a summary derived from the audited annual
accounts, the annual business statement, and the directors’ report, including speciﬁed key ratios covering
lending, funding, liquidity, proﬁtability and capital. Surely bank depositors too deserve a similar summary?
24. On fair value accounting, before adjusting anything, we should be asking this prior question : did fair value
rules fail to deliver the outcome that was intended, or did they deliver that outcome, but in changed
circumstances in which we now ﬁnd that outcome unpalatable ? We see little beneﬁt, and some detriment, to
societies from fair value rules, and if they are now felt to contribute to instability then perhaps they should be
changed. All sacred cows may be challenged.
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25. While on the subject of accounting, we consider that the failure of the accountants and the relevant
regulators to come up with a single authoritative view on how to account for the FSCS levies, even four to ﬁve
months after those levies became a reality, is extremely regrettable.
The Role of Independent Directors, Remuneration Structures
26. The experience of building societies in both these areas is quite diVerent to that of most banks. Building
society boards have a clear majority of independent non-executive directors, including the chairman: executive
chairmen or combined chairman/chief executive are not acceptable. Societies have a single core business, with
a prudent, low-risk business model. NEDs are fully able to understand this business, and to oversee and
challenge the society’s risk management. In technical areas such as treasury, this Association has for many
years run regular workshops, conducted by experienced City practitioners, that are targeted at society NEDs
and assume no prior technical knowledge. These are extremely popular, demonstrating that both societies and
their NEDs take seriously their responsibilities, and need for training.
27. Given that building societies are in their own right substantial businesses (as the ﬁgures in our introductory
paragraph illustrate), remuneration levels are relatively modest. Societies generally follow an adapted version
of the Combined Code, and remuneration policies are put to a vote of ordinary members (one member, one
vote) at the AGM and approved. Typically over 90% of the 20% of members who vote, vote in favour of the
remuneration report. Building societies are not involved in investment banking or securities or derivatives
trading, where breathtaking bonuses are, or were, apparently customary. Nor does the constitutional structure
of building societies allow the use of share options.
A clear separation between commercial and investment banks?
28. Building societies’ locus in this matter is that they are exposed to the risky business or behaviour of banks
through the FSCS (as they have now experienced for real), which ultimately functions as a tax or levy on their
individual saving or borrowing members. As argued elsewhere, it is imperative to reduce the propensity of
banks to fail. If it is not possible to make all banks suYciently less risky, then at least retail banks—who take
retail deposits covered by the FSCS—must be made a lot safer, and wholesale and investment banks—if they
are to stay risky—had better be kept quite separate.
How should the regulatory system take account of the Government’s position as a majority shareholder in a number
of banks?
29. The most important challenge posed by the Government’s presence in the banking industry relates not to
prudential regulation, but to competitive distortion. At a time when both wholesale and retail depositors are
unduly motivated to prefer Government–backed institutions, the presence of several major wholly or partly
nationalised banks as well as a resurgent National Savings, all enjoying this competitive advantage, remains
a major concern to our members.
Are there lessons the UK can learn from the experience of other countries’ banking systems during the ﬁnancial crises?
30. We caution against the temptation to view the grass as greener on the other side. There are some examples
which we would certainly not want the UK authorities to emulate—eg Iceland. And local conditions—
particularly the structure and concentration or diversity of the banking industry—in overseas countries may
diVer considerably. More important than following foreign fashions is for the Authorities, whilst remaining
realistic and principled, to take tough pre-emptive action in situations where the behaviour, or failures, of
foreign banks transmit risks, or costs, to domestic institutions through the operation of the FSCS.
24 February 2009
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Examination of Witnesses
Witnesses: Ms Angela Knight, British Bankers’ Association and Mr Adrian Coles, Building Societies
Association, examined.
Q365 Chairman: Good afternoon and welcome to
the Economic AVairs Committee. Thank you for
making time to be with us today and thank you both
for the written evidence you gave in advance. Most of
our questions will be addressed to you both and we
look forward to hearing both views. If one of you
agrees entirely with the other, then a nod of assent
will do and will help us get through all the questions.
Do either of you want to make any introductory
remarks or shall we go straight to questions?
Ms Knight: May I just make one? I would like, if I
may, to declare an interest in case it is relevant to
some of the questions you may come to. I am a nonexecutive director of Brewin Dolphin PLC which is a
private client stockbroking ﬁrm in the UK.
Q366 Chairman: The de Larosière High-Level
Group on Financial Supervision in the European
Union argues for the creation of a European System
of Financial Supervision, the ESFS. That would
involve consistency of regulatory rules and
supervisory sanctions across Europe. Do you, from
your point of view, support those proposals? What do
you think the impact of those proposals might be
upon the City of London?
Ms Knight: The BBA would agree that there does
need to be some clear and careful reﬂection of the
current system and that there needs to be an
examination of what can be improved. We actually
put forward to the de Larosière committee some
options which would give a greater degree of powers
to what we currently refer to as the Level 3
committees, namely CEBs for the banking industry,
CEIOPS for the insurance and CESR for the
securities trading. The reason we did that was
because there are very considerable diVerences in
regulations across the EU and because there are
diVerent applications of the rules which does not ﬁt
particularly well with multi-jurisdictional operating
banks. We believe that possibly one of the main
things which needs to be done ﬁrst is to bring together
properly operating colleges of regulators for the
major ﬁnancial institutions of the EU. Some are
working well at the moment, others are not properly
established and there is everything in between. This is
part of what de Larosière is proposing. As far as what
are going to be the responsibilities of the current
Level 3 committees in future is concerned, we would
also agree that they have to have some more teeth;
some ability to bring about agreements where
agreements have not necessarily been achieved. We
then have a bit of hesitancy about the next steps.
There is talk within the report and indeed more
widely about, for example, harmonised rules and
common rulebooks, yet the actual legal basis across

Europe in diVerent countries is very diVerent. We
think that greater attention needs to be paid, for
example to common outcomes rather than
arguments about the actual rules themselves which
can get tied up in legal diVerences. We think that there
is something about standards and principles which
needs to be addressed as well. We believe perhaps that
needs to be heightened emphasis on regulations
rather than more rules. As our major ﬁnancial
institutions in Europe also in the main operate
internationally, we would like to see that better
reﬂected within any new stability supervision
arrangements that are put forward. Whilst the
international context is actually addressed within the
report, it does not ﬁt very well with what is proposed
and we do have to ensure that whatever we do in the
EU—in Europe—has that international context
ﬁrmly in mind and particularly important for these
large ﬁnancial institutions because of how and where
they operate.
Q367 Chairman: From the evidence Monsieur de
Larosière has just given us, I think he would take the
same view.
Mr Coles: May I add two points to that as the
representative of a body of institutions which
generally operate in the UK only. Some fund raising
is done in the international capital markets and a
little bit of lending is done in Ireland and Spain in
euros but generally they are UK-based institutions
and it is very important, if we do have pan-European
rules or greater concentration on those, that the
requirements of those institutions that operate within
single jurisdictions are maintained, that we do not
have a set of harmonised rules which damage those
institutions which do not operate cross-border. One
paragraph to which I was particularly attracted in the
de Larosière report, paragraph 42, has a sentence in
it which should be italicised, underlined and
emboldened. It says “The enforcement of existing
regulation, when adequate, or improving it where
necessary and better supervision can be as important
as creating new regulation”. There is a huge search
for new regulation at the moment and for a
rearranging of the deckchairs, giving diVerent
responsibilities to the FSA, the Bank of England and
the Treasury where, if we did better with what was
there already, as the FSA report on Northern Rock
drew attention to, we could well achieve the same
objectives.
Q368 Lord MacGregor of Pulham Market: I have
two questions which perhaps follow on from the ones
suggesting further changes and they are based on
previous witnesses’ views. Some of our witnesses

Processed: 26-05-2009 23:30:47

120
10 March 2009

Page Layout: LOENEW [E]

PPSysB Job: 426772

Unit: PAG1

banking supervision and regulation: evidence
Ms Angela Knight and Mr Adrian Coles

favoured a more macro-oriented, counter-cyclical
approach to capital regulation. Do you think that
capital adequacy regulation is correctly focused,
particularly with that comment in mind? Secondly,
some felt that some form of liquidity regulation
would have avoided some of the excesses of recent
years. What would be your view on liquidity
regulation and how it would aVect your members’
businesses?
Ms Knight: The answer to both those is yes, if you
really want a quick answer. To take it a little slower,
the capital rules were decided at Basel II, as you
know. They have been very diVerentially applied
across Europe and they were not applied in the US.
The rules were designed in times of peace and
goodwill and as soon as they were applied in the very
diYcult circumstance we have today, they have been
proved to be somewhat ﬂawed. Is it necessary to readdress them and ﬁnd some counter-cyclical capital
measures? The answer to that is yes. We have to have
another arrangement. But if we are going to agree
this, then let everybody agree it. It is no good agreeing
around the table but crossing your ﬁngers and sitting
on your hands and just not implementing it when you
get back home. On liquidity, again all the attention
was paid on capital and not on liquidity. What
happens ﬁrst? The answer is that liquidity disappears.
The FSA has put out a consultation on liquidity and
it has a lot of good sense in it. Again, it is something
the BBA believes has to be addressed. I suppose
though we would have two concerns. The ﬁrst is that
liquidity is being discussed for longer in international
fora than capital and there has never been an
agreement on what is needed and where it is needed.
Second is that whilst it is absolutely correct that now
authorities have to try to eVect a better set of
arrangements for liquidity, if they are going to do
this, the UK needs to go at the same speed as others,
otherwise an early implementation of change here in
the UK—and I think we are the only country who has
put out proposals for discussions on liquidity—
would simply result in us losing some of our
international business. The answers to your
questions are yes, but it is often how one does things
that is as important as what one does. That really
feeds into what Adrian said earlier, in that we have
rules aplenty, but the enforcement of rules is not
necessarily anything like as good as it should have
been.
Mr Coles: In the past the capital rules were far too
complex, there was a huge absorption of regulatory
eVort in assessing the complexity of the Basel II rules.
There was a very good speech given by Thomas
Huertas and again I will quote you just one sentence
from this, if I may. “The broad assumption
underlying the Basel Capital Accord that regulators
around the world could rely on ﬁrms’ own risk
models as the basis for capital requirements has not

turned out to be correct, as least for the trading
book”. The complexity did not capture the eventual
complexity of the world and there was that
overemphasis on that complexity which took
people’s eyes away from everything else. On liquidity,
the danger is we go too far in the liquidity direction
as we realise that we ignored it too much in the past.
Certainly as far as building societies are concerned,
the regulatory attention now being given to the
amount and nature of liquidity is, in the view of many
building societies, preventing them lending into the
home loans market, reducing the supply of funds for
mortgage at a time when it is government policy to
try to increase it and also at the same time, because
returns on liquid assets are now so poor, it is
damaging proﬁtability and therefore damaging their
ability to build up capital. So we have to make sure
we do not over-react on the liquidity side, encourage
ﬁrms to hold too much liquidity and encourage them
to hold liquidity of such a high standard that they
cannot get any return on it.
Ms Knight: May I just add one last thing and that is
that you cannot change the capital requirements and
make them more counter-cyclical without also
changing the accounting rules. Whilst I appreciate
that Spain did make some changes, it actually
disapplied the international accounting standards
and, whilst clearly they got away with it, I think that
we cannot separate out the interaction of accounting
with capital; they do go together.
Mr Coles: One of the great attractions of the Spanish
model was that the central bank was responsible both
for capital adequacy regulation and accounting
regulation of the banks.
Q369 Lord Best: My question is directed particularly
at Mr Coles. I just wanted to tease out whether you
thought there were fundamental diVerences in the
way in which regulation, governance, even the reward
of chief executives diVers in the sector for which you
have responsibility, the mutual building societies, as
compared to the banks which are the subject of so
much of our discussion. Could you just explain how
you see the diVerence in the models you are working
through?
Mr Coles: There are legal diVerences. The building
society legislation prevents building societies from
taking more than 50% of their funds from the
wholesale markets. Northern Rock as an outlier took
75% of its funds from the wholesale markets and the
average for building societies is 30%. On the other
side of the balance sheet they have to invest
predominantly in residential mortgage assets and it is
illegal for them to invest more than 25% outside the
residential mortgage market. Secondly of course,
they are owned by their customers. There are no
external shareholders and that gives them a diVerent
focus. They seek to serve customers because
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customers are their owners. For example, they are
seeking—today not so much—to minimise their
margins because that maximises the utility of their
mortgage borrowers and the savers. Where as in a
bank, if you are trying to maximise proﬁts, you are
trying to widen margins. That gives a diVerent
approach to the business. As far as executive
remuneration is concerned, there is no doubt that
executive remuneration in building societies has risen
over the last 10 years. It has not risen to the extent it
has in the banking sector and it is notable, as you may
have seen in the Sunday newspaper report just this
weekend, that a signiﬁcant proportion of chief
executives of large building societies were not paid
bonuses last year, for example.
Q370 Lord Best: Am I right in thinking that the
performance indicators for chief executives in
building societies are very often based on customer
satisfaction? Not a measure that is so well known in
the banking industry.
Mr Coles: The independent research shows that while
in balanced score cards it is typical in the PLC sector
and not only in the banking sector for shareholder
return, proﬁtability and cost control to be the key
drivers of salaries in the PLC sector, in the building
society sector independent research shows a wider
range of indicators to be equally important, including
customer satisfaction, staV satisfaction and other
softer indicators. Absolutely.
Q371 Lord Forsyth of Drumlean: Do you not think
this point about ownership which you stressed is
rather overdone? I cannot help thinking that if we
take the collapse of Lehman for example, Lehman
was an institution where the ownership of the
business was very much in the hands of the people
who presided over its collapse, of the employees.
Mr Coles: What is important is that we have a
biodiversity in the economic system in the UK, that
we do not put all our eggs in one basket, we do not
only have the PLC structure, we have alternatives.
Mutuality has been a very viable alternative and it is
sensible to have customer-owned institutions in the
marketplace which give people a choice.
Q372 Lord Forsyth of Drumlean: May I ask both of
you about corporate governance? We have had quite
a lot of evidence which has placed a lot of stress
particularly on the role of the non-executives; some
people even suggest non-execs should have some kind
of independent staV of their own challenging the
concept of the unitary board and some have
suggested that perhaps the idea of having limited
terms for non-executive directors should be
abandoned so that you have people who have
experience across the economic cycle. Could you
comment on those thoughts?

Mr Coles: In the building society sector, especially for
the smaller institutions, it would be an unnecessary
cost to provide independent staV for the nonexecutive directors. Building society boards are
typically constituted of about eight or nine people,
typically two executives, perhaps three, typically ﬁve
or six independents. The chairman is always
independent and a non-executive. An interesting
point about length of service is that in the building
society sector the average length of service of nonexecutives is eight years: in the FTSE100 it is four
years; this is not just banks it is all of the FTSE100.
Personally—and this is not a BSA view, I think there
is an over-emphasis on turning over directors rapidly.
I think there is a lot to be said for directors serving for
a longer period of time because that enables them to
see the consequences of their actions. I think that a
short term on a board encourages short-termism in
the outlook because those board members who make
decisions do not necessarily stick around to see the
consequences of those decisions. In the building
society sector we have boards who have a six-year
maximum term, boards who have a nine or 12-year
maximum term; the longest serving director in the
building society sector is 85 and has been on the
board for 35 years. That may be going a bit too far in
the other direction. My own view is that six years is
too short; nine years or 12 years is sensible, but,
especially for small local building societies where it is
not easy to get well-qualiﬁed talent, to kick someone
oV a board just because he reaches 12 years’ service
is inappropriate. The reason I believe time limits were
introduced was that boards were reluctant to take the
appropriate action to get rid of people who were no
longer giving consistent good service to their boards.
Ms Knight: I have served as a non-executive director
on a number of boards and of diVerent sizes of
companies. The ﬁrst thing is that a small company is
very diVerent to a large company and a complex
company is diVerent again to one that is fairly
monochromatic. There is no one universal answer to
your question. Secondly, whilst I think that if you are
a board member of a mutual you are giving a very
valuable service, you are certainly not exposed to
shareholders, to investors, to analysts, in anything
like the same way as you are to a listed company.
Again I am afraid you cannot really compare the two.
As far as who should be there, how long they should
be there for and whether they need some independent
advice, it is correct that if someone is there for a long
time, they are saying the same thing and are viewing
things in the same way. They are captured in part by
the organisation on which they serve and by the
market which that organisation itself serves. I do not
mean that in any way as a critical point; it is an
inevitability that time means you will tend to see
things in the same way as others. That can be helpful,
but it certainly is not something a company wants to
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have from all its non-executive directors. If you say,
for example, that you want NEDs to stay—or at least
have some who have stayed—through an economic
cycle, at the moment you would have had to have
been a NED for an extremely long time. If you had
come out of university in 1992, for example, and gone
into work then, this is the ﬁrst time that you would
have actually seen a recession and you are 40. If you
have a non-executive director, you are going to have
to keep him on a very long time indeed for him to
have seen properly through the last recession and
therefore be able to contribute through this.
Economic cycles are movable feasts. They are not
necessarily short, they are not necessarily long; you
do not know how long they are. I think that a
company needs to have a reasonable amount of new
blood coming through.
Q373 Lord Forsyth of Drumlean: I am sorry to
interrupt. Perhaps the questions were too speciﬁc or
literal. Behind this question and behind the evidence
we have received it is perfectly apparent that the nonexecs in some institutions really did not have a clue
what was going on and they allowed things to happen
which should not have happened. We have had
evidence which has suggested that is because they did
not have enough training or enough knowledge; they
were disadvantaged and that is the argument for
having background support. The argument about the
economic cycle is that there appear to be non-execs
who just assume that every year would get better than
the last and have not actually had experience or did
not seem to anticipate that there would be a crisis and
that is what is behind this question.
Ms Knight: On that basis, there is absolutely no
structure which can make somebody who is a bad
non-executive director a good non-executive director
and there is no structure which can actually make
somebody who is not going to ask the right question
ask the right question. I think we have to accept that
individuals have to take a lot of personal
responsibility on themselves if they are going to
perform properly as a non-exec. I too am surprised at
what seems to be an absence in some instances of
asking the right questions and assumptions that
maybe were made which should not have been made.
There is already the ability to take outside assistance
and help if you wish. At one time I chaired a withproﬁts committee of a major life company. I
employed some outside help and as a non-executive
director you need to be able to do that. We have to
structure things better, so I entirely agree with you on
that, and that it is made absolutely clear that there is
additional assistance if it is necessary, particularly for
the major PLCs. I am not going to go into the small
ones but I say again that non-executive directors do
have to take responsibilities upon themselves to ask,
to enquire, to ﬁnd out and to understand.

Q374 Lord Forsyth of Drumlean: When you say we
have to structure things better, without getting into
speciﬁc examples it is apparent that the non-executive
system completely failed in respect of some of the
large banks who are members of your association. It
has been suggested that perhaps they should have
had advice or whatever. If neither of these things is
appropriate, what should we do in order to ensure
that we have non-execs who actually carry out the
functions which are expected of them? Manifestly
that has not happened in respect of these institutions
for which the taxpayer has now had to shell out very
considerable sums of money.
Ms Knight: As you know, I cannot answer as to what
happened in a particular board of a member of the
BBA at which I was not present. I cannot do that.
Q375 Lord Forsyth of Drumlean: I am not asking
you to do that.
Ms Knight: What I have said to you in response is that
you can, right now, take independent advice. If that
needs to be formulated better: let us formulate it
better. Sir David Walker is already starting to look at
these matters and I believe he will be reporting at the
end of the year. The Financial Services Authority
have put in place a set of principles which are now
ﬂowing through some broader aspects of the way that
some of these issues are picked up within a bank and
within other ﬁnancial institutions. Yes, you have an
absolutely valid point. There does need to be
something more so that the game is improved
considerably by some of those non-executive
directors, though by no means all; as you cannot say
that all non-executive directors of all ﬁnancial
institutions or all banks are performing badly. They
manifestly are not, nor can you say that there is just
a problem with a couple of banks in the UK, when we
have a global ﬁnancial system problem. Also, I do not
think it is right to say either that individuals do not
have a responsibility to act properly themselves, to
ask, to enquire and to question. Of course they have.
In the end you get the right results if you have the
right people in the right place at the right time.
Mr Coles: At the BSA we do organise a series of
training seminars for non-executive directors of
building societies, a seminar for newly appointed
directors, we do treasury management seminars for
the non-executive directors and we have a seminar for
chairmen of building societies so they are aware of
policy developments. Training is important and we
think it is important that we play a role in that area.
Ms Knight: It is a fair point. The accounting ﬁrms are
providing that widely across the PLC spectrum as
well as for the ﬁnancial services industry.
Q376 Lord Paul: Looking at what has happened, so
many new products have been put forward by the
banks that I am not sure even the executive directors
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understood the consequences or what can happen
and what cannot happen. They were just driven by
greed or whatever you want to call it. Is it really
possible for a non-executive director to be able to
discover anything by just asking questions of people
who do not understand the answers themselves?
Ms Knight: A non-executive director is not there to
second-guess the executive team nor to sit on the
shoulder of the chief executive and run the
organisation in any company. They are there to ask
questions and you can certainly ask questions about
the risk, the complexities. You can certainly ask
about bringing forward examples of how something
may or may not perform. On the question of
complexity of products, you are entirely correct that
what has in eVect happened is that products which
were anticipated to perform in one way simply have
not. Equally, I do not know of anybody who really
anticipated quite such a set of circumstances which
resulted in the global ﬁnancial system freezing to such
an extent that none of the previous standards and
assessments worked properly. That is not just a view
from the banks: regulators did not expect it; central
bankers did not expect it; ﬁnance ministers did not
expect it; nor did economists; observers and others.
This has been a huge extraordinary set of events in
which many people played a part and many people
hold a responsibility as well as the banks themselves.
Q377 Lord Paul: Have you ﬁgured out who are the
people responsible then or did everybody get carried
away with the great proﬁts they were making?
Ms Knight: As far as the complexity of product aspect
is concerned, I frankly think that we are now moving
into an environment where products will be
extremely simple. There is nothing quite like having
something happen of this sort of magnitude for
change to occur. It is better than any regulation and
complexity is something that we have to leave behind.
But you cannot have no innovation because no
innovation brings with it its own downsize. Certainly
we will be shifting and rapidly, as you can see. Right
across the ﬁnancial services industry generally the
movement is to simpler, more transparent, more wellunderstood products. There is a ﬂight to safety, to
conservatism, to extra capital, to holding more
liquidity and that has brought with it some of the
other issues of ﬁnance or absence of ﬁnance which are
now starting to be questioned.
Q378 Lord Levene of Portsoken: You have been
talking about the competence of boards and their
membership. There are really two interlinked
questions. Do you think there should be more
regulatory intervention on corporate governance
generally in these institutions? At the same time, what
has been an even more hot topic recently, should there
be some kind of regulatory maybe not intervention

but oversight on the question of compensation which
seems to have played a big part. Do you feel this
would be productive or counterproductive if the
regulator actually had speciﬁc responsibility to look
at those two issues?
Ms Knight: We are probably going to have both
anyway. Taking remuneration ﬁrst, changed
remuneration proposals or structures have been put
forward by the FSA and they have said that those will
be assessed as part of what they call their ARROW
visit and if they do not believe that the remuneration
structure is operating appropriately, by which is
meant, broadly speaking, reinforcing good behaviour
but not reinforcing excessive risk-taking, then they
will take steps regarding the amount of capital that
the entity has to hold. There is an indirect grip of
remuneration by the FSA in this way. Frankly it is
actually a very good grip because it is going to cost
you more money to do your business unless you get
remuneration right. So we are there with that. As far
as corporate governance and oversights are
concerned, one aspect that has been most noticeable
over these last few years in the way regulators have
regulated, is that they have looked to the execution of
the rules rather than supervision of the entities. That
is something which has to change and is changing.
For a non-executive director to be appointed you
have had to provide certain information in the past
and that is now coming under much greater scrutiny.
Whilst the questions are correct ones, the answers are
that we are already getting there with both issues.
Mr Coles: On the building society side, building
societies adhere to a special version of the combined
code which takes account of their mutual status. You
will see in every building society annual report a
report on how they discharge the responsibilities
under that code. We sent the FSA note on
remuneration out to our members on the day it was
published. There was one area of it which was not
appropriate to building societies, where it said the key
ﬁnancial indicator was proﬁt. We do not always see
that in building societies as the key ﬁnancial
indicator, although in current circumstances we tend
to. We are very keen to adopt the higher standards in
these areas.
Ms Knight: There is one thing about remuneration as
well which it is important to recognise and that is that
remuneration committees often have external
advisers. The way that remuneration was structured
for senior teams tended to move as a pack, not just
banks but right across the PLC world, and was voted
upon by shareholders, or not, as the case may be, at
AGMs. There has been that interaction on
remuneration which has not been only within the
organisation but has also had external shareholders
involved. That is something that clearly is not going
to stay as it is, which is why the point is correct that
there is a role for the regulator in remuneration and
structures within the industry.
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Q379 Chairman: The institutional shareholders are
driven by very similar remuneration arrangements,
are they not?
Ms Knight: Absolutely.
Q380 Chairman: They too are highly geared and
highly bonused. If you are trying to align the interests
of the management of the bank with that of the
institutional shareholders, do you not also have to
tackle the other end of that, namely the way in which
fund managers are paid?
Ms Knight: That is an immensely valid point as well.
You cannot actually keep this as a narrow discussion.
If we go back on the complexity of the ﬁnancial
instrument question, there was a lot of pressure on
those institutions who were not taking the more
adventurous steps in ﬁnancial innovation from some
investors who asked “Why is your share price not
going up so quickly? It is because you are being too
cautious”. This is the circle and it goes round and
round. It is absolutely correct that you cannot just
take one bit of the remuneration piece and forget that
there is a broader range of entities out there who all
have to look at their own remuneration structures,
their own risk models and the way in which they
reward within their organisation.
Mr Coles: In the building society sector it is of course
the ordinary members of the building society—the
depositors and the mortgage holders—who vote on
remuneration. That is a voluntary system by the
building societies. In a mischievous moment I did
wonder whether Angela would support the idea that
bank customers should vote on bank chief executives’
remuneration. That would seem to be a useful idea
that the banks could borrow from the building
societies.
Ms Knight: And of course, with some of the banks
being demutualised building societies, they have a
vast shareholder register as a result and still the
remuneration proposals went through.
Q381 Lord Levene of Portsoken: I am sure, as you
say, that if the regulator is going to look more closely
at the qualiﬁcations of non-executives who are
appointed and not just given a ritual tick in the box,
it must be a good thing. Do you really think that in
an ARROW visit the oYcials of the FSA who go
there are going to say that they are looking at this
remuneration, the chief executive earns £500,000 a
year or £5 million a year and they think that is right
or wrong? Are they really going to be able to do that?
Ms Knight: No; that is not what they are there to do.
In the ARROW visit they are not looking at the
senior team, as I understand it at the moment and this
new process is being developed as we speak here. The
ARROW visit will be looking at the remuneration
structure below the board level and of course their
particular concern relates to the very large bonus

that, for example, some traders have been able, under
certain circumstances, to earn. So the kind of
structure they are looking at is much more about that
balance between the bonus and the standard pay and
what sort of response the structure is going to have on
certain types of activities.
Q382 Lord MacGregor of Pulham Market: I am not
sure that the FSA’s visits do cover the question Lord
Forsyth of Drumlean was asking. If you look at the
position of directors or senior executives who have
been paid short-term bonuses for particular
performance, I do not think the ARROW visit would
pick that up, would it? That is much wider than that.
Ms Knight: No; that is right. There are a number of
diVerent structures here, a number of diVerent slices,
if you like. The remuneration within an organisation,
certainly the middle and lower rank and up to some
point presumably below the board level, is where the
ARROW visit focuses. Then for the senior teams and
the board and the way that that is going to be looked
at is for Sir David Walker’s review. In the
international context there are a couple of entities
that come out and say they are also going to look at
that part of remuneration. There has already been an
agreement between those banks which have a
shareholding from Government in them on
remuneration in that area. But this is a moveable
feast and where it will be in three or four months’ time
is a diVerent place to now. The intention though is for
remuneration to be addressed by one way or another
right the way through, not just banks but into
broader ﬁnancial institutions of other types as well.
Q383 Lord GriYths of Fforestfach: Over recent years
we have seen the growth of the shadow banking
sector which I suppose was not regulated in the way
the banking system was regulated. We have seen
institutions such as hedge funds which have had a
much lighter regulation than the banks. However,
those institutions have provided credit and provided
ﬁnancial services which people paid for and I assume
therefore you had to say would be valuable. If you
look to the future, we have a banking system which
is regulated. To what extent would you see, alongside
that, another part of the ﬁnancial system which was
highly innovative and much less regulated but which
was also providing credit as a service to the economy?
Ms Knight: The questions can be asked but the
answers are much less clear. First shadow banking. I
think I would deﬁne a shadow bank as one which
does a similar activity to the core function of a bank,
which is maturity transformation, but is outside the
similar type of regulation. If one says shadow
banking is maturity transformation, then I would say
it does need to have some form of prudential
supervision; I am not quite sure how much, I am not
quite sure how it is agreed, but it cannot be without
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prudential supervision. On hedge funds, the question
is more one of whether they have a systemic eVect
than any other. If they do have a systemic eVect, and
collectively they certainly appear to—I do not
necessarily mean in the spotlight of short-selling but
I mean in the way in which they have been heavily
geared and have been selling down equities steadily
now for six to eight months or more—then because
they have a systemic eVect like that and although they
are within the regulatory environment, they should
be within the regulatory environment a bit more than
they are at the moment. Next there is something
about regulatory boundaries as well. SIVs and
conduits are outside and yet when they had to come
back on bank balance sheets they had a great impact.
The fact is that one can ask the questions and say that
something does need to be looked at, but this does
not, I am afraid, mean I can come up with an absolute
answer. There is a balance between getting a bit more
regulation in this area, which is probably right, and
not suddenly ﬁnding that there is a lot of liquidity in
cash which has formerly been provided into the
whole ﬁnancial system beneﬁcially that suddenly
goes away. After all, if I go oV to a garage now to buy
a car and the car seller asks me if I want ﬁnance and
I say yes, that ﬁnance will come in most instances
from an entity which is not a bank, and not a deposit
taker, but an independent ﬁnance organisation which
had access to the wholesale market and used the
securitisation route and as both are now closed to
them so that ﬁnance is not available. So we have to
recognise that there is a beneﬁt in these shadow
entities and getting that balance of what should be
regulated whilst not removing the beneﬁt is going to
be a very diYcult thing to do, but it does need to be
addressed.
Mr Coles: I would broadly agree with Angela. If I
may just give an example from the mortgage market,
it is interesting that some of the innovation in the
mortgage market, in particular servicing the subprime sector, came from what you might call shadow
mortgage lenders, that is non-deposit-taking lenders
which were regulated less lightly than the deposittakers, banks and building societies and it is perhaps
no surprise that those institutions took bigger risks
than the banks and building societies did.
Ms Knight: Absolutely right.
Chairman: I think you meant “more lightly”.
Q384 Baroness Hamwee: May I ask you about the
role of audit committees? Should they have more
formal involvement in the validation and testing of
risk management systems?
Mr Coles: A fairly easy question for me to answer.
Many building society audit committees are
changing their names to audit and risk committees
and many building society boards would precisely
agree with the point which is behind your question.

Q385 Baroness Hamwee: Are they doing more than
changing the name?
Mr Coles: Yes, I think they are also changing their
agendas, they are changing what they are talking
about, they are changing the focus of the attention of
the conversation within the committee. Building
societies, even though they are simple institutions, do
recognise the risks involved in maturity
transformation, the risks involved in liquidity
management. Where do you put your liquidity these
days that you are being asked to hold more of by the
FSA? Which institutions do you trust? How do you
work out, given the discrediting of the credit rating
agencies, which institutions are worthy of holding
your money? These are all issues on the liquidity side
coming within audit committees in building societies.
On the mortgage side, what types of customers are
you lending to, how far up the risk curve should you
travel, should you go at all into sub-prime, should
you be lending on buy-to-let, does buy-to-let really
mean more risk or is it a diVerent form of risk. These
are all questions I have heard building society audit
committees now consider.
Ms Knight: You can either have an audit and risk
committee or you set up a separate risk committee
and that is possibly an appropriate step to take the
more complex the organisation is. You also have to
make sure that the actual risk function within a
ﬁnancial entity has the right attention paid to it, so it
is a senior position within that organisation, certainly
at the senior executive committee level. You ﬁnd that
some ﬁnancial institutions have separate risk
committees which they then coordinate with audit;
the chairman of risk sits on audit and vice-versa. Also
if one spotlights the whole area of risk, the structure
falls into place underneath it. But it is not just a case
of having a committee, you have to give the attention
right the way through, the staYng, the reporting lines
and so on, within the bank or other organisation.
Q386 Baroness Hamwee: Are you saying that there
might be rather diVerent skills to apply and therefore
separating them out is useful or just simply the
workload.
Ms Knight: Probably a mixture of both actually;
probably a mixture of both.
Q387 Lord GriYths of Fforestfach: Let me ask you in
connection with this, if an audit committee, which
would be a sub-committee of a board of directors of,
let us say, a bank or a risk committee, had on it, let us
say, three non-executive directors, which may be
typical, those three non-executive directors, if that
committee had a formal involvement in the testing
and validation of risk management systems, would
have to deal directly with management within the
organisation who were designing these risk models,
monitoring risk, measuring risk and ultimately
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managing risk. Would that not really go some way to
the question which Lord Forsyth of Drumlean raised
about competence in corporate governance? If you
actually had committees working like that, nonexecutives who sat on those committees would have
basically to do their homework in order to deal with
the oYcials and ask appropriate questions.
Ms Knight: Yes, but some did and a risk committee is
an arduous committee and if a risk report comes to a
main board, as a non-executive director you have to
understand what the risk report is telling you, not just
look to see whether there are reds, oranges and
greens. The points you make are entirely correct; I do
not disagree at all. All I was trying to convey to Lord
Forsyth of Drumlean was that it is a mixture of
structure but also the eVorts that the individual puts
in the competency of the individual, and that you can
have a ﬁrst-class structure, but if you do not have the
right people, you are not necessarily going to get the
right answer. It is a mixture of the two.
Q388 Lord MacGregor of Pulham Market: Do you
think that has actually been happening in a number
of banks and institutions? Do you think that there
really have been the risk executives who understand
the whole process of risk and the non-executives,
particularly with some of these very complex
mathematical models which have obviously proved
to be faulty? Do you think also that suYcient
attention is given at the board level to the reports
from the risk committees?
Ms Knight: There must be every variation available
because we have every diVerent type of result. One of
the great mistakes is to say that because things have
worked out badly for some banks, therefore all
banks, have made mistakes, all banks have not had
the right people and all banks have not looked at
their risks properly. The majority have done this
right. Where mistakes have been made, mistakes
have not solely been centred on one or two people
either. I am not trying to pretend, by any manner of
means, that everything is perfect; of course I am not.
What I am saying though is that the attention to risk
and the attention to audit is key to whatever has
happened in the past and are clearly absolutely at the
forefront, but in many institutions attention was paid
appropriately.
Q389 Lord Eatwell: I was very struck during
discussions of the Banking Bill, now the Banking Act,
that the BBA was critical of the notion of the partial
acquisition of assets by the state or by the Bank of
England from a failing institution on the grounds of
property rights, defence of property rights, the same
institutions, which when they screw up want to turn
to a lender of last resort or for the state to bail them
out. I do not see how you can argue for a classic

deﬁnition of property rights, when you expect the
state to stand behind you when you mess things up.
Ms Knight: Well we did not actually. Our main
concern, as the Bill was going through the
parliamentary process related to netting agreements
and the legal aspects of netting agreements. In fact
that was picked up and re-addressed through some of
the provisions in secondary legislation in a way which
we believe provides the necessary degree of certainty.
Certainty is actually something which is essential
because there are good times as well as bad times.
Without having that certainty on netting, there were
consequences, both through to the customers of the
bank—I do not mean retail customers particularly in
this instance I mean on the wholesale side—and also
some major problems which relate to business as
usual as far as netting of regulatory capital was
concerned. Those were the main areas. I do not think
that to say we were particularly critical is quite the
right thing. What I do think it was right for us to do
was to put up where some of the problems lay within
the technical areas and indeed with the draftsmen and
in the various discussions which have taken place
those have broadly been resolved. I believe there are
one or two issues left where lawyers are having some
discussions right now.
Q390 Lord Eatwell: Do you think that institutions
which ultimately have the state standing behind
them, as we know they do, have a diVerent
relationship to society than simply represented by
private property rights as you would expect in, say, a
car company?
Ms Knight: There is self-evidently a diVerent
relationship. The circumstances which we have at the
moment have shown that the state involvement with
certain of the institutions has been essential to bring
about stability. Of course that transforms and
changes the relationship.
Q391 Lord Eatwell: For all institutions? Not just the
ones which have been intervened upon but all
institutions, because the state ultimately stands
behind them too if things go wrong for them.
Ms Knight: Yes, that is how we see it.
Q392 Lord Paul: The Financial Services
Compensation Scheme as presently constituted
results in a cross-subsidy by low-risk deposit-taking
institutions of high-risk institutions? Should it be redesigned?
Mr Coles: Inevitably a compensation scheme is going
to result in the transfer of funds from those
institutions which did not take excessive risks to the
depositors of those institutions which did take
excessive risks and then could not handle them. That
is an inevitability of an insurance scheme. From my
members’ point of view, they are fully in favour of a
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compensation scheme, they recognise that in some
conceivable circumstances we could have building
society depositors being paid out through such a
scheme, but in general terms they are upset at having
to pay signiﬁcant sums into the compensation scheme
to bail out those institutions which did not act as
prudently and as carefully with depositors’ money as
they themselves did. Indeed there was a debate
exploring these issues in the other place this morning.
Ms Knight: This has been a long-held debate though,
because the compensation scheme was last reviewed
a couple of years ago in 2007. Then there was also a
long debate as to whether there should be any sort of
cross-subsidy. Ultimately the default mechanism on
the entire compensation scheme is actually just a few
of the major institutions who already pay into a
variety of the diVerent types of categories. While the
building societies pay only into two categories in the
main. The questions have arisen before. There is no
easy answer to cross-subsidy actually; there is no easy
answer at all. We have lived with an uncomfortable
situation for many years and I suspect we will
continue to do so. The main issue we have to address,
if it is a large ﬁnancial institution, is not to get to the
Compensation Scheme position in the ﬁrst instance.
Q393 Lord Forsyth of Drumlean: We do not hear
about moral hazard any more; moral hazard was
fashionable about six months ago and seems to have
disappeared under the weight of billions of taxpayers’
money. Is this not the ultimate moral hazard? Here
you have building societies who have behaved
perfectly responsibly, who have lent on the basis of
their deposits and who are now being asked to ﬁnd
money to support institutions which were not
behaving responsibly. When it is suggested that that
is in the nature of an insurance scheme, I could think
of how you could devise a scheme which had required
prior contributions in a way which would insulate
people from that kind of diYculty. If you are sitting
on the board of a building society and you have just
got an enormous bill and you have run your aVairs
prudently, it must be more than a little galling and it
is certainly very unfair. We are not talking about
boards or companies here. The people who are
having to pay are the people who are now getting
nothing on their savings because the building
societies cannot provide that return. Surely we have
to think of a better system?
Ms Knight: I am sure you right. May I just say that I
did not run a bank. Okay? I represent a trade
association after all! Let us get to the compensation
scheme itself. The major calls on the compensation
scheme are the Bradford and Bingley, the Icelandic
banks and then there has been a small addition.
Certainly as far as the industry is concerned, we were
very surprised that the Bradford and Bingley was
dealt with in that way. We were also quite surprised at

the way the Icelandic authorities behaved. It is
actually a very big bill; the predominant amount will
of course be picked up by the banks themselves. In
the building society world, if I may say, because you
are a mutual, you are not exposed in the same way as
you are as a PLC. So it is often possible for a merger
and acquisition to take place without triggering this
type of involvement. Where I think that there is
absolutely legitimate concern is at the proportionate
pick-up of an adverse consequence. The
proportionate pick-up of the largest part easily and
any way one wishes to carve it, of the deposit
protection falls to the banks, whether it is a bank or
whether it is a building society which gets into
diYculty. What I do think needs to take place in
future is that we do need to address some of the crossborder situations because the Icelandic responsibility
has fallen signiﬁcantly to the UK to pick up. I also
think, and it comes back to a point made earlier, that
early intervention is much better than waiting to a
point where a compensation scheme is triggered and
particularly, if a rights issue has already taken place
and where the same banks have been asked to
underpin that rights issue.
Mr Coles: I would only add that I agree entirely with
Lord Forsyth of Drumlean’s question.
Q394 Lord Forsyth of Drumlean: What is the
answer?
Mr Coles: The answer could be to go to more risk
related contributions towards a compensation
scheme but the measurement of risk is extremely
complicated and we at the BSA do not know the
answer to that. The answer could be sub-schemes for
banks and building societies, but if we ever did have
a building society claiming, and I did say that was
conceivable, then you are cutting oV your access to
the 80% of deposits that the banks look after. There
is no easy answer; nevertheless you are quite right to
record the strong degree of unfairness that building
society directors feel about the current situation. We
are currently formulating a blue-skies paper on how
we think this should go forward but the issues are
extremely complicated.
Q395 Lord Eatwell: May I ask whether the
compensation scheme has ever been drawn on as a
result of a building society failure?
Mr Coles: The answer to that is no.
Q396 Lord Moonie: Some commentators have
suggested that in recent years supervisors have overemphasised fairness in ﬁnancial intermediation at the
expense of ﬁnancial stability. Is this criticism valid? Is
there really a trade-oV? If so, how do you think it
would be most eVectively resolved?
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Mr Coles: I personally think that ﬁnancial stability is
at the heart of fairness. The fundamentally fair thing
that depositors want is to have their money back
when it falls due and that institutions do not take
excessive risks with the money when it is under their
control. Financial stability is a fairness issue. Having
said that, there probably has been over-emphasis on
treating customers fairly; certainly within institutions
it has resulted in huge investments in management
information systems, in diverting possibly
management attention from prudential soundness to
conduct of business approach. We obviously must
take steps to make sure that boards and management
of building societies do not misrepresent products to
their members and do not sell them products that are
not appropriate, that they do not target products to
the wrong type of customer. All that is very important
but it does pale into insigniﬁcance and importance
compared to giving people their money back when it
falls due and not taking inappropriate risks when you
control their money. Broadly speaking I have
sympathy with the point behind the question.
Ms Knight: Yes, there has been quite a long-held view
that the balance has not been right and in a number
of areas. I said earlier that too much attention has
been paid to the execution of the rules rather than
supervision of the organisation and that has meant
that the way that the regulators have looked at the
diVerent aspects of a ﬁnancial institution has been
compartmentalised. There are perhaps two things
which need to be done. The ﬁrst is that I am not sure
that being a regulator is actually seen as the career it
should be and the FSA has said that it will bring into
that organisation a cadre of higher quality
practitioners to look at regulating not just banks but
the major entities in particular. We think that is right.
On the treating-customers-fairly project, which was
an FSA project, that in fact resulted in a diversion of
very signiﬁcant attention by organisations, by
management and indeed by the FSA itself. There are
ways in which one can actually address some of that
and that is by looking at what is meant by, for
example, “fair” or “unfair” in those areas to a greater
degree. We do not have rules in subjective areas, we
only have rules in objective areas, but that very
subjectivity is giving a lack of clarity both to
customer and to the product provider. Maybe that
issue has been forgotten and clarity and the need for
clarity have been forgotten—just maybe getting
greater clarity what is fairness would be helpful for all
and enable regulators to get their eyes up to the bigger
picture, which is clearly essential.
Mr Coles: What is important is the culture of the
organisation. It is very diYcult to adapt a tick-box
mentality from a regulator to assessing the culture,
ethics, the DNA of the organisation—to use the
modern terminology. A supervisor has to form a
judgment on that and the supervisor needs to be

almost as skilled as the non executive director in
asking the appropriate questions and making the
right judgments and not taking a regulatory boxticking attitude that they have done all of these
things. You can do all of the things on the treatingcustomers-fairly project and still be rather
unpleasant to your customers.
Ms Knight: That box-ticking culture has been one of
the areas which all diVerent types of ﬁnancial ﬁrms
have been concerned about because it does not get to
the core of the issues.
Mr Coles: Absolutely.
Q397 Lord Paul: I just wanted to know. With all this
talk of regulations, better regulations is it really
possible to stop the kind of things which happened
with any regulation and would any regulator dare
control what has happened?
Mr Coles: My own view is that markets will always
innovate more rapidly than regulators can pass
regulations.
Ms Knight: Yes and mistakes will always happen and
wrong judgments will always be made.
Q398 Baroness Kingsmill: I was very taken by your
comments about the need for biodiversity in the
ﬁnancial services sector. I wondered whether you
would both let me have your views on whether you
think, when all of this crisis is over, that the day of the
big bank is over or should be over and whether or not
we should not perhaps be diversifying in a way which
meets the need of the diVerent kinds of customers of
banks in a more appropriate way.
Mr Coles: Far be it for me to say the day of the big
banks is over. I do not think I’d assert that. There is
a danger in the way that mergers have gone ahead
that we have banks which are both too big to fail and
too big to save and of course we have had a huge
merger which has created the new Lloyds Banking
Group. If that in the next ﬁnancial recession faces
diYculties which are even a proportion of the size
they currently face then that is a big set of questions
we need to ask. The Financial Services
Compensation Scheme is based on insurance of a
large number of small institutions. It is impossible to
see how the compensation scheme can bail out the big
institutions in the current environment and the whole
idea of insurance cannot work when you have half a
dozen huge ﬁnancial institutions which dominate the
markets. I do think that the term “economies of
scale” is over-used; there are signiﬁcant diseconomies
of scale which have not been recognised in the
upswing. You can have institutions which are too
large. What matters from my point of view, running
a ﬁnancial institution, is not how big you are but
whether you have an appropriate strategy, whether
you can actually implement it and whether you have
an appropriate management. Size is far less
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important on all those factors than is frequently
suggested.
Q399 Chairman: I wonder whether the BBA
response might include economies or diseconomies of
scope as well.
Ms Knight: With any business, the broader range of
customers you have and the broader range of
suppliers you have the more likely you are to be able
to handle the ebbs and ﬂows of economies. It is
exactly the same in the banking industry as it is in any
other sort of industry. The question which arises is
one of how you control it, how you manage it and
whether the risks are properly addressed, which has
been the subject of much of the questioning today.
Personally I think that some errors have been made
in some of the commentaries. For example “Give us
back narrow banks” has been one. Yet of course, if
you are going to have anything from a ﬁxed interest
mortgage onwards, then you require something in the
way of a derivative in order to enable that to take
place. Financing of corporate Britain is not just a
case of taking in deposits and then lending out. We
would not be able to ﬁnance corporate Britain like
that. What you have to have is a range of activities
which a bank undertakes and it has to be able to
operate in diVerent types of markets.
Q400 Baroness Kingsmill: All within the same
institution is necessary for that.
Ms Knight: Yes, I think it is, but that does not mean
that you do not address some of the risks through
capital rather better. As is well known, the amount of
capital that you have to hold in the trading book was
much less than in the banking book and that resulted
in a growth of instruments held in the trading book
whereas in previous years the bank would have put
them into the banking book. That was one of the
consequences of Basel II actually which resulted in
those capital allocations which were rather diVerent
to that which one might have expected. That is
therefore where I would look. I would go into the
areas of control in the diVerent types of activities
rather than try to split some activities oV. We have
after all seen perhaps the residual consequence of the
Glass-Steagall Act in the US, in the sense that the
independent American investment banks, the Wall
Street investment banks, remained as Wall Street
investment banks until now. Now of course none of
them have remained as independent Wall Street
investment banks. In the narrow banking ﬁeld, a lot
of the mortgage and savings and loans banks have
got into very real diYculty. Bradford and Bingley was
a narrow bank. Northern Rock was a narrow bank.
The questions are about control, proper application,
capital, risk and liquidity. We need some of the
broader-based institutions, we need some small ones,

we need some specialists, we need some in between
and we need that range.
Lord Forsyth of Drumlean: You left out Citibank.
Q401 Lord MacGregor of Pulham Market: Can I
come in on that one because it raises issues we have
not really properly explored, although it was touched
on earlier with reference to hedge funds. When you
are talking about some of the new instruments which
were created in response to Basel or whatever, there is
also the issue of all these structured investment
products et cetera, created for a number of reasons
but one of them was to have them oV balance sheet.
I wonder whether you feel that there is not a lot more
that should be done about transparency.
Ms Knight: And the regulatory boundary as well,
which is why I mentioned the SIVs and conduits
point before. There is already transparency, though I
tend not to use that word so much as
comprehensibility. Some of these ﬁnancial
instruments are immensely transparent, 400 pages of
transparency, but people could not work out what it
meant.
Q402 Lord MacGregor of Pulham Market: You need
both actually.
Ms Knight: Absolutely. You are absolutely right:
where is the regulatory boundary as well? It is part of
the debate and it is part of the things which have to
be addressed and shifted.
Mr Coles: And regulatory arbitrage. Basel I certainly
encouraged institutions to take things oV balance
sheet if they possibly could.
Ms Knight: Absolutely.
Mr Coles: The capital treatment was far more
favourable if you took it oV the balance sheet than if
you left it on.
Ms Knight: Which is why it is said that this crisis is a
Basel I crisis not a Basel II one. It started in the US
and that oV balance sheet was promoted.
Q403 Lord Forsyth of Drumlean: We were talking, in
answer to Baroness Kingsmill’s question, which is a
very important question, about this issue of whether
they have become too large and whether it is
necessary to have the one-stop-shop model. You gave
the examples of the Bradford and Bingley and
Northern Rock. Well actually the problem was not
that they were not a multi-purpose bank but that
their business model relied on the wholesale market.
You left out Citibank, which is an example of a multifunction bank which has not actually turned out to be
an enormous success. It is a question. Generally I am
disinclined to be interventionist, but Baroness
Kingsmill’s question is a question which somewhat
haunts me. If you have these very large institutions,
by the way, they are not always using their diverse
business interests to act in the interests of the
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customer. Some of it is “If you want this loan, you
have to take these products” and some of that has
created some of the diYculties for some businesses. I
am not sure you really addressed this fundamental
issue, which is too big to fail and the deal the
customer gets, because the multi-function all-singing
all-dancing model does not actually seem in the end
to have served the customer terribly well.
Ms Knight: We are at the start of the discussion,
certainly not at the end of the discussion on this; it is
a point which is going to carry on coming up. You can
ﬁnd examples of a bank which has not worked in all
shapes and sizes, in large, in medium-sized, in narrow
and so on. We can either use the failures as an
example and we have to use them, but we also have
to use the successes as well. Why is it that some of the
larger entities are actually managing rather better?
Why are some of the narrower entities managing

rather better? Some of the answers are obvious and
some of the answers are not as obvious as all that.
Two more points if I may. If we are going to say in the
UK that we do not believe in a broad-based bank,
then we do need to think what that is actually going
to do to the UK, its economy, ﬁnancial services
sector, competition and all those other things. The
second thing is: are we really saying that you can have
a multinational in any other type of industry, or a
multi-faceted type of company, but you cannot have
one in banking? I am not sure that people have
thought of it like that. There are a lot of points in
there which you rightly raise but we are a long way
before we come to a conclusion.
Chairman: That is a good time to bring it to a
conclusion. May I thank you both very much indeed
for spending some time with us this afternoon? It has
been very helpful. Thank you.
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Memorandum by Barclays
Barclays welcomes the opportunity to submit written evidence to the House of Lords Economic AVairs
Committee’s Inquiry into Banking Supervision and Regulation. John Varley, Barclays Group Chief Executive
looks forward to providing oral evidence to the Committee on 17 March 2009.
Barclays is a major universal bank, headquartered in the UK and doing business in nearly 60 countries around
the world. We provide a wide range of banking and asset management services to individual consumers,
businesses and institutional clients with our UK home market accounting for around half of our total business.
We deeply regret the part played by the banking sector in causing the ﬁnancial crisis. There are valuable lessons
to be learnt. Barclays stands ready to play its part in helping to build a more robust framework for regulating
the ﬁnancial system and individual ﬁnancial institutions at UK, EU and international levels. It is in everyone’s
interest that conﬁdence in the system can be rebuilt and trust restored on a sustainable basis.
Recent experience has shown that a number of reforms to the regulatory system are needed if we are to
strengthen ﬁnancial stability and improve the identiﬁcation and management of risk going forward. The
points below outline our thoughts on some key issues.

Systemic Risk
It is clear from recent events that there is a signiﬁcant regulatory gap in relation to systemic risk—not just in
the UK but also in the US and at EU and international levels. Mechanisms do not exist to identify and ensure
action is taken on system wide or “macro—prudential” risks as they develop (eg market wide liquidity
problems, asset price bubbles, excessive leveraging).
This is now widely recognised. Within the EU the de Larosiere report recommends a new European Systemic
Risk Council comprising of governors of EU central banks, Chairs of Level 3 Committees and the
Commission, to provide an early warning system on macro prudential risks. Within the UK Lord Turner has
said that the Bank of England and the FSA need to work to ensure macro economic and macro prudential
analysis is brought together, system wide risks identiﬁed, and the ﬁndings harnessed into both macro economic
and monetary policy and also micro prudential regulation at ﬁrm level. We look forward to the FSA’s
Regulatory Review, to be published on 18 March.
We see advantages in the Bank of England being given formal responsibility for monitoring macro prudential
as well as macro economic risk, and for there to be some formalised process to require the Bank to alert the
FSA to emerging risks and for the FSA to respond, with this exchange being in the public domain. Clearly
we also need mechanisms to monitor systemic risk at EU and international level and the capacity to press for
coordinated action. We hope that action at international level will be progressed at the forthcoming London
Summit.

The Tripartite Authorities
We support the current tripartite arrangements in the UK. While alternative models could be considered, each
will have advantages and disadvantages and we do not believe there is an unambiguously better arrangement.
We consider the broad division of responsibilities between the FSA, Bank of England and Treasury, as reﬁned
by the Banking Act 2009, to be ﬁt for purpose. As with any regulatory system, however, there is room for
further improvement.
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As outlined earlier, we would like to see the Bank’s role extended to include macro prudential responsibilities.
The Bank needs to ﬁnd a way to bring together its monetary policy and macro prudential functions in order
to fully understand market developments, and its dialogue with both market participants and the FSA could
be further strengthened.
By international standards of comparison, the FSA has done a diYcult job reasonably well over the past few
years and needs support and encouragement to improve further. There is a risk that FSA morale could
deteriorate in the current environment just at a time when recruiting talent and motivating staV is crucial. The
FSA needs to attract more good people from the market. It would be unfortunate if it became more process
oriented and risk averse rather than equipped to make quality judgements on complex issues. The FSA may
need to review its internal structure so there is a clearer focus on prudential supervision.
The Treasury is a key member of the Tripartite and needs to have suYcient resource with the requisite skills
and experience to ensure eVective oversight of the ﬁnancial services sector in the UK and to enable the UK to
play its full part in the development of EU supervisory and regulatory policy.
Capital Requirements
Since the start of the credit crunch there has been signiﬁcant focus on the capital adequacy regime for banks,
both at national, EU and international levels. It has become clear that some elements of the current
frameworks have—inadvertently—exacerbated the ﬁnancial crisis, and helped amplify the economic cycle.
The Basel capital adequacy regime is procyclical in respect of both capital requirements and capital resources.
Because it requires banks to hold capital in inverse proportion to the value of assets on the books, when
markets are exuberant and assets are highly priced, less capital is required; when markets are depressed and
assets prices fall, more capital has to be held. This exacerbates the peaks and troughs of the economic cycle.
We would like to see a regime that encouraged counter cyclicality in capital provision, not pro cyclicality. Four
particular changes would help in this regard.
First, the capital provisioning regime should require greater provisioning in good times, which can then be
called upon during times of stress. That would help ensure stability and sustain banking operations throughout
the cycle.
Second, the application of external credit ratings to speciﬁc assets—for example, the holding of securitised
positions—should be adjusted to a “through the cycle” basis. AAA assets have very low capital requirements
within the Basel framework; lower rated assets have exponentially increasing requirements. Because external
credit ratings signal the attractiveness of underlying assets to investors, the ratings understandably shift down
during a stress. This increases capital requirements exponentially. A “through the cycle” approach would
ameliorate this eVect.
Third, probability of default (PD) estimates should be “through the cycle”. Risk weighted assets under Basel
are derived by modelling the probability of an asset defaulting, the severity of loss given such a default and
the exposure at the time of default. Point in time PD estimates increase signiﬁcantly in a stress. By scaling these
to a through the cycle basis, the pro-cyclical nature of this element would be removed.
Finally, loss given default (LGD) estimates should be set with reference to minimums, or smoothed. LGDs are
linked to the price of collateral used to support loans. As the price of assets (particularly property) declines,
the risk weighted assets will increase. Minimum LGD estimates could be used in good times to build suYcient
capital resources to provide a buVer for a period of stress; and, in times of stress, smoothing or limiting the
impact of LGD will reduce pro-cyclicality.

Accounting Standards
Banks are required to follow the accounting rules set by the International Accounting Standards Board, with
a few adjustments to enable them to handle cash ﬂow. These rules include signiﬁcant use of fair value
accounting, or “mark to market” principles, particularly for ﬁnancial instruments that are held for trading
purposes. While fundamentally sound, this accounting practice tends to be pro-cyclical, as trading proﬁts are
boosted when asset prices expand and decimated when asset prices collapse. This leads to corresponding over
and under-investment during peaks and troughs of the economic cycle.
The negative impact of this was particularly visible through the current crisis. In the ﬁrst instance, the lack of
market liquidity and increase in the perceived risk associated with some asset classes signiﬁcantly reduced asset
prices. In many cases that decrease undershot long-term trends in asset prices. As institutions suVered losses
linked to the marking of such assets to market, many were forced to dispose of assets to restore their liquidity
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and capital ratios. This exacerbated the deterioration in asset prices, increased losses and led to a further loss
of conﬁdence—a vicious downward spiral.
We agree with de Larosiere that a wider reﬂection on the application of the mark to market principle is
required. For example, items held for trading or otherwise managed on a fair value basis should be booked at
fair value, but this should reﬂect the business’s intent with respect to the ﬁnancial instrument. Whilst this intent
should be declared up-front, the business should have the freedom to change intent and reclassify the assets. In
particular, if an asset is held for trading purposes (and held at fair value) and it is no longer possible to sell it
or to manage it on a fair value basis, the institution should be able, subject to speciﬁc stipulations, to transfer
the asset to an amortised cost category, provided there is full and transparent disclosure. This will ensure
institutions can value ﬁnancial instruments at an appropriate economic value at all times.
The diVerence in accounting standards between standard setting bodies, principally US Generally Accepted
Accounting Principles (US GAAP) and the International Accounting Standards Board’s framework (IFRS),
helped contribute to the recent crisis of conﬁdence. For instance, banks’ leverage ratios have been widely
misunderstood by the market because of diVerences in treatment between IFRS and US GAAP. The diVerent
treatments of netting / oV balance sheet consolidation and other matters has also confused investors and added
to market uncertainty.
Barclays strongly supports eVorts to harmonise international accounting standards through convergence on
a single set of high quality standards. In particular, we support the US moving towards IFRS with certainty
and on a timely basis. We are also in favour of consistency of accounting treatment.

Debt Rating Agencies
Both the EU and the US are pursuing separate regulatory initiatives with regard to external credit rating
agencies. Whilst the concerns are common (conﬂicts of interest, lack of transparency of risk assessment
systems, governance) the approaches are diVerent. There needs to be consistency in the approach taken, as
ratings are used globally.
In addition we agree with de Larosiere that the use of ratings in ﬁnancial regulations should be signiﬁcantly
reduced over time.

Risk Management
A robust risk function within banks is clearly of critical importance to prudent decision making. The risk
function needs to have the status and resource to challenge commercial decisions and the power to escalate
issues to the group CEO and/or Board as required. In Barclays we have a NED constituted Board Risk
Committee, which receives reports from the Risk Director on a regular basis.
Risk management systems should be forward looking and use a range of techniques including models and
stress tests. Annual stress testing exercises on signiﬁcant issues can be helpful. There should be clear
accountability at Board level for risk management, and regular engagement with the regulator and the body
responsible for macro prudential supervision.

Competition
While we understand the reasons for special measures and public intervention during a period of ﬁnancial
crisis, these have developed in an ad hoc way without the beneﬁt of a common framework of principles for
such interventions. There is a risk that ad hoc measures may cause market distortions (for example: diVerential
terms for central bank liquidity; diVerences in capital guarantee and asset protection arrangements;
diVerential terms for capital support to troubled banks; changes in consumer behaviour if some banks are
perceived to be “safer” and there is signiﬁcant market consolidation; forced lending impacting market pricing).
There needs to be an agreed roadmap at EU level and more widely for unwinding state support of the banking
sector and a full return of normal competition policy as soon as markets return to normal. We also would like
to see a framework of principles established at G20 level as well as within the EU to help ensure that future
interventions do not distort markets or have anti competitive eVects.
4 March 2009
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Memorandum by Lloyds Banking Group

1. Introduction
1.1 We welcome the opportunity to submit evidence to the Committee’s inquiry into banking supervision and
regulation. Our comments relate primarily on the position of Lloyds TSB as the acquisition of HBOS was only
completed on 19 January 2009, however, we refer to the Lloyds Banking Group when we look to the future.

2. Why did the financial crisis happen?
2.1 In looking at the current crisis and what needs to be done, we believe it would be helpful for the committee
to split the crisis into two parts—the ﬁnancial markets crisis and the deteriorating global economy.
2.2 By the start of 2008, the UK economy had enjoyed 60 consecutive quarters of sustained expansion.
Average inﬂation rates remained very low globally and in the UK household incomes had grown strongly and
asset markets—especially housing—had boomed. This booming economy meant that demand for borrowing
had outpaced the growth of savings for quite some time. To meet this demand, banks increased their borrowing
from the ﬁnancial markets from 2000 onwards. Throughout this period investors continued to search the
markets for instruments that would give them higher returns in what was essentially a global low yield
environment. The result was a surge in a number of complex structured credit products.
2.3 The current banking crisis resulted from a collapse of conﬁdence causing the money and capital markets
to seize up. In a world suddenly very risk-averse, banks and other investors became very reluctant to lend to
each other. All banks, including stronger ones, have therefore faced increased diYculty sourcing funding,
aVecting their ability to lend in turn to their customers.
2.4 The crisis has most aVected the banks which have borrowed most from the markets.
2.5 The withdrawal of foreign and non bank institutions from the market has caused a UK lending gap. Over
the last 10 years, they accounted for almost 50% of new corporate loans and approximately 45% of mortgages.

3. Accountability
3.1 At a global level, risk was mis-priced and the new instruments’ sophistication out-paced banks’ ability to
manage and understand their long term implications particularly in a less benign economic environment. This
lack of understanding by banks, regulators and Central Banks around the world who did not always grasp the
inter-dependencies in the ﬁnancial system and the true nature and scale of the risk being taken by some banks.
This knowledge gap was compounded by a general failure to recognise the dependency of the major economies
on non-bank ﬁnancing. Though to be fair, this was always likely due to the sheer complexity of the global
ﬁnancial system.
3.2 The priority now is to address the systemic risks and for everyone, including the banks, to work together
to restore conﬁdence in the ﬁnancial system and the economy. We are working hard to that end.

4. Position of Lloyds TSB
4.1 Lloyds TSB entered the ﬁnancial crisis in a strong position due to our relationship banking strategy; strong
business model; prudent risk approach and “through-the-cycle” approach. The company anticipated the
benign economic environment would not last and so positioned our business to avoid riskier parts of the
lending market.
4.2 Relationship banking is at the heart of Lloyds TSB’s strategy—working with and understanding the
ﬁnancial and non-ﬁnancial needs of its customers, building a relationship with them to help them grow and
prosper. Lloyds TSB had a “through the economic cycle” approach to credit policy, helping and working with
customers through the good times and the bad.
4.3 One test of Lloyds TSB’s relationship model is whether it is able to quickly respond to the short term
borrowing needs of its customers. Because of the strength of its ﬁnancial position, Lloyds TSB remained “open
for business” throughout 2008 and committed to maintaining a broad range of products and actively
marketing them to customers. As a result of its ﬁnancial strength, in September 2008 it was one of the very
few institutions who were in a position to be able to acquire HBOS, when it became aVected by the global
problems in the banking system.
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4.4 By early October 2008, conﬁdence in the sector was at a low point worldwide and the most important issue
was restoring conﬁdence and stability. In the context of the unprecedented turbulence in global ﬁnancial
markets and as part of the Government’s action to stabilise the UK banking system, HM Treasury had
discussions with Lloyds TSB on the additional capital it would be required to hold, to have access to the
Government backed provision of liquidity. Based on these discussions the Boards of both of Lloyds TSB and
HBOS agreed to raise £17bn of capital across both banks, through a combination of ordinary shares, which
were underwritten by the Government, and preference shares. We welcomed the investment by the
Government as it represented certainty of capital availability and relatively attractive pricing—compared to
a traditional rights issue approach
4.5 In March 2009, The Lloyds Banking group announced its participation in the Asset Protection Scheme
which will increase the Group’s capital position making it an even stronger bank. In making the Group a more
strongly capitalised bank, it also puts it in a better position to weather a severe recession should the economy
deteriorate further. The Group’s Core Tier 1 ratio will increase to well in excess of regulatory requirements.
We believe that it will also help to stabilise the ﬁnancial sector and through the continued lending to personal
customers and businesses, will help to support the economy.
5. Other Government measures
5.1 We have been fully supportive of the measures the Government has taken to restore conﬁdence to the
banking sector. As we mention above, in October last year, conﬁdence in the sector was at a low point
worldwide and the most important issue was restoring conﬁdence and stability. The Government took a
number of steps to address these problems which we believed were necessary. The Government showed
leadership in the UK and this formed part of a globally co-ordinated approach to addressing the systemic
market issues.
5.2 However, despite the eVorts of banks and the government, there will still remain a gap in lending capacity
which has been created by the withdrawal of foreign banks and non-bank institutions. In order to ﬁll this gap,
which represents 50% of capacity, the British banks that remain in the market would have to more than double
their lending. It is absolutely in line with Lloyds Banking Group’s strategy of relationship banking to support
our customers and we will continue to help our customers during these diYcult times and we will make funds
available to customers that meet our lending criteria.
6. Conclusion
6.1 We have experienced unprecedented market dislocation across the world in the last 12 months. Failure by
banks, regulators and governments to recognise early enough the implications of complex global
interdependencies as led to a long and deep crisis in ﬁnancial services.
6.2 There is no one cause for the current crisis. Instead there were a series of “jigsaw pieces” each of which
had its part to play but each of which could have been coped with in isolation. The coming together of all these
“pieces”—risk mis-pricing, complex products and so on—at the same time was both unforeseen and
unprecedented.
6.3 As a result the UK Government and governments around the world have had to take unprecedented steps
to address the crisis. We support the Government in these steps taken to restore capital and funding levels both
as they apply directly to the Lloyds Banking Group and in the wider drive to restore conﬁdence and ﬁnancial
stability in the economy as a whole.
6.4 Historically, Lloyds TSB was able to maintain its support to customers, in particular mortgage customers
and SMEs, through its strategy of maintaining customer relationships throughout the economic cycle—good
times and bad.
6.5 As we enter a more challenging period for the economy and after its recent recapitalisation, Lloyds
Banking Group will continue to support its customers during this diYcult time, ensuring that they have access
to the ﬁnance, products, advice and relationships that they require.
12 March 2009
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Examination of Witnesses
Witnesses: Mr John Varley, Chief Executive, Barclays, Mr Eric Daniels, Chief Executive, Lloyds and Mr
Douglas Flint, Group Finance Director, HSBC, gave evidence.
Q404 Chairman: Good afternoon everyone and to
Mr Daniels, Mr Varley and Mr Flint. Welcome to
the Economic AVairs Committee. Thank you for
ﬁnding the time to attend today and thank you also
to Barclays and Lloyds for your written evidence
which we have read. I am always asked to ask you
if you can speak reasonably slowly and clearly for
the beneﬁt both of the stenographer and indeed for
members. Perhaps you could introduce yourselves
brieﬂy when you ﬁrst speak, that is particularly for
the beneﬁt of the web broadcasters. I believe you do
not wish to make any introductory remarks so we
will move straight onto questions. If you agree in
your answers with an earlier speaker, there is no
need to repeat it; a nod of assent will be ﬁne and
then we can probably cover slightly more ground.
Banks are clearly one of the most regulated sectors
of business and the regulations are there ostensibly
to promote sensible behaviour in the market or to
head oV potentially harmful or over-risky behaviour
in the market. To what extent are bank strategies
actually shaped by those regulations? Or are the
regulations viewed more as hurdles to be
circumvented or got over as required? Speciﬁcally,
do you think that better or more astute bank
regulation or supervision could have headed oV the
current ﬁnancial crisis? Perhaps I can start with Mr
Flint from HSBC on that one.
Mr Flint: I am Douglas Flint; I am the Group
Finance Director of HSBC. I do not agree that bank
strategies are shaped by regulation; I believe that
bank strategies are shaped by the economic
environment and the needs of customers. However,
I think the framework within which the services are
provided are governed by the governance of our
own institutions and by the regulatory frameworks
in which we serve customers around the world. We
ourselves respond to over 500 regulators and to have
strategies shaped by 500 diVerent regulatory systems
would be a challenge. The strategies are
economically focused and the regulators provide a
backdrop to how we apply those strategies in
practice. I think that it is simplistic to think that
there is a silver bullet of better regulation or
supervision that could have prevented the current
ﬁnancial crisis because I think a large number of the
inputs to the current crisis were macro economic in
terms of excess liquidity, low interest rates and a
search for a yield over a number of years. However,
having said that, I think there are elements of
fragmented regulation that are now being addressed.
There were also elements of lack of transparency as
to where the end risk within the broadest deﬁnition
of the ﬁnancial system resided. There are areas
where the regulatory framework did not catch all of

those elements. The number and the type of entities
that were captured and the way that they were
regulated around the world were not consistent.
Again that is an area that contributed to elements
of regulatory overlap and regulatory under-scrutiny
of certain activities in certain parts of the world.
One of the areas where a lot of attention is now
being given and talked about is that perhaps there
was not a framework regionally or, probably more
importantly, globally that looked at the possible
areas of systemic risk that were emerging from the
combination of macro economic events and the way
the ﬁnancial framework was evolving, the way the
regulatory framework was evolving, the interplay
with accounting and other rules and simply the
behaviour of market participants. Putting all that
together in a way that would sit within a framework
that addressed the systemic implications from all of
these contributory factors was something that did
not exist and I suspect a lot of attention will be
focussed on that in the coming months and years.
Q405 Chairman: Do either of you want to add to
that?
Mr Varley: I am John Varley, Group Chief
Executive of Barclays. I agree very much with what
Douglas said. The regulations deﬁne the corridors
down which banks can walk as they pursue strategy
but they do not deﬁne the strategy itself. I would
add two further things. First of all I think Douglas
is right in referring to the principal failure in the
space of regulation, as one looks back at the events
of the last two years, as being a failure to spot the
macro prudential systemic risk. I think that
governments, regulators and banks could have
spotted that and failed to. When I say could have,
should have, and failed to. There are two obvious
areas where I think, as we look forward, we could
be better served as an industry by regulation. One
would be in the area of provisioning and reserving
where the requirements of Basel II (which, as you
know, have required banks to increase their capital
provision in the downturn) have exacerbated the
issue with which the world is now struggling. The
second example I would point you to would be the
subject of mark-to-market accounting. In just the
same way as ﬁnancial institutions’ proﬁts were
boosted by the mark-to-market accounting included
in international ﬁnancial reporting standards, so too
have they been reduced dramatically on the
downturn. I think that the volatility of ﬁnancial
performance and indeed a risk management task for
banks and regulators has been exacerbated by markto-market accounting.
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Q406 Chairman: Mr Daniels, do you want to say
anything?
Mr Daniels: No, I think that covers it very well,
thank you.
Q407 Chairman: Can I ask you, amongst the
players, who is in the best position to pick up
systemic risk? Is it yourselves because you are close
to the coal face, as it were? Is it regulators or
supervisors? Who is in the best position to do it?
Mr Flint: I think it has to be a combination of all
of these. I think there needs to be input from within
the industry. I think there needs to be input from the
micro supervision of individual institutions. I think
there needs to be input from those who look at
segments within the ﬁnancial industry whether it is
banks, insurance companies, hedge funds, money
managers or whatever. I think there needs to be
input from treasuries, there needs to be input from
the Bank of England, the Fed, those who look at
money supply and the large movements of capital
around the world. I think all of these have input to
the debate and indeed without all parties
participating I think there are likely to be gaps in
the understanding of the drivers of behaviour and
of the impacts of that behaviour that mean that
systemic risk will not be fully captured.
Q408 Lord GriYths of Fforestfach: For those of us
who have been involved in banking the crisis has
been quite horrendous. People who are bankers—
regulators, Treasury oYcials, Bank of England
oYcials—are very intelligent people but in a way the
scale of what might happen was totally missed. Why
do you think that was?
Mr Varley: Douglas made the point a moment ago
about the macro prudential risk. To me it matters
in a sense less who has responsibility for monitoring
that in the system; what matters is that somebody
has responsibility for monitoring it in the system
and that that entity is ﬁxed with a clear regulatory
or statutory responsibility. I think as we look back
that particular responsibility somewhat fell through
the cracks. I am not pointing a ﬁnger at government
or regulators because I think that the banks
themselves should have spotted this risk. To me the
most important safeguard for the future in this area
is that within the tripartite authorities, for example,
it matters not which member of the tripartite
authorities had that obligation, but somebody must
be ﬁxed with that obligation.
Q409 Lord Paul: Is there any possibility of the
regulator being able to spot all these kinds of issues?
Mr Varley: The optimist in me says yes. It does seem
to me that we should take advantage of the calamity
of the last two years and ensure that we do learn
and that we have in place a structure of supervision

that does enable people to spot those risks. It will
rely fundamentally on there being more active
collaboration between the international regulators,
more concerted action and it will require some quite
tough mechanisms which I suspect we will all ﬁnd
rather indigestible but nonetheless I think that is
required.
Mr Flint: I agree with what John says. One of the
aspects for further consideration is the balance
between regulation and supervision. Part of the issue
over the last several years is that a lot of attention
was given to the framework of regulation but the
actual supervision by experienced professionals
talking to experienced professionals discerning what
was happening in the market place and what that
might mean was perhaps less than it might be
optimally. In response to the question why was it
missed, I think there are three elements here which
are quite important. One is that our industry, for
right or for wrong, over the last ﬁve years became
intensely complex and part of that complexity drove
considerable attention within the industry and
within the regulatory framework to risk models that
sought to capture all the elements of things that
could go right and wrong and produce a result that
guided management to risk appetite and so on and
so forth. With the beneﬁt of hindsight I think people
took too much comfort from the sophistication,
complexity and regulatory endorsement of what
were best in class, best practice models but which
failed to capture all the elements of liquidity risk and
the tail events that could go wrong.
Q410 Lord Paul: Banks have very intelligent people.
If they cannot ﬁnd out some of these issues how can
you expect the regulator to be able to ﬁnd them?
What makes them diVerent to be able to ﬁnd out
when the banks themselves cannot ﬁnd out? I need to
declare my interest. Two of you are very close
business partners of mine and very good ones.
Mr Varley: In answer to your question, Lord Paul, it
is possible for these issues to be identiﬁed. It may
need more formal mechanisms in the system of
regulation or legislation. I will give you an example.
One of the things I think we all failed to identify was
the fact that the debt fuelled ﬁnancial economy had
got out of balance with the real economy. I think it
would be possible in this country and in other
countries around the world for there to be a statutory
obligation that imposed on a member of the tripartite
authorities in this country to signal a point in time
when the amount of debt in an economy had become
too big. With that signal would go some
consequences for banks, for example the requirement
to hold more capital at that time; for example a
management of monetary policy or interest rate
policy that would identify that risk and seek to
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combat that risk. I think it will require some elements
of formalisation.
Q411 Lord Forsyth of Drumlean: I am sure that is
right and I am sure the general point is being made,
but I am trying to think of an example that does not
involve any of you but I am afraid I can only think of
one which now involves you, Mr Daniels, but it does
seem extraordinary that a bank like the Bank of
Scotland, HBOS, could have so much of its portfolio
in housing and as late as January of last year still be
investing very heavily in housing. It is hard to see how
one could rely on a regulator in that respect. If we
take another example, the Royal Bank of Scotland,
which was paying a very silly price for ABN Amro at
the time. You had a lucky escape there but it is hard to
see how having a regulator in place will avoid people
making these catastrophic business decisions.
Mr Varley: I am certainly not suggesting that the
regulator should bear unique responsibility because
the primary responsibility is of course with the boards
of banks, the makers of the commercial decisions, the
takers of the risks. If, in my remarks, you read some
suggestion that bank boards should side-step their
responsibility I do not believe that at all. Theirs is the
primary responsibility.
Q412 Lord Tugendhat: Coming back to a question
Mr Varley answered when you were talking about
what you should have spotted. I have heard the chief
economist of an investment bank say that he did
warn the management of the dangers to which you
are referring and the mood of the bank and the mood
of the time and everything else was such that nobody
was actually paying attention. I know him well and I
believe what he told me to be true. When you look
back with the wisdom of hindsight do you think that
actually within your organisations you did have
economists or others who were warning about the
imbalances and the dangers inherent in them, but
that the mood of the bank and the mood of the time
and competitive pressures blinded you to what you
were being told?
Mr Varley: I can only speak about Barclays but let
me give you some examples. We have, as a subcommittee of our board, a risk committee populated
by non-executive directors, chaired by somebody
whose professional background is banking. That
committee called for a review of sub-prime exposure
in Barclays at the end of 2006. It was prescient of it to
do so looking back on it because we certainly were
very active in the ﬁrst part of 2007 in reducing our
exposure as a result of that governance structure.
Similarly I think within the sort of banks that are
giving evidence to you today there are risk systems
which spend a lot of time looking at trends. In our
own experience base we have a very clear pattern that
within seven quarters of gearing rise in British

companies we have all seen an increase in
impairment. We started seeing gearing rise in our
corporate base here in the United Kingdom at the
beginning of 2006 and that caused us to do an
extensive review of risk concentration in the United
Kingdom and reduced sectoral exposure to those
parts of the economy where we thought there would
be a downturn. What I would say is that banks
should not be fatalistic about this; they should
have—and I think mostly do have—risk systems that
enable specialists to be able to say, “You need to be
paying attention to this”. You also need to have
governance structures in organisations which mean
that people can do that without fear.
Chairman: Certainly the latter. Lord Best?
Q413 Lord Best: The scale and the scope of banks
have expanded dramatically over recent years. Do
you think it has really led to serious eYciency gains
and possibly other economic beneﬁts or has this
simply meant that the banks have become too big to
fail and thereby encouraged to greater risk taking?
Mr Daniels: I am Eric Daniels, Chief Executive,
Lloyds Banking Group. In the case of Lloyds what
we have done is seek to expand by serving more needs
for our customers. A couple of decades ago, for
example, it was almost inconceivable that a midmarket customer would hedge interest rate risk or
foreign exchange risk even though they had those
risks. What we have done over the past several years
is in fact expand our product oVerings to serve our
customers better. What I fundamentally believe is
that a customer centric strategy is the right one and it
has to be built on a strategy which looks to sustain
itself over the economic cycle. In the case of Lloyds
we do not believe that we can accurately call each one
of the cycles. Certainly if we look back to the 1970s
with the developing world having debt problems with
the recycling of petrodollars, the over concentration
of leverage buyouts in commercial real estate in the
States were the most recent crises. I do not believe
that the majority of banks accurately called that so I
think there is a huge beneﬁt to thinking about a
strategy that runs through the cycle. Then I think size
is somewhat less relevant if you build a business
proposition that is customer centred and one that
seeks to serve customers through the economic cycle.
Q414 Lord Forsyth of Drumlean: I wonder if I could
ask each of you how important you think the extent
of the diYculties we now face was inﬂuenced by the
decision to allow Lehmans to collapse.
Mr Varley: I think it was a seminal point in the crisis
because the credit markets froze and something
happened which had not been allowed to happen in
the recent history of the ﬁnancial services industry,
which was that a very big institution was allowed to
go to the wall. It coincided with aggressive inﬂation
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in consumer prices and therefore very active interest
rate policy management. I think that conﬂuence of
the failure of Lehmans with the extraordinary spike
in consumer costs that was occurring—for example
as a result of the movement in the oil price which took
several years to go from $40 to $70 and then took
about two months to go from $70 to $140—that
cocktail proved to be extremely poisonous. If you ask
me why is it that we have seen this extraordinary
synchronised reduction in economic activity during
the fourth quarter of the year and since then, I think
the combination of those two things and Lehmans
played a major part.
Q415 Lord Forsyth of Drumlean: Is it true that you
were all set to take over Lehmans and were prevented
from doing so by the FSA at the last minute?
Mr Varley: We were very clear in saying that if we
were going to buy we, Barclays, were going to buy all
of Lehmans and we needed certain guarantees from
the American Government. Those guarantees were
not put on the table—for reasons that I respect, I am
not complaining about that—we were never in a
position where we had made a decision as a board
that we should go forward. That trigger with the
board would have caused us formally to request
consent from the UK Financial Services Authority as
our regulator.
Q416 Lord Forsyth of Drumlean: So it is not true that
the FSA intervened and stopped you doing it.
Mr Varley: The FSA was involved throughout the
weekend in question, but I say again that there was a
sequence of events and we would have formally
requested consent to proceed had we had the
guarantees that we were looking for from the
American Government but those were never put on
the table. We asked but they were not put on the
table.
Mr Flint: I would add just a little about Lehmans and
say that I think there were three events very close
together. One was the failure of Lehmans. Second
was the way in which Washington Mutual was taken
into public ownership and moved out again with
senior debt holders losing money, which again was a
very unusual event and caused signiﬁcant pain to
money market ﬁrms because they were put in danger
of “breaking the buck” because they had invested in
bank paper. The ﬁnal piece at the same time was the
failure of AIG where signiﬁcant attention was drawn
to risk mitigation that could fail because one of the
most signiﬁcant providers of risk mitigation had
proved that it was not competent to provide the scale
of mitigation that the banking industry was allowing
for. Those three events put at risk enormously bank
capital and indeed encouraged investors in the capital
structure of banks to worry very forcibly that not just
the equity but the subordinated debt—or even the

senior debt—could become part of a capital structure
in banks in an unintended way and this made the
bank funding market dry up almost totally.
Q417 Lord Forsyth of Drumlean: Was it a mistake?
Mr Flint: I believe history will judge it to be so.
Mr Daniels: I would agree.
Q418 Lord GriYths of Fforestfach: I want to ask a
question about the management of risk. I am sure
that each of your institutions has very sophisticated
ways of managing risk; you have statistical models
and so on and you make a judgment which looks at
history and you somehow bring everything together.
However, as you look at what has happened, in which
ways are you changing the way you manage risk
going forward as a result of the crisis?
Mr Flint: I think one of the changes that is taking
place is that historically people developed product
propositions that were based around customer needs
and then did a full analysis of whether we understand
the risks, can we measure them, can we capture them,
can we account for them, do they ﬁt within a
regulatory framework, is the proﬁtability of the
product commensurate, and so on and so forth. I
actually think that one of the changes taking place is
that rather than start with a product and measure all
the risks we need to be much more disciplined in
setting a risk appetite—what are we in business to
do?—and therefore even if the risks are remunerative
and everything else is compliant, are those the sorts
of risks that we take—so much more focussed on the
policy of risk appetite. The other thing, going back to
models, is it is important to use all the techniques
within modelling and so on, but at the same time have
an override for judgment. At one time that was
dismissed as somewhat old fashioned and hocuspocus; in reality there is a comforting factor to the
sophistication of modelling that needs to be put into
the real world of somebody saying, “I don’t care if the
model says this is a good risk, I just don’t like the look
of this”; so putting more judgment around it.
Mr Varley: I would give you two speciﬁcs, Lord
GriYths. One is that that I think we will ﬁnd that
those who are engaged in securitisation will be
required to retain more risk than historically they
have done. That is important because I think the
normalisation of securitisation markets is going to be
one the key ingredients to the normalisation of
economic activity. The second example I would give
you—I can see this practice rising across the industry
as we speak—is the use of stress testing where
regulators and banks both in dialogue and
independent of each other stress test the banking
balance sheets to ensure that they are resilient to
various levels of severe economic downturn.
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Q419 Lord Eatwell: I would like to ask about
securitisation and risk taking. Given the growth of
securitisation and the relocation of risk moving it out
of the banking system, do you think that the banks
took greater risks than they would have done if they
had not been able to mitigate their risk, to sell it on to
somebody else?
Mr Varley: Yes. The orthodoxy was that the
originate to distribute model would have a
signiﬁcantly beneﬁcial eVect on risk diversiﬁcation
but the orthodoxy depended on the risk
diversiﬁcation being outside the ﬁnancial system and
in fact what happened, as you know, a lot of the
securitisation ended up within the ﬁnancial system
itself. Is the model correct and can it help with risk
diversiﬁcation? I am quite sure that the answer to that
is yes, it can, but we need to ensure that there is
genuine diversiﬁcation rather than partial
diversiﬁcation. The second point I would make is that
I believe that there is not enough on balance sheet
capacity in banks in the world to allow the world to
grow at four per cent or ﬁve per cent per annum in the
way that it needs to and therefore the importance of
securitisation is that it is a means of enabling citizens,
businesses, governments to take risk. That is
absolutely fundamental to economic growth in the
world.

Q420 Lord Eatwell: I think that is a very important
point and I would like to follow up on it. In 2000 the
amount the British banks lent was equal to the value
of their deposits. By 2008 the amount they lent was
£750 billion greater than their deposits and £350
billion of that came from abroad. Is it correct that
that £750 billion has disappeared, in other words that
market has frozen or substantially frozen? If so, what
is the impact on the quantum of your lending?
Thirdly, how do you expect it to look in ﬁve years’
time?
Mr Daniels: I think that approximately 50% of the
corporate lending capacity has been withdrawn from
the market either from players that no longer exist or
from foreign players who have chosen to withdraw. It
is about 45% on the individual side; 50% on the
corporate side. Very clearly that is having somewhat
of an impact. While demand for lending is down, the
capacity is down more than the demand and that is
one of the reasons why I think government is so
concerned about putting in new measures to
encourage lending. What the position will be in ﬁve
years from now it is very hard to say of course but I
hope we will have something where we see a
demographic shift. There will be probably less
household debt and greater household savings. That
is a very healthy trend. I think we will reach a better
equilibrium than we have today.

Q421 Lord Eatwell: My point is that if you continue
to rely—and Mr Varley suggested that perhaps you
have to—on wholesale funding, that tends to be
relatively short term and therefore the issue of the
maturity match between your assets and liabilities
becomes an important issue which apparently has
been neglected by yourselves—question mark and by
the regulators—for sure—over recent time.
Mr Varley: As we look back over the past two years
did, for example, the Basel II regulations pay
suYcient attention to liquidity? I think the reality is
that they did not. Again that seems to be an
important learning point and we should take
advantage of that learning point. I think that the
phenomenon to which you refer, which is the short
term nature of liquidity, is really a consequence of risk
appetite. You are absolutely right to say that there
was an asymmetrical growth of assets versus
liabilities over the course of the last years.
Historically that gap between asset growth and
liability growth has been ﬁlled by the money market
funds, comfortable takers of that risk, comfortable
takers of bank paper. However, risk aversion in the
money market funds, partly just intrinsic risk
aversion, partly concern that they were going to
suVer redemptions, created a much more short term
structure to the provision of liquidity to ﬁll that gap.
I would say that at the edges, Lord Eatwell, that
situation is improving. I would not overstate the
extent of the improvement, but I do think that one
sees some move towards a greater turning out of
those money market structures and that risk, and that
of course is an absolutely critical ingredient of
normalisation too.
Q422 Lord Levene of Portsoken: This Committee
has spent quite a lot of time looking at how boards of
directors can monitor the activities of the
organisations which they serve which are very large
and complex enterprises. What procedures exist for
your non-executive directors to have enough
information to challenge executive decisions? In
other words, when you go to a board meeting there is
a whole stack of papers; executives will be well-versed
in this, the non-executives see these for a little while.
How are they going to be able to plough though these
and ask the sort of challenging questions one would
want? How do you do that?
Mr Daniels: Speaking in the case of the Lloyds
Banking Group we involve the board heavily when
we set our risk appetite. The board is very explicitly
involved in determining how much risk we want to
take and then depending on the moment whether we
should adjust that risk appetite up or down. We have
a sub-committee of the board, as does Barclays, that
is composed of non-executives. They are given a very
extensive brieﬁng on the state of the portfolio and
where we stand versus our risk appetite on a periodic
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basis. That allows them to guide the board in terms
of questioning whether this is a prudent policy,
questioning whether this is appropriate for the
moment.
Q423 Lord Levene of Portsoken: When you were
going about buying HBOS, which clearly was a very
major acquisition and you have said publicly
elsewhere you were obviously up against time to do it
quickly, to what extent were your non-executives then
able to have suYcient visibility of the whole
transaction to form a view as to whether this was
something they wanted to do?
Mr Daniels: I am very glad to clarify the issue; I think
there have been some misunderstandings in my
previous testimony. We did very extensive due
diligence before purchasing HBOS. We spent
approximately 5,000 man days of diligence. There are
rules regarding the takeover of a public company,
how much information you can access and so on and
we went as far as we were permitted by the law to
understand HBOS. I think we had a very good
understanding; the board had a very cogent
understanding of the risk model and the amount of
risk inherent in the HBOS portfolio. We understood
that it was subject to volatility in the economic
environment. The board was fully informed; we made
a prudent decision based on the information that we
obtained. Our estimate of the losses that we would
take during 2008 was mostly correct. We missed a bit
in the fourth quarter downturn in the economy which
was much more severe than anyone had forecast. The
board had full access to the diligence; we conducted
very thorough diligence.
Q424 Lord Levene of Portsoken: Do you all make
sure your non-executives are independent?
Mr Flint: We have a recurring programme of risk
awareness presentations to the board taking them
through the hot spots within our industry across the
world including presenting, for example, on lessons
that may have been learned from fraudulent trader
incidents elsewhere, to the extent that we can get
public information. We have a programme of going
through the hot buttons within our industry
presenting where we stand against them and the audit
committee has a free rein to set its own agenda as well
as receiving standard risk presentations and can set
an agenda or ask for a special report or presentation
on aspects that may have concerned them in relation
to areas they have read about other institutions
getting into diYculty.
Q425 Baroness Kingsmill: I would like to follow
through on that point in the sense that Northern
Rock had an excellent, well-qualiﬁed board of nonexecutives and yet they failed to recognise the
liquidity risk that the bank was facing at the time. Do

you think it is all possible for a non-executive to be
able to truly appreciate the risks that the banks may
be exposed to?
Mr Varley: Yes, I emphatically do. I think there are
practical things we can do to make that possible and
to make that a reality. I do not think that the nonexecutives of a bank should comprise uniquely
people who have banking experience but it is very
helpful to have on our non-executive cadre, as we
do—the same would be true to left and to right I
know—to have people who are banking specialists. It
is not coincidence that in our case the chairman of
Barclays has a banking career behind him and we
have a number of people who have their deepest
professional suit in ﬁnancial services and banking.
That is one practical thing you can do. A second
practical thing, I think, is to ensure that the
committees that we have been referring to are both
chaired by and populated by people who can do some
of the heavy lifting on behalf of the board with more
time at their disposal and with the ability to engage in
greater forensic inquiry. A further thing which is an
obvious thing but it is clear that the obligation of a
company is to ensure that there is an induction
programme in a way that Douglas referred to. All
non-executives when they join the board, whether
they have banking experience or whether they do not,
are schooled in a way that enables them to challenge.
Q426 Baroness Kingsmill: Being a non-executive of a
bank is a rather diVerent proposition from being a
non-executive of any other kind of plc if only because
of the systemic nature of banking and the systemic
risks to the economy as a whole that a failure can
cause. I was wondering whether or not you thought
it might be a good idea, for example, for the nonexecutives of a bank to have a standing committee of
advisors rather like the members of the MPC have to
help them appreciate and understand this sort of
thing. It is a diVerent scale of non-executive
directorship one seems to think.
Mr Varley: What I would say, just drawing on our use
of that, is that the external auditors are there in
exactly that capacity, to advise the audit committee
and to advise the board. That would be one very good
example. If I look at our remunerations committee as
an example, again populated by non-executive
directors, they do have independent advice and they
call on that very frequently to ensure that they form
their own views about policies and practices in the
area of compensation. I would agree with what you
say; I think it can be a very useful source of third
party input to reinforce independence.
Q427 Lord Eatwell: We have had the auditors up in
front of us already and they all owned up to the fact
that they missed it completely, so that does not help
very much. The issue I would like to address is that
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over the last three years have you had a senior nonexecutive on your board who has actively disagreed
with your strategy?
Mr Varley: Certainly. If I speak for Barclays, the
conversations around the board table are vigorous.
They are intended to be constructive not
dysfunctional, but they are challenging. As an
executive director of a bank I beneﬁt from that; I
hope they feel they have a signiﬁcant impact on the
decisions that are taken.
Mr Flint: From our perspective I do not think there
has ever been any dramatic disagreement on strategy
because the strategy is fairly broad, but within the
application of the strategy there has always been a
vigorous debate on how it is applied, the timing and
the methodology of application. Indeed we
welcome that.
Mr Daniels: I would echo the same sentiment. Our
board meetings are characterised by vigorous
challenge and debate but I am very pleased that they
end in consensus. I think we have a very well
governed board.
Q428 Lord GriYths of Fforestfach: May I say that
the more this meeting goes on, the more mystiﬁed I
become. You are clearly three very talented people to
start with; the members of your board—some of
whom I know—are also very talented people. It is not
just Barclays or Lloyds or HSBC, it is in North
America, commercial banks, investment banks,
again with very talented people on the boards. Yet
somehow we have got this horrendous banking crisis.
With all the talent you have at the top of these
institutions, something went wrong. You give very
good answers to questions, but given that you have
this vigorous debate, given that you have good
training programmes and all of that, in that case what
actually went wrong?
Mr Flint: I think one of the things looking back is the
speed of transmission. Going back to the complexity,
the speed of transmission of fault lines that suddenly
were uncovered and the gap that appeared between
valuations day one and valuations day two, instead
of moving in a gradual pattern there was an
enormous gap coupled with a loss of liquidity. That
was an experience that no-one had seen before and I
think part of that may be, on reﬂection, a reaction to
the last 10 years when the banking industry had come
through multiple crises that at the time were seen as
dramatic: LTCM, South American debt crisis,
Argentina’s pesiﬁcation of its currency, Russia
defaulting on its debt. All these crises had been seen
as absolutely signiﬁcant and cataclysmic and yet
within a very short period of time they were simply
seen as buying opportunities because the ﬁnancial
system had rebounded and healed itself. There was
perhaps a sense of over-conﬁdence in the system’s

ability to reconstruct itself after what were seen as
critical events.
Q429 Lord Tugendhat: I realise that you cannot
answer for banks other than your own, but with
hindsight do you feel that your banks and indeed the
industry as a whole has been well or not so well served
by the auditors in terms of drawing attention to the
implications of approving the accounts of some of the
positions held and some of the risks taken? Do you
feel, looking at the industry, that perhaps the auditors
did not warn suYciently or perhaps understand
suYciently the implications of some of what they
were confronted with?
Mr Varley: I think Douglas’s analysis in response to
the last question was very accurate and that failure to
understand the impact of the conﬂuence of events
and that misplaced conﬁdence in the ability of the
industry to manage through the cycle because of its
sophistication, because of a view about risk
diversiﬁcation, I think we all made that mistake. The
bankers, its auditors, its regulators, its governors; I
think we all made that mistake to be honest. We
should own up to that and we do. If you then ask me
about auditors as such, I believe that for all the fact
that we missed some things we have been well served
by the intensiﬁcation of the relationship with
auditors. Gone are the days when the auditors
appeared once or twice a year. The reality of all three
of us I suspect, but certainly speaking for ourselves,
is that there is a pretty much continuous dialogue
with the auditors as they review what we do. That
challenge is genuine and it is substantive. Would the
audit ﬁrms have to put their hand up and say, “Yes,
we missed this?” Indeed it was said a moment ago
that they said just that. I think they would have to do
that, but do I feel that our ability to manage risk well
and understand the implications of it is helped by the
relationship that we have with external auditors. Are
they genuinely independent? My unequivocal answer
to those questions would be yes.
Q430 Lord Tugendhat: There is a question I would
like to put to Mr Daniels. Your group was, let us say,
more cautious than HBOS and RBS in the height of
the excitement. To what extent did you feel pressure
from your shareholders to be less conservative and
more adventurous and emulate the two Scottish
banks? To what extent did you feel both to your share
price and to what the analysts were saying and what
the shareholders were saying that you were under
pressure to be less conservative?
Mr Daniels: Clearly when I took over as CEO in 2003
the newspapers were carrying headlines about the
lame horse, the horse being a donkey and so on. As
you know, the symbol of Lloyds TSB is the black
horse. The debate at the time was would be able to
compete with some of the racier strategies and some
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of the racier institutions. We were not quite intelligent
enough to make progress. When we set the strategy
with the board at that time we said that we would set
a through the cycle strategy, we would do the basics
extremely well of serving our customers. We decided
we would stay with the strategy that served real
customers, people who would need to borrow to buy
a house or corporations that needed to ﬁnance
expansions of plans and so on. We decided we would
set a strategy that dealt with real customers, that we
would build a strategy that would serve customers
through the cycle because we thought that cycles were
very hard to predict. As a result of putting in piece by
piece that strategy I think we served our shareholders
extremely well. In the ﬁrst two and three years there
was substantial unrest as to whether we would in fact
be able to build the proposition as I had outlined it.
After that initial period the shareholders became
more and more comfortable that a through the cycle
approach, a customer driven approach was actually a
prudent one.
Q431 Lord Paul: There is a lot of talk about
compensation for big bankers. Does bank
compensation policy need to be reformed? Should
reforms be imposed legally?
Mr Varley: I think there will be some reforms. As you
know, the Financial Services Authority here has
published a code of practice relating to remuneration.
That is in draft form at the moment so it is the subject
of discussion between the FSA and practitioners.
There will be a ﬁnal form code of practice in due
course and the sanction from that will be that those
who do not conform will have greater capital
requirements imposed on them by the Financial
Services Authority. That will be an example, I think,
of change coming. I hope, notwithstanding the
changes that are introduced through time, that a pay
for performance philosophy will be maintained and
provided that the interests of shareholders are served
by compensation policy, provided there is very strong
alignment between the interests of employees and the
interests of institutional shareholders, for example,
then having variability in compensation—which I
know is a hot topic at the moment—is very helpful
because it does enable a bank or indeed any other
organisation in a downturn to reduce its costs. To me
an absolutely critical ingredient of our ability to
manage business risk is having a highly variable cost
base. I would want to see that apply in the area of
compensation. Generally what I expect is for there to
be some changes: increase in deferral of
compensation, increase in utilisation of equity or the
equity equivalent, the ability to look back to ensure
that over time risk is properly reﬂected in reward. I
think all those things should be ingredients of the
policy of the future.

Q432 Lord Paul: The general feeling is that the
rewards became so high it drove the bankers to take
risks which they would not have taken in the normal
course. It has to be controlled by some kind of
regulation. It is not something which the bankers
accept that this is the best thing to do.
Mr Daniels: I am somewhat fearful. I agree with what
John has said but I am somewhat fearful if we have a
one size ﬁts all arbitrary view of remuneration. I
think remuneration has to follow strategy. As I talked
about when we built a through the cycle model, one
that was customer focussed and so on, the way that
we set our remuneration was to measure people on
what we call a balance scorecard: how do you do on
ﬁnancials which are clearly important? Is the
franchise being built? Are we acquiring new
customers, deepening relationships? Are we serving
our customers well? So we measure our customer
service. Are we taking prudent risk? Are we managing
people well? For a manager in Lloyds Banking
Group to do well and to get a bonus they would have
to do well on all ﬁve of those pieces. That is a much
diVerent strategy than John or Douglas would have
and so their remuneration policies would probably be
diVerent from mine. I think that diversity is okay
because if your REM follows your strategy and
passes a reasonableness test of course, then I think
that is a better way to operate.
Q433 Lord Paul: I have no problem with that. I
think that everybody appreciates that you reward the
people who produce the service. The problem is that
it has driven people to do things which they normally
would not have done, like the idea of getting those
very high remuneration. How are you going to
control that?
Mr Flint: Speaking for HSBC, in relation to the
governance of how the rewards are allocated, I think
there are no circumstances in our organisation where
there is a direct linkage between a compensation
amount and a proﬁt and loss line that somebody has
contributed to. Nobody can take a percentage of a
line and say, “That is mine”; there is governance over
how a compensation pool should be allocated. The
structural changes that John and Eric have referred
to, which the industry has now embarked upon—in
terms of longer deferral and claw back of potential
awards should the circumstances that gave occasion
to the award turn out to be misplaced—ie proﬁts that
were made no longer exist because there has been a
bad debt or the strategy with the position no longer
works—I think are beneﬁting our industry in terms of
structure. I think these are changes taking place and
the greater transparency that the current
environment is demanding is also welcome in terms
of being able to articulate why it is necessary to have
the policies we have and to be able to justify that they
are linked to success and not to failure.
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Q434 Lord Forsyth of Drumlean: I very much agree
with the view you are taking on compensation, but I
do have one worry. Lord Paul asked whether there
should be some sort of statutory involvement which
I would be against, but is there not an issue which is
that you at Barclays might take the view that you
were going to have a compensation scheme
structured sensibly along the lines that you have
outlined, but what happens if one of your
competitors takes a diVerent view which is more
advantageous? Given that you are operating in a
global market place, how do you then ensure that we
maintain the prominence of the City of London and
attract good talent? There is a balance here. When I
was at JP Morgan we used to struggle with this. The
argument that if we do something, our competitors
will do something else. Is there a way of trying to deal
with it other than the FSA saying you have to put
more capital which would actually resolve it? Rather
like your point on mark-to-market I can see the
problem but I cannot see what the solution might be.
Finally, is it not a nonsense to suggest that we got into
this position because of bankers and their bonus
schemes when actually in the case of Lehman, which
was not a bank, the staV actually had huge
shareholdings and made huge losses as a result of it
going? The other institution which has been central to
this, AIG, is not a bank either. Although I can
understand why it makes great headlines, is this not
a little bit of a red herring? How do you deal with this
issue which Lord Paul hinted at, which is suggesting
that there should be statutory controls which I would
be opposed to?
Mr Varley: I think it comes down to risk really. What
one wants is a compensation structure, just as my
colleagues have said, which is aligned to risk adjusted
strategy. That is why I think that looking through the
lens of capital, prudential capital is quite a good way
of addressing the point that you are raising. If I put it
at its most extreme, if a bank has a set of
remuneration policies that are indiVerent to risk
taking and the response to that from the regulator is,
“In which case that bank will carry more capital”,
that goes straight to the heart of its ability to compete
eYciently. That seems to me to be a very sensible way
of moderating the risk that you are referring to and it
is of course ubiquitous in those circumstances, so the
risk that somebody else will do something diVerent is,
I think, well managed by that particular point.
Mr Flint: We have had a simple policy over many
years that if someone wished to be paid in a Wall
Street type of arrangement then they should go and
work on Wall Street. It is as simple as that. I think you
set your framework and if people buy into that
framework they get remunerated in accordance with
that framework. If they want to have a more exciting
opportunity they should go and take that risk
somewhere else. I would agree with you on

legislation. I think the risk of legislation is the
unintended consequence of shifting economic
activity to somewhere where it is unregulated rather
than actually changing practices.
Q435 Lord Eatwell: I think I have heard just about
all of you agreeing that part of the origins of this crisis
was excessive liquidity and very low returns
associated with that liquidity and therefore a search
for higher return. You have also all said that your
strategies are customer based. Those two things
cannot both be true. If your strategy was driven by
the availability of funding it was not customer based.
If it was customer based, it was not driven by the
availability of funding. I am a bit puzzled by that but
I just want to move on a bit. There have been a lot of
discussions in regulatory terms about restricting the
activities of commercial banks, the extreme form is
the Volcker Lawson appeal to Glass-Steagall. Paul
Volcker is always saying that commercial banking
should be like water coming out of a tap; it should be
like a utility, it should not do anything else. We know
what Lord Lawson’s opinion is; it was in the
Financial Times the other day. There is a sort of
restriction light which has been proposed by the
ﬁnancial stability forum which is essentially that the
assets in which commercial banks deal should all be
assets which are trading on markets that clear which
would take you out of a lot the securitisation market.
Do you agree with that?
Mr Flint: I think that one of the systemic
improvements that could be considered is a greater
concentration of risk through regulated exchanges
with central counterparties. I think one of the
reﬂections over the last ﬁve years is the extraordinary
growth in the credit derivatives market with no
central clearing, no central counterparty and no
transparency as to where ultimate risk rests. I think
that one of the systemic improvements that could be
made is a greater concentration of standardised
products through regulated exchanges with central
counterparties.
Q436 Lord Eatwell: Less OTC; less customer based.
Mr Flint: Yes because on the one hand you have
tailoring of products, sophistication, innovation and
higher proﬁtability. On the other hand you have
lower proﬁtability, more utilitarian products and less
systemic risk. I think these are two extremes of a
continuum and there probably does need to be a
debate on where on that continuum you want to be.
If the cost of the high degree of tailoring and
sophistication (I am not talking about the products
that John and Eric were talking about, which are
simple products well delivered to existing customers
but at the more exotic end of securitisation) is where
we have got to, it was probably a price far too high.
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Q437 Chairman: Is that view something you both
share?
Mr Varley: Yes.
Mr Daniels: Yes.
Q438 Baroness Kingsmill: There has been a lot of
talk in the papers about whistle-blowing and I think
at least two of you have had experience of whistleblowers. What do you think about that and should
whistle-blowing, within the context of a bank, be
actively encouraged, even rewarded, in a formal way
by regulation? What do you think should be done
about whistle-blowing and how do you handle it?
Mr Daniels: Whistle-blowing serves as a very
valuable check on what is going on within any
organisation. We have within our policy manual a
whistle-blowing procedure. We ensure that each one
of our managers informs our staV about the whistleblowing procedures. We have a third party
anonymous line that employees can call if they do not
feel they can speak to their manager. Our group
executive committee—that is the senior committee of
the bank—reviews the whistle-blowing cases on a
periodic basis. This is something we believe in. We
believe it is a very worthwhile source of information
to ﬁnd out what is going on in the corporation if we
have missed something.
Mr Varley: The sort of practices that Eric refers to in
Lloyds we also adopt. The simple point is that you
have to make it safe and convenient for people to
blow a whistle. They have to be able to do it without
fear of retribution and they have to know that they
have the appropriate access.
Q439 Baroness Kingsmill: What about the recent
whistle-blowing revelations about tax avoidance?
How do you feel about those?
Mr Varley: I do not see it as speciﬁc to any particular
activity; I see it simply as having a policy that enables
people, wheresoever they are within the organisation,
to blow the whistle in the knowledge they can do so
safely and in the knowledge that people will react.
That means that the executive, in the way that Eric
describes, needs to have line of sight but also the nonexecutives. For example, at each meeting of the board
audit committee there is a review of whistle-blowing
activity so that it is known within the organisation
that independent directors are reviewing whistleblowing.
Q440 Baroness Kingsmill: And taking action on
some of the events that have been reported.
Mr Varley: Yes, of course.
Q441 Baroness Kingsmill: Let us just concentrate on
the tax avoidance issue at the moment. Do you feel
that institutions who do it receiving state support on

the one hand should be avoiding tax, albeit legally, on
the other hand
Mr Varley: I suspect you are referring to Barclays so I
will be grown-up and say that if you are talking about
Barclays, Baroness Kingsmill, I am happy to talk
about Barclays.
Q442 Baroness Kingsmill: There were other banks as
well, but you are here so I might as well focus on you.
Mr Varley: The ﬁrst thing I would say is that it is
wrong to suggest that we have some tax avoidance
specialism or dedicated activity. We have ﬁnancing
activities within Barclays and a regular component of
ﬁnancing is tax. It is our ﬁduciary obligation to our
shareholders and it is the ﬁduciary obligation of a lot
of our clients to their shareholders to manage their
tax in an eYcient way. Do we have to be absolutely
punctilious about obeying tax regulation and
legislation? Of course we do. Do we have to make
sure that the relationship that we have both in this
country and elsewhere with revenue authorities
around the world is transparent so that transaction
by transaction revenue authorities are aware of what
we are doing? Of course we do; we make that our
practice. Ultimately I would say, judge us by the
amount of tax that we pay. If I look at the amount of
tax that Barclays has paid in the United Kingdom
over the last ﬁve years it is £10 billion. If I look at the
amount of tax that we have paid in the last two years
in this country and outside the United Kingdom,
again it is a £10 billion number. We are not shy about
paying tax.
Q443 Lord MacGregor of Pulham Market: I must
apologise that I was not able to be here at the very
beginning but I think the question I want to ask has
not yet been asked and it follows on more widely
from Baroness Kingsmill’s last question. There have
been suggestions from the media pundits—
politicians even—that ﬁnancial institutions that have
a lot of substantial state support should either face
restrictions on the businesses in which they can
engage or should follow certain directions as to how
they conduct their business and how much lending
they should do, for example. How do you respond
to this?
Mr Varley: My view would be that with the
involvement of taxpayers’ money, whether it is in this
country or in another country, of course goes a
taxpayer’s agenda of some sort. In other words, I can
understand why governments want to have some
inﬂuence over a bank that they are investing in . That
seems to me to be perfectly understandable and
perfectly reasonable. Is it a natural state of aVairs in
a normalised environment for the shares of a bank to
be owned by the government? No, I do not believe so.
I think the shares of banks are best owned by the
private sector. Do I understand why around the
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world we have seen this as a phenomenon of the
crisis? I think it is perfectly understandable.
Mr Flint: I agree with that but I would add that it
would entirely appropriate for there to be clear
accountability to the taxpayers who have put money
at risk, put money up for the capital of banks. I think
it is however very important that the business model
is not too narrow so that those banks can return to
the private sector in as robust a state as they can, at
some point and as early a point in the future. I think
it would be disappointing to the sector as a whole,
albeit competitively potentially advantageous, if the
banks do not have as full a service proposition when
they return as they can have, because a fully
functioning banking system relies upon risk
distribution and therefore the broadest range of
activities for us to engage in counterparty activities is
very important. I hope that there can be breadth so
that the value within the franchise, that may be
narrower for a while, can be retained for ultimate
transmission back into the private sector.
Q444 Lord MacGregor of Pulham Market: Is there a
conﬂict between avoiding risk and accepting a
lending target that is given by the government in
response to the state investment?
Mr Daniels: I think it is my turn to be an adult! We
have accepted a lending commitment to the
government of £14 billion through accepting the APS
programme. What we all agree is that this has to be
done on a commercial basis and within our normal
credit standards so we do not see a conﬂict. We
believe that we are in the business of serving our
customers, including lending. We think that this is a
commitment that we can make within those
parameters that I mentioned.
Q445 Lord MacGregor of Pulham Market: With
that caveat.
Mr Daniels: With the caveat that it is done on a
commercial basis and within our normal credit
standards, yes.
Q446 Lord GriYths of Fforestfach: I have a quick
question to do with the Volcker Lawson issue of
Glass-Steagall and so on. Let us assume the
government is totally out of it and we are back to
business as normal, there will be some people who
want to say that you should not be doing commercial

banking and investment banking side by side.
Presumably you would oppose that, but what would
be your defence of what you would like to do?
Mr Flint: I think getting the deﬁnition between
commercial banking and wholesale banking and
then, in the far extreme, proprietary risk taking, is a
diYcult one. In relation to the combination of
commercial and wholesale banking, allowing
customers to hedge interest rates, foreign exchange,
deal with their ﬁnancing needs, these are part of a
natural, commercial wholesale operation. I would
take a great deal of care to ensure that any change in
the business model did not in fact restrict companies
getting the breadth of services that enable them to
compete eVectively around the world.
Mr Varley: I completely agree.
Mr Daniels: I agree.
Q447 Chairman: I have one ﬁnal question. What
would the impact upon your business be, and upon
the capital markets as whole, of a signiﬁcant increase
in the capital requirements for bank trading books?
Mr Daniels: For the Lloyds Banking Group the
impact would not be high. We do not have much
trading activity. Again our business proposition is
very customer centric, but what it would mean, even
for us with a relatively limited amount of activity, if
we in fact weighed more capital there we would have
less capital for our other activities, including lending.
Mr Varley: I would say that with greater capital
would go wider spreads, greater cost to clients of risk
management and ﬁnancing activity. The consequence
of greater capital within the system is not trivial.
Mr Flint: It would shrink elements of the trading
operation which is what, of course, it would be
designed to do. In our case the capital allocated to
trading again is a very small proportion of the capital
but it would undoubtedly shrink those elements that
were now taking on a much higher capital charge
because the return on that capital allocated would be
uneconomic.
Q448 Chairman: So for the capital market as a whole
you would agree with Mr Varley, not trivial.
Mr Flint: For the capital markets as a whole, not
trivial.
Chairman: Thank you very much indeed for spending
so much time with us, rather longer than you were
anticipating, but that is because we were very
interested in your answers.
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Memorandum by Nationwide Building Society

Inquiry into Banking Supervision and Regulation
Nationwide welcomes the opportunity to provide evidence to this inquiry. We are the UK’s third largest
mortgage lender and second largest retail savings provider, with almost £200 billion in assets. As the UK’s
largest building society, we are diVerent to many of our competitors. Unlike ﬁrms run for the beneﬁt of their
shareholders and to maximise proﬁt, we are owned by and run for the beneﬁt of our circa 15 million members.

1. Can the regulatory authorities effectively control the risks taken by banks, especially in today’s globalised markets?
How can the international dimension be addressed?
1. The drive for proﬁt maximisation to provide the greatest return to shareholders led to some banks taking
excessive risks. It is worth comparing this with the building societies model. Societies are diVerent from banks,
owned by and run for their members, with a business model of proﬁt optimisation rather than maximisation.
2. Unlike banks, building societies also face a limit on the proportion of funds they can raise from the
wholesale money markets. A building society may not raise more than 50% of its funds from this source, with
the average proportion raised being 30%. This funding limit, however, is subject to change by the Building
Societies (Funding) and Mutual Societies (Transfers) Act 2007 (the “Butterﬁll” Act).
3. While these diVerent models ensure that our risks are well managed, we look forward to the FSA’s report
into the future of banking regulation in the UK, which will include measures to address the risk management
of banks. Regarding building societies, any institution that has been at risk of failing has been taken over by
a larger Society at no cost to the public and with no loss to members.
4. Regarding the international dimension, eVective supervision of individual global banks may lie in colleges
of supervisors, as was suggested by the Financial Stability Forum in its April 2008 recommendations. Each
global institution would have a national supervisor within its jurisdictions who could coordinate the
implementation of changes and take a holistic view. This level of harmonisation is likely to reduce the risk of
contagion and systemic failure.
5. We support the UK and G20 in their work to improve international ﬁnancial stability and cross-border
crisis management. London is the largest ﬁnancial centre in Europe and it is essential that this coordination
is well managed. Ahead of the G20, the emphasis must be on proactive prevention measures to prevent
further crises.

2. Has the supervision of individual banks been handled effectively under the Tripartite System of the Treasury, the
Financial Services Authority and the Bank of England? Should banking supervision remain with the FSA or be
returned to the Bank of England?
6. The While the current Tripartite arrangements in the UK remain appropriate, in the case of Northern Rock
it was their execution that was at fault. It has become clear that upon recognition of the start of crisis, the
Tripartite Authorities should have moved more swiftly to prevent further contagion. It is vital that the
authorities work closely together, with open communication channels and a spirit of cooperation. The recent
handlings of Bradford & Bingley, the Icelandic banks and London Scottish Bank were far more eYcient.
7. The Nationwide does not believe that banking supervision should be returned to the Bank of England.
Building Societies have never, in fact, been regulated by the Bank of England and we believe that the current
arrangements are adequate assuming that the responsibilities of the tripartite are understood by all parties and
are eVectively executed.

3. How is responsibility for stability of the ﬁnancial system divided in the Tripartite System? Has oversight of the
banking system been lost due to a focus on individual banks? What has been the nature of coordination between the
different regulators before, and since, the Northern Rock crisis in the summer of last year?
8. The Bank of England is responsible for the stability of the ﬁnancial system as a whole, while the FSA is
responsible for the prudential supervision of individual banks. Both oversight and individual focus on banks
are needed. The problems in dealing with the Northern Rock crisis were to be found in execution of
responsibilities rather than being wholly attributable to design.
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9. Before the Northern Rock crisis, there was insuYcient coordination and communication between the Bank
and the FSA. Since the crisis, the problems with Bradford & Bingley, the Icelandic Banks and London Scottish
Bank have been handled eVectively by the tripartite without endangering consumer conﬁdence in the
ﬁnancial system.
10. The earlier diYculties have also been addressed through the Banking Act, as the Bank is now able to
obtain additional information from the FSA. In putting the Act in to practice, Nationwide would argue that
the Bank—in its capacity as a monitor of systemic risk—should be more forthcoming in communicating its
observations to the FSA. Likewise, the FSA should share and corroborate any concerns about individual
institutions with the Bank.

4. How can regulators employ people of the right calibre to regulate the banking system effectively?
11. The FSA are seeking to ensure that they recruit the right mix of staV and that their training is adequate
going forward. Nationwide would support this in light of the FSA’s own admission of their failings.
12. We would support the FSA’s eVorts to recruit more supervisors, though would argue that their supervisory
eVorts should be focussed on the priority areas where the lessons of the Northern Rock crisis can be learnt.
This should go some way to preventing further failings.

5. Could the regulatory authorities have foreseen the banking crisis? What changes might help the authorities predict
such a crisis in future? What could then be done to avoid a repeat?
13. The FSA recognized some of the risks in their Financial Risk Outlook of January 2007. The previous
month they had also written to institutions highlighting the need for more stress testing.
14. The risks were evident, but the FSA did not act on their assessments. It is one thing to identify risks, it is
another to then have suYcient resource, authority and conﬁdence to advocate widespread change.
15. Nevertheless, the risk factors in the banking system were irrefutable and change was vitally needed. The
excessive reliance on short-term wholesale funding, the incentive to create and distribute mortgage assets of
low quality, and the use of complex ﬁnancial instruments in the unbridled pursuit of proﬁt were proven to be
unsustainable.
16. Policy makers must also share some responsibility. The fundamental economic de-stabilisers of unfettered
credit and unconstrained house price inﬂation are economic aspects that government can exercise some direct
inﬂuence over. Boom and bust is an inevitable feature of markets, the role of government is to try to mitigate
the excesses of these cycles.
17. This failure of policy, alongside the recognition of the failure by the FSA to implement its supervisory
responsibilities and the acknowledgement by the banking sector of their excessive risk-taking, have all meant
that change is required. To avoid a repeat, the authorities would also be wise to learn lessons from the building
societies model, where prudent management and low risk has avoided the worst excesses of the current crisis.

6. What changes should be made to banking regulations?
18. The key areas of change to banking regulations have already been identiﬁed by the G20. These include
strengthening transparency and accountability, a focus on regulatory regimes, prudential oversight, risk
management, promoting integrity in ﬁnancial markets, reinforcing international cooperation and reforming
international ﬁnancial institutions.
19. In implementing the changes, the FSA and Bank of England will need to coordinate and communicate
more eVectively. Better sharing of data and assessment of stability measures within and between the authorities
is crucial.
20. Nationwide also welcomes the coordinated global approach by Central Banks. In particular, the
concentration on a better understanding of pro-cyclicality alongside ongoing Central Bank intervention to
provide liquidity support will go a long way to help prevent further crises.
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7. For example, should capital adequacy regulations be tightened? Should they take account of the quality and liquidity
of the assets held by the banks? If so, how? Do regulators need to create different sets of rules for different assets held by
banks? Should fair value accounting rules be adjusted?
Capital Adequacy Regulations
21. Capital adequacy rules are currently the subject of consultation. At this stage, we feel that the
international rules that came in to force in 2008 as part of the Basel II framework are still relevant and that the
changes being proposed, such as a leverage ratio and the creation of capital buVers during a benign economic
environment, require careful and more detailed consideration. It must be remembered that it was liquidity risk
rather than a shortage of capital that triggered the current crisis. Nationwide have a prudent funding model
and our total capital ratio, as stated in our half year accounts in September last year, was 12.7%.
Quality and liquidity of assets; diVering sets of rules for diVerent assets
22. The requirement to hold more, high quality liquid assets and rigorous stress testing is understandable in
the current environment. The Basel II framework already takes account of asset quality and further change
requires careful thought. Nationwide believes that there is scope, however, to consider expanding the
reclassiﬁcation of fair value assets, looking at derivative netting, and modifying the rules on hedge accounting
for risk.
Fair Value Accounting
23. Nationwide welcomes the information provided by the International Accounting Standards Board in
relation to how valuations are applied in illiquid markets. We also regard the creation of the Financial Crisis
Advisory Group to consider ﬁnancial reporting issues in light of the credit crisis as an important and necessary
step. Care must also be taken to ensure that simpler, retail funded building societies are not subject, however,
to onerous and detailed reporting requirements.

8. Do Basel banking standards and guidelines need to be changed? Did the FSA ensure that banks followed the Basel
standards and guidelines?
24. The regulatory framework is being reviewed in respect of increasing and tightening capital requirements,
enhanced risk management, improved stress-testing, reduced pro-cyclicality and remuneration and risk-taking
practices. While we believe that a focus on these areas is important, we would argue that better regulation is
more of a priority than increased regulation, particularly since Basel II only came in to force at the beginning
of 2008. As banking reform continues, it will be important for the FSA to execute its powers more eVectively
in light of its previous failings.
25. From the point of view of Nationwide and other building societies, increases in capital requirements may
in fact make the credit crisis worse, as it reduces our ability to lend. This is more pronounced for new lending.
For example, a loan with an 80% loan-to-value (LTV) consumes more than three times the Pillar 1 capital of
a 60% LTV loan. While the FSA have recently made improvements to capital-raising, building societies have
less ﬂexibility to raise or generate capital compared to the banks under the Building Societies Act Section 9,
creating speciﬁc diYculties for the sector compared to the banking sector.

9. Is better testing and regulation needed of new ﬁnancial products, especially complex securities? If so, how? Should
complex ﬁnancial instruments, such as credit default swaps, be traded through clearing houses?
26. We agree that testing should be improved for products. In addition, stress scenarios should be an integral
part of capital planning and risk management. New and complex products should be tested eVectively,
especially in relation to their possible contribution to systemic risk. Clearing houses would not remove all of
the risk, however, as this would instead be pooled with other institutions.

10. Should there be tighter regulation of off-balance sheet vehicles in which some banks held “toxic” assets associated
with US sub-prime mortgages? Is there a case for requiring greater public disclosure of banks’ balance sheets?
27. The Financial Stability Forum has asked the International Accounting Standards Board to consult on
regulatory issues and we support this activity. Nationwide, along with other building societies, manage our
accounts prudently and do not engage in the extensive use of complex ﬁnancial instruments. Within our
internal risk management, oV balance sheet vehicles remain consolidated within calculations of credit and
funding risk.
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28. As a member owned organization, we are also transparent in our engagement with the public. For
example, members are sent a summary ﬁnancial statement each year outlining key ratios in relation to
liquidity, capital and other measures.
11. Are bank directors, especially the independent non-executives, in a position to exercise effective oversight? In
particular, do they have sufﬁcient understanding of the complex assets held by banks? If not, can any changes be made
which will ensure effective oversight? Do any other governance issues need to be addressed?
29. This issue is being addressed by the G20 and by David Walker’s independent review of corporate
governance. This is because it has come to light that some non-executives have not had suYcient scrutiny over
the strategic direction and senior management decision-making process within their organisations. As a
prudently managed building society, we believe that risk management should be embedded at all levels of the
organisation.
30. Within building societies, there are clear board structures in which the non-executive directors are able to
challenge the direction of the organisation and become familiar with the workings of a model that is low-risk,
simpler and perhaps easier to understand compared to the complexities found within the banking model.
12. To what extent has the ﬁnancial crisis been caused by the failure of banks’ business models rather than by that of
banking supervision? Did the remuneration structure of banks contribute to the crisis and, if so, how should remuneration
structures be changed?
31. There is a clear diVerence in the prudent building society model compared with the banking model. Indeed,
all of the societies that demutualised have either failed or been taken over. While a reliance on wholesale
funding within the banking model was pivotal to the credit crisis, building societies have been more reliant on
the security provided by retail deposits. It is also true, however, that the Bank of England and FSA did not
act on the risks evident within the banking sector and so a failure of banking supervision is also evident.
32. There is now a recognised need to ensure that risk and remuneration are aligned within the banking model.
Within building societies, remuneration policies are approved by ordinary members at the AGM and are
modest in comparison to bank bonuses. This is because Building Societies do not engage in the complex
trading activities of investment banks where the remuneration structure has been based on high risk, high
reward. Additionally, building societies do not have shareholders and therefore share options are not included
in remuneration packages.
13. How should the regulatory system take account of the Government’s position as a majority shareholder in a number
of banks?
33. The distortion to the market of nationalised and semi-nationalised institutions is a concern for the
building societies sector. In particular, the recent growth of National Savings and Northern Rock in the
savings market has resulted in an unfair competitive advantage. In the three months to October last year, for
example, NS&I accounted for 56% of the balance growth in the household savings market. This growth means
that building societies have fewer funds to make mortgage loans.
34. Moreover, while prudently managed building societies pay a disproportionate levy to the ﬁnancial services
compensation scheme to protect members up to £50,000, the failed banks have received substantial support
from the government despite their risky activities and failure to adequately protect their depositors. We feel
that the inherent inequities of the FSCS levy system should be urgently addressed.
14. Where should the boundary be drawn between the institutions that are covered by banking regulations and those
that are not? For example, does there need to be a clear division between commercial banks, with relatively strict
supervision, and investment banks? Should banking regulations address the role of credit rating agencies?
35. The excessive risk taking within the banking sector has resulted in an increased cost to our members, in
the form of the FSCS levy, to bail out these institutions. We would advocate measures to reduce the risk taking
of ﬁrms contributing to the FSCS, or to charge a higher levy for those institutions that continue to take
higher risk.
36. The role of the credit rating agencies in the banking crisis has been recognised and we would welcome the
implementation of any changes to improve the assessment of risk.
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15. How far can banks circumvent UK regulations by, for example, setting up offshore operations? How far should
changes be made at the UK-level and how far through international agreements? What is the impact of EU banking
regulations and how do they interact with UK regulations?
37. As a domestic organisation, we are aVected less by these issues. We would suggest, however, that it would
be sensible to improve international coordination to ensure that capital movements can be eVectively policed
and that risks are managed appropriately across diVerent countries.
16. Are there lessons Britain can learn from the experience of other countries’ banking systems during the ﬁnancial
crisis, such as Spain and the US?
38. It is important to recognise the success or otherwise of other countries in responding eVectively through
their regulatory systems to the banking crisis. For example, Spain’s dynamic provisioning model could be a
useful tool to address pro-cyclicality and we are supportive of the eVorts of the G20 to improve collaboration
and coordination.
17. Should other aspects of the system of banking regulation be changed?
39. Nationwide welcomes the recent and ongoing activity to improve regulation and ﬁnancial stability.
However, the priority must remain better rather than more regulation. We are also supportive of the G20’s
global, integrated approach to regulatory change given the continued risk of contagion across economies.
March 2009

Examination of Witnesses
Witnesses: Mr Graham Beale, Chief Executive, Nationwide and Mr Matthew Bullock, Chief Executive,
Norwich and Peterborough, gave evidence.
Q449 Chairman: Mr Beale, Mr Bullock, welcome to
both of you and thank you for spending the time with
us today. I am sorry we kept you waiting for a bit but
you can probably understand why. Thank you also to
Nationwide for your written evidence which we have
read. I am always asked to ask you to speak
reasonably slowly and clearly for the beneﬁt of the
stenographer and the members. When you ﬁrst say
something perhaps you could brieﬂy introduce
yourselves as that will help with the web
broadcasting. I understand that neither of you wish
to make any introductory remarks so we will move
straight onto questions. Building societies’ losses
have been less dramatic than those of banks and you
appear to be in a better position to weather the storm.
Why is this?
Mr Beale: I am Graham Beale, the Chief Executive of
Nationwide Building Society. It is interesting having
just followed on from the banking model that you
have been exploring, I think we need to understand
that building societies are structured quite diVerently
to banks and I would say, because the structures, are
inherently less risky than banks. The items I would
point to are the much higher levels of capital that
building societies traditionally hold; the much lower
leveraging that is on the balance sheets so we are
predominantly retail funded, so the typical level of
wholesale funding is around about 30% for the
industry and indeed there is a statutory limit of 50%
so there are some regulatory restrictions that would

prevent us from becoming over geared. We carry high
levels of liquidity and I would say as well that the
business model recognises the capital structure of the
society. I will explain that to you because it is a very
important point. The capital that resides on our
balance sheets is really accumulated proﬁts from
previous years; there is no risk capital or equity
capital that sits on the balance sheet. Therefore we
need to manage the business accordingly because our
ability to raise capital from outside of our business
model is restricted and because there is no risk
capital, we are not motivated to the same extent to
generate high levels of proﬁt, to give a return to a
shareholder, because there are no shareholders
expecting a return on an equity basis. Our
shareholders are in fact the retail depositors and for
somebody who deposits £10,000 with Nationwide,
for example, their full expectation is that they will get
that back as and when they want it, together with the
prevailing interest that sits on it. So we have to
manage the business very much on the basis of risk
aversion, to really honour the obligations that we
have to our members, who are indeed our
shareholders, without the drive to create proﬁts to
make dividend payments, which is where the banking
model sits.
Q450 Chairman: I should have mentioned earlier on
that if either of you take the same view as your
colleague, just nod in assent; do not feel obliged to
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answer in the same way. Mr Bullock, do you take the
same line?
Mr Bullock: My name is Matthew Bullock; I am the
Chief Executive of Norwich and Peterborough
Building Society. I agree with much of what Graham
has said and I would add a couple of points. First of
all, we have a much simpler customer base than
banks, they are less risky, and by and large, therefore
our business will be less risky. A second important
point about building societies is that we have a “holdto-maturity” ethos. If I were to say one thing which I
think has changed the banking industry
fundamentally in the last 15 years it has been the
erosion of the “hold-to-maturity” ethos with a view
that you could ﬁnd somebody in the debt capital
markets who would hold the debt for you. By
contrast, building societies tend to think about assets,
when we bring them onto a balance sheet, as
something we are going to be looking after for a long
time and not something that we can pass to
somebody else. Thirdly, I would underscore, the
point about risk capital. The cost of capital in a
mutual is theoretically zero. EVectively we run
ourselves at a pre-tax return on capital required after
risk of 11 per cent. That is some seven or eight per
cent lower than would be typical of a bank. It means
therefore that typically we get driven into much less
of a search for returns than the banks.
Q451 Lord Tugendhat: In the light of that rather
comforting response, I wonder if either of you could
tell me how many building societies have sought
refuge with larger building societies since the summer
of 2007 and why you think a number of building
societies seem to have needed to seek refuge as an
alternative to going down if things work in quite the
comforting way that you describe.
Mr Beale: From my knowledge there are ﬁve building
societies that, since the start of the ﬁnancial crisis,
have had to be rescued by larger societies.
Q452 Lord Tugendhat: Which are they?
Mr Beale: Nationwide merged with the Derbyshire
and Cheshire; Skipton has merged with Scarborough,
Scarborough being the weaker player; the Catholic
was merged into Chelsea, Catholic being the weaker
player; and Barnsley is in the process of going into the
Yorkshire.
Q453 Lord Tugendhat: You also took over the
Portman, did you not?
Mr Beale: Yes, we took over the Portman. That was
driven by a strategic combination of two strong
organisations; it was not done in any way because the
Portman or Nationwide required to do it for health
reasons.

Q454 Lord Best: Are we likely to see after years of
demutualisation and the contraction of your
industry, whether we are now at the point where we
might see a growth again, let alone more people
sheltering under the big boys’ wings? Are we now in
an era, having watched the banks fail us so badly,
when we might be seeing a revival of interest in
mutuals, social enterprises and the rest of it,
something between the state run things and market
forces being left to do it?
Mr Bullock: I think there is a great deal of political
interest in it and I think that there have been a
number of reviews of the governance of mutuality
and the beneﬁts it brings. It has been developed more
in areas of social enterprise rather than necessarily
within the ﬁnancial services. The only remutualisation that has so far taken place has been the
purchase of the branches of Bristol and West by the
Britannia Building Society. Clearly the Butterﬁll Bill
does throw open the opportunity for more corporate
action within the mutual envelope that has been seen
before. The formation of a building society under the
act requires one million pounds’ worth of capital to
be borne by initial membership subscription and the
nature of building societies is that the owners are
individuals and there is no concentration of voting
power; it is one member, one vote. I think it would be
diYcult, but not impossible, to create a new building
society and indeed there was discussion a while back
as to whether a Muslim sort of building society
mutual could be formed although obviously it would
have to comply with Sharia law. It is not easy but I
think there is certainly quite a lot of discussion about
whether this particular form of governance suits
certain kinds of activities. If you look at the
taxonomy of corporate forms you ﬁnd mutuals
basically where there is a requirement for long term
personal capital services. I am sure we will get a
question later on about eYciency, but one point
about mutuals is that because they do not have to pay
external shareholders within the business they are
extremely eYcient on a compounded basis for people
who have services from those organisations. There
have been studies carried out of the returns, for
example, in mutual life companies where it is clear
that the returns from mutual policies have, over the
long term, been stronger than those from
proprietaries. I think people are starting to come
back to realise what an eVective form this is in certain
areas of our economic life. It is not anything like as
dynamic or whippy as the proprietary system.
Q455 Baroness Kingsmill: In the current housing
crisis do you think there has been any evidence of
mis-selling? As part of that same question, do you
think there is any argument around regulation in
relation to loan-to-value loans?
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Mr Beale: I am not aware of any evidence of misselling. Mortgage Conduct of Business rules were
introduced in 2004, so the process of selling mortgage
products is a regulated process and you have to be
authorised to do so. In addition, I would say that
Mortgage Conduct of Business has been
supplemented by the treating customers fairly
principles that the FSA have been driving for the last
two or three years.
Q456 Baroness Kingsmill: We heard something from
Shelter about self-certiﬁcation; do you think that
constitutes mis-selling?
Mr Beale: Again if you undertake self-certiﬁed
lending, provided it is done properly it does not mean
that the income is not veriﬁed. What is means is that
the income comes from self-employment or whatever
so you can still verify the borrowers’ ability to service
the loan that is being contemplated. As with any form
of underwriting, if it is done properly you can cater
for diVerent types of borrower. If there is a
compromise in the underwriting, whether it is selfcertiﬁed or not, then that is an issue that we must
safeguard against. We are back to one of Matthew’s
earlier points that if you originate to hold you are
very careful about the loans that you write because
you live with the consequence. If you originate to
distribute you are originating in the knowledge that
at some point that risk will be passed onto other third
parties. I think that that diVerence in attitude does
inﬂuence the diligence with which you undertake the
underwriting activity.
Q457 Baroness Kingsmill: And the loan-to-value
ratios?
Mr Beale: I think there is a lot of discussion around
regulating loan-to-value and also the income
multiples. We need to be very careful because there
are certain borrowers—ﬁrst time buyers—who we
require to stimulate the market, that typically will
come in at a very high loan-to-value. I think to
regulate just by very crude measures that you cannot
have a loan-to-value in excess of Y or an income
multiple in excess of Z is a little bit crude and is failing
to understand that as part of the underwriting
process we need to look at the absolute level of
aVordability. You can have two borrowers in front of
you both earning £50,000 and if one of them has
children to support, a car loan to repay and some
other form of debt, and the other individual is
entirely unencumbered I would be very happy to lend
an awful lot more to the second borrower than the
ﬁrst borrower, but at face value the parameters look
the same. I think we need much more sophistication
in measuring and understanding aVordability and
that will ultimately determine the amount of risk that
you are bringing onto the balance sheet.

Mr Bullock: I think it would be very surprising if,
through this cycle, there had been no mis-selling of
mortgages anywhere. I would just pick up a point
about this hold to maturity ethos. One of the things
which is not well-recognised outside the industry is
that there has been a growth of another series of
parties who are also less interested in the eventual
loan outcome, the broker community. Their share in
originating mortgages went from 30% to 70% within
this last cycle. If you combine that with the originate
to distribute model you have two sets of parties, one
of whom is dealing with a customer, the other one is
dealing with investors. The care with which you
would review a credit could be diVerent from what it
was before. I think we have to look at those two
systemic changes. The point that Graham makes
about aVordability is absolutely central. We do not
lend on LTVs now; we lend entirely on aVordability.
If you wanted to bring in something that was going
to constrict, for example, covered bond issues which
might be the way in which regulation goes, you would
probably look at something like a debt to income
ratio because that actually would pick up
aVordability in one form or another. I am resigned to
the fact, going back to the Volcker question earlier
on, that this kind of banking is probably something
people want to be very unexciting, to turn it into
something like a utility and that is probably one of
the ways in which it should be approached.
Q458 Lord MacGregor of Pulham Market: What
would be the consequence if the regulator did
introduce a cap on loan-to-value?
Mr Bullock: I think people would try to observe it; it
would have a very large eVect on the market but in a
sense that is entirely what it would be designed to
achieve. It would slow the market up because ﬁrst
time buyers would not be able to come to the market
very easily. There would be a transitional pain and the
market would have to adjust to whatever the rules
were.
Q459 Lord Eatwell: I am intrigued by Mr Beale’s
willingness to lend to the unencumbered playboy and
not to the struggling family man.
Mr Beale: I did not actually say that.
Q460 Lord Eatwell: I want to push a little bit further
on this originate to hold and the hold to maturity
issue and the role of securitisation of wholesale
funding. Wholesale funding can go up to 50%. We
have seen already that banks have been severely hit
by the freeze of credit markets, the freeze of wholesale
funding. Has that aVected you? How do you fund
your wholesale money? How does the liquidity or the
length of maturity of your wholesale funding match
your asset side on the balance sheet with respect to
your mortgages?
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Mr Beale: There are quite a few points there. First of
all, we are predominantly retail funded and in the
price list what we have done is to moderate our new
lending to make sure that it will be covered by the
retail funds that we bring in. So we have moved away
from what would traditionally be a market share
model, where you would say you want to take 10% of
the market or whatever, to a model whereby we
would determine how much cash we could bring into
the business and in the current market it is from retail
sources. That would then determine the lending
appetite in terms of our lending activities. However,
even if you do that, you do not stand still because
clearly the wholesale funding exists on the balance
sheet and we are 30% which is constantly maturing
and needs to be re-ﬁnanced. We have made use of the
guarantee scheme and activities like that. Pre the
crisis we did not securitize. We have never issued any
form of securitised mortgage assets. What we have
done is to operate the covered bond as a way of
secured funding. The diVerence between a covered
bond and any form of securitised asset is that with
securitisation, the risk and the ownership of the loan
passes to the third party; with a covered bond the risk
remains with Nationwide and is eVectively just
collateral and to the extent that it underperforms we
have to substitute it with performing collateral. So
the risk remains entirely with Nationwide and it is
therefore consistent with the philosophy that we have
about originating for the long term. We are not
immune. I think the pressures on re-ﬁnancing the
balance sheet have hit every player in the market that
has any form of wholesale funding. We are highly
respected within the investment community and that
is why our reputation is very precious to us in
maintaining that conﬁdence in Nationwide. We have
not had any problems in re-ﬁnancing the balance
sheet but it has got shorter and shorter because it is
impossible to get any form of term ﬁnancing without
a government guarantee to support it. We have
started to be much more active in the retail market
place. Last year in our full ﬁnancial year we took in
about £9.1 billion and we lent £8.9 billion so that is
the matching that I spoke about.
Q461 Lord Eatwell: Essentially on your wholesale
funding you are becoming more exposed to a
mismatch.
Mr Beale: There is a mismatch and it is much more
volatile, so to the extent that there is a major
disruption to the market place and the markets freeze
again—another Lehman type of event—it would
start to cause some enormous strain. I was very much
against the Bank of England removing the special
liquidity scheme, because I regard that not as a means
of funding the business on a day to day basis but it is
a safety net, so that in the event of a shock to the
system—which is impossible to do anything about,

you just have to respond to that situation—we need
to have these safety nets in place.
Mr Bullock: We, like Nationwide, fund ourselves.
Our mortgage book is entirely funded by our retail
deposits. We are required to be in the wholesale
market in order to manage the liquidity portfolio we
are required to hold by regulation. As far as we are
concerned, like Nationwide, we have found ourselves
getting shorter and shorter maturities because of the
wholesale market being jammed up. But a bigger
impact is that the clearing banks who, for a long time
got out of the retail deposit market, have now gone
back in and are paying extraordinarily high rates in
order to raise retail funding to service their
obligations and that is causing a real problem in the
retail market. I think that, if anything, is probably the
largest disruption to the building society sector
because it means that the cost of our basic raw
material is being driven up by the banks coming back
into that market in this very rapid way.
Q462 Lord Paul: Your association claims that the
Basel II gives very large ﬁnancial institutions a
leverage because they are better placed to take
advantage of the opportunities to reduce capital
adequacy
requirements
through
complex
securitisation and similar transactions. If this is the
case, the Basel II Accord could have the eVect of
reducing the number of small building societies. It
also stresses the importance of a level playing ﬁeld.
Do you think that it ensures a level playing ﬁeld
between building societies and banks?
Mr Bullock: Since my society was the ﬁrst ﬁnancial
institution in the West to get approved for IRB
advanced ranking under Basel II ahead of any bank
I have to say that it is not necessarily something that
can only be done by large institutions. I think that as
far as the credit side of things is concerned largely
building societies can do what we have done; it is
possible for them to play on a level playing ﬁeld. In
fact it is an advantage to us because it equalises the
amount of capital we will put to loans and then,
because we have a lower return on capital
requirement, we in fact can always undercut the
proprietary banks on price. I think the major
diVerence that I would cite as being inadequate in the
present arrangements is the issue of capital to trading
books: this is an area in which the banks, both on and
oV their balance sheets, have substantially leveraged
their businesses in a way that societies cannot,
because they are not allowed by regulation to engage
in trading activity. Therefore they have very large
activities which have very low capital allocations
from which they try to earn substantial proﬁts and of
course have had substantial losses. That is something
that we are not engaged in. I think it would be very
painful for the capital markets, to answer an earlier
question, for capital to be put back against trading
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books; it would, I think, be one of the ways in which
any disequilibrium in the playing ﬁeld could be
sorted out.
Mr Beale: In terms of the level playing ﬁeld, there is
one major diVerence between what is available to a
building society and what is available to a bank in
terms of managing your capital base. There is no
possible way for a building society to increase its core
tier one but you can supplement your total tier one by
permanent interest bearing shares. There is a legal
restriction which minimises the permanent interest
bearing shares to being no more than 50% of your
total tier one, so you cannot unduly skew the capital
base. However, most permanent interest bearing
shares that are in issuance have some form of call
rights at ﬁve or 10 years into the term and that is
classed as being innovative tier one. There is a
proposal coming out of the EU that will restrict
innovative tier one to 15%. For some societies this
will restrict their ability to grow and will cause
complications because a number of societies,
including Nationwide, are already through the 15%
limit. We would ﬁnd it very diYcult to replace and
sustain that level of capital because of these
restrictions if it is introduced. We are not massively
through; we are about 17%, so in the great scheme of
things we could equalise, but I do think in terms of a
level playing ﬁeld, enabling societies to grow and to
expand their business in requiring capital, it is very
diYcult and is therefore not on a level playing ﬁeld
with the banks, which have much greater access to
capital.
Q463 Lord Tugendhat: I was going to ask you about
whether you felt that large scale government
ownership of the banks would lead to a distortion of
competition but I think you answered that question
earlier so let me ask you a related question which is
whether you feel that there is a case for establishing
separate depositor protection schemes for depositors
in banks and building societies given the relative risk
of depositing in the one is greater or lesser than
depositing in the other.
Mr Beale: Can I just start with the point about
distortion arising from state ownership, because I
think there are some important points there and in a
way it will lead onto the ﬁnancial service
compensation scheme. What has been quite clear,
particularly in the last several months—I would say
probably since Lehman—is that consumers have
looked through the level of compensation aVorded by
the ﬁnancial service compensation scheme and have
eVectively attached a greater level of comfort from
organisations which are either fully or part state
owned, on the basis that they are on state support,
which will exceed the level of the FSCS
compensation. In the last few months, a very large
proportion of retail deposits that are in the system

have ﬂown to institutions such as Northern Rock and
to National Savings and Investment, so it is
eVectively sucking retail receipts out of the building
society sector into the institutions and when you talk
to savers who have moved to Northern Rock—we
can all visualise the queues that were outside
Northern Rock when investors were taking money
out—it is not because they suddenly feel that the
Rock has gone through a revolution, it is rather
because they feel that they have got a government
underpin at a hundred per cent, whereas all I can oVer
is £50,000 through the compensation scheme. There
is some quite signiﬁcant distortion going on which
has had a serious disruption for institutions such as
ourselves, who are very traditionally retail funded so
there is quite enormous distortion. In terms of the
compensation scheme, we feel very aggrieved at
having to pay the lion’s share of the failure of
Bradford and Bingley and some of the Icelandic
banks. If you look at the proportion of costs to the
building society sector compared with the banking
plcs it is quite dramatic. The argument is that because
we have more retail shareholders we are therefore
enjoying more protection. I think that is missing the
point which is behind the question, which is that our
risk appetite and our risk model is much, much lower
in terms of the risk that we have than a banking
model. I feel that that should be recognised in the cost
of the FSCS in terms of the levy on the industry and
we have lobbied very hard for a revision to the costs
that we had to incur for the failed institutions so far
and we have suggested schemes whereby there are
diVerent contributor groups—building societies
being one group, for example—whereby if there was
a failure within the building society sector we take the
lion’s share of the pain but with contributions from
other groups and vice versa, so if there was a failure
in the banking sector the banks take the pain and we
take less. That, to us, seems to be much fairer. The
cost to Nationwide of these failures so far is going to
be around about a quarter of a billion pounds, that is
quarter of a billion pounds of costs that our
membership is having to bear for the failure of
Bradford and Bingley and the Icelandic banks. That
is not right.
Q464 Lord Forsyth of Drumlean: This is a point we
explored when the Building Societies Association
gave evidence; we did not have time to follow through
on it. I am amazed that you are so calm about this. I
do not know what the opposite of moral hazard is but
it seems that you are the good guys and you are
getting the rough end of the stick. The Building
Societies Association said, “We can see the problem
but it is diYcult to ﬁnd a solution”. You, Nationwide,
are so large relative to the others (I am not suggesting
for a moment that Nationwide is going to collapse in
a heap) and if you are a small building society the idea
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that you might be taking on the liability for
Nationwide which is a big elephant in the room
makes it diYcult to devise a scheme. Have you got a
worked out scheme? Have you discussed this with the
FSA? It seems to me that what is happening is
absolutely iniquitous. That is my ﬁrst point. I did not
realise that the sums were so large, but is it not getting
worse because, as I understand it at the moment that
is a loan from the government and at some stage this
is going to have to be repaid. Are the building
societies going to get hit with an enormous great
liability just at the point when the banks are back on
their feet? Is that not desperately unfair?
Mr Beale: It is desperately unfair. I may appear calm,
but it is not without very, extensive lobbying through
all channels—the FSA, HM Treasury, there was an
early day motion with 157 MPs signing, there was a
lobby in Westminster last week. There is a huge
amount of activity. We have had the likes of Lord
Turner in front of the Treasury Select Committee
taking questions on this. They have undertaken to
review the way the FSCS is operated going forward
but we have been told very, very clearly that in terms
of what has happened, it has happened and I do not
think there is any desire or appetite to change the
position. We are not calm, but I guess it is a
resignation that we have tried every which way to
point out the iniquitous situation that we ﬁnd
ourselves in. I think there is an issue in your
comments about size. I do not know where it is, but
there comes a point where no compensation scheme
can really operate eVectively given the size of an
institution. We have an asset size of £200 billion and
I cannot really see that the construct of any scheme is
really going to operate so that you could get to such
value that would really cover for a failure of
Nationwide (which, for the record, is not going to
happen). There comes a point where some form of
government
intervention
or
some
forced
amalgamation is an alternative recovery becomes the
only option available at a certain size and scale. For
the small and medium sized institutions I think the
compensation scheme has the potential to work very,
very well but we need to have a fair system that does
not unduly penalise, because I have absolutely no
doubt that there will be building societies who are
going through their ﬁnancial results for the
December 2008 year end and during the current
ﬁnancial year it will be the diVerence between making
a proﬁt and a loss in terms of their contribution to the
compensation scheme for the failure of the banks.
Q465 Lord Forsyth of Drumlean: It does seem to me
that we need clarity because when the trade
association gave evidence they suggested that there
was not a scheme that everyone had agreed to. Are
you saying that the Building Society as a whole had a

proposal which they would all sign up to and which
the FSA or the Treasury could actually achieve?
Mr Beale: The Building Societies Association has
made recommendations as part of the consultative
process for the compensation scheme, one of which
was to have diVerent contributor groups. We are in
consultation. I think we have tried to make some very
sensible suggestions. To the extent of saying that
everyone will sign up to it, we have not gone through
that strict process but I think the fact that it is being
sponsored by the Building Societies Association and
the council which represents a cross-section of the
players within the sector—

Q466 Lord Forsyth of Drumlean: A failure to agree
this when eventually the money is paid will
presumably mean that some small societies may have
to run to the arms of others or it will mean that the
deal which the savers have put their money in the
building societies is reduced because they are having
to compensate people who chose the banks.
Mr Bullock: In our case over 50% of last year’s proﬁt
went to pay the FSCS. In my members’ meetings in
East Anglia people are “gob smacked”, to use an East
Anglian expression. They cannot believe that the
building societies are having to pay this kind of
money to someone who de-mutualised and left the
building society camp and took their business
elsewhere. I would echo what Graham says that we
are not going to be able to push the water back under
the bridge, but the much bigger “rapids” we have
facing us is if there are capital losses in Bradford and
Bingley’s portfolio and we are asked to pay for those.
The sums involved will come down, just as they did,
in a single line e-mail from the FSA saying, “Your
contribution is this”. I think we are very concerned
that that form of being “doshed out with a ticket”
that you have to pay is reviewed. As far as the FSCS
scheme is concerned, I think it had a place when you
had single institution failure for some fraud or some
kind of issue when the rest of the industry was in a
reasonable state and could pay for it. It is not
designed for systemic failure and frankly its use by
the Treasury to deal with Bradford and Bingley was,
in my view, very strange given that the rest of the
rescues they did were paid for entirely by the tax
payer. From that point of view one questions why it
was that just in that one particular instance they
chose to use that system and yet when they dealt with
the other institutions they did not. My own view is
that I would prefer to have an FSCS scheme which
relates to the building societies. I watch my peers
extraordinary closely and I think I would have an
idea what I would be paying for. I think I knew that
Bradford and Bingley had problems; I could not say
anything about it and yet I end up paying for it.
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Q467 Lord Levene of Portsoken: There has been a lot
of talk recently about compensation levels. How are
senior executives in your organisations compensated
and how do you ensure that those levels of
compensation are aligned with the interests of your
members?
Mr Bullock: In my case we have, just as Mr Daniels
described earlier on, a balanced score card which
includes four elements. There is one for ﬁnancial, one
for the customer, one is our staV and one is eYciency
and processes. I think it is worthwhile saying that
every ﬁnancial measure in my society is risk adjusted
over risk adjusted capital and that the stress we apply
to the return is a “through the cycle” adjustment.
None of our people are able to write mortgages
without having a full capital cost for every single
mortgage they write, based on what it might look like
at the bottom of the cycle (not just the next 12
months) booked against their revenues. Our
remuneration levels for basic salaries are based upon
the market. We also have bonuses; our bonus levels at
their maximum will pay an executive 38% of his basic
salary. My salary is £303,000 and I get my bonus on
top of that. That is a whole order of magnitude
diVerent from the banks.
Mr Beale: The situation in Nationwide is that the
compensation arrangements are set by a
remuneration committee, which is chaired by nonexecutives and indeed comprises non-executives; no
management sit on that committee. We use Hay
Consultants to help us with the benchmarking
activity. The Nationwide is very signiﬁcantly larger
than the Norwich and Peterborough, so we have
diVerent considerations in making sure that we can
recruit and bring the right people into the
organisation. The way we set the basic salary is to
take the median of the market based on the view from
Hay. As to the bonus arrangements, we have an
annual bonus, which again is driven by a balance
score card containing 12 measures across the piece
with appropriate risk adjustment where that is
relevant. We have a medium term bonus which looks
at the amount of value that we give back to our
membership because we measure our pricing of our
principal products and compare it with our peer
group to make sure we give sustained value back and
that is what is used to determine the medium term
bonus arrangement.
Chairman: I think you have actually answered en
passant most of the other questions we were going to
ask, but there may be other questions. Lord Eatwell?
Q468 Lord Eatwell: I was just wondering whether
you envisage the possibility of re-mutualisation. We
have had demutualisation. I cannot see Abbey/
Santander suddenly declaring themselves a mutual,
but it is likely that building societies would buy the

mortgage book of banks who wanted to move out of
the mortgage business?
Mr Bullock: I think there is an issue about where
would you raise the capital. The inherent nature of a
society is its organic capital base. We would ﬁnd it
very hard to make a very major acquisition of a large
book of risk.
Q469 Lord Eatwell: If there is to be a remutualisation of the housing ﬁnance sector it will
happen organically by you chaps growing faster than
the banks.
Mr Beale: Yes, we would have the capacity to
undertake some small acquisitions, depending on the
scale of the venture. You do get portfolios being
acquired either in part or in whole. We are back,
though, to extreme caution in doing that because you
are eVectively buying assets that have been originated
by somebody else and we are back to the fact that we
are very precious about understanding the risk that
resides on the balance sheet. If you go and acquire the
mortgage portfolio for Bradford and Bingley, for
example, without having seen any form of due
diligence, that it is something that we would not want
because it would be outside of our risk appetite. I
think there are other restrictions that would come
into play and the likelihood is that if there is a plc that
is seeking some alternative business model, it is
because it will have major problems and those are not
problems that a building society would wish to
inherit.
Q470 Lord Eatwell: The point that both of you have
made all along is the sensitivity that you have to the
quality of the risks you are taking. There was one
warning bell sounded when you referred to the role of
brokers. It sounded as if brokers were pursuing
something which sounded like an originate and
relocate model which has contained severe risks
within the banking sector, is it creating similar risks
within the building society sector?
Mr Bullock: In America you will have found at the
peak of the cycle emergence of organisations that
were originally brokers, that had very strong ﬂows
from other sub-brokers and that turned themselves
into “originate and distribute” banks because they
could get banking loans from banks which would
then fund those assets. Certainly I visited a group in
California who basically would originate and
distribute a whole portfolio once a month and their
returns on capital were simply fantastic, as you can
imagine, because if you turn your capital over 12
times a year rather than once it becomes very
proﬁtable. I do not think we have yet seen that
happen here although there were signs of people like
Edens and some of the other later cycle entrants who
were starting to play in that way. It is certainly a
possibility. I would not want to suggest that all
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brokers are mis-selling, they are not, but I do think
that what we are seeing now is a consolidation in the
broker market into about ﬁve or six bigger groups.
Their structures are strange. Legal and General
Insurance Company runs one of the largest and is
actually responsible for the compliance of several
thousand brokers. I think that is a complicated model
and I am not sure how it would work under pressure.
There is no question that the consumer has had his
eyes opened to choice and if choice means that he can
get a little bit more by shopping around he will not
stop doing that! I do not think we are going to have
a market society where there are not brokers.

portfolios and then sold them on, some absolutely
appalling arrears performance. There is a really
marked diVerence between what we are experiencing
and what they are experiencing.
Mr Bullock: Our own intermediary originated
mortgages perform at the same level as our direct
book but I think if you are not a sound institution,
brokers will oVer you loans which could be bad,
particularly if one looks at those books that were
traded by packagers. Those are the areas where you
would say “So and so has bought a book from a well
known packager, they’re going to have a problem”:
and they do.

Q471 Lord Eatwell: Do brokers worry you, Mr
Beale?
Mr Beale: They do not worry me but you need to be
very careful when you operate. I think we need to be
clear on two points, ﬁrst of all the brokers are subject
to the Mortgage Conduct of Business Rules, so there
is regulation given to what they do. The second point
is that when they are originating business through
Nationwide, it is to our underwriting criteria. They
have to abide by the rules that we set and we do check
carefully that we are happy with the quality of the
application and that it meets our criteria. I think
there are safeguards that can be put in place to deal
with them in a reasonable way.

Q473 Lord Forsyth of Drumlean: At least some of the
brokers that I have spoken to are complaining in
terms of getting the housing market moving about
the very large fees that are now being charged by
building societies for new mortgages. Some of them
are very substantial, not hundreds of pounds but
thousands of pounds. What is driving this? On the
face of it it does actually seem to be making it much
more diYcult for ﬁrst time buyers and people to get
back into the housing market and therefore making
the recovery more diYcult.
Mr Bullock: The issue is that there is no money to lend
so people will price products that basically are pricing
out the demand. At the moment the eVect of the
closure of the wholesale markets and the eVect of the
raising of prices in retail markets means that it is
exceptionally expensive to do more than just cover
your liquidity.

Q472 Lord Tugendhat: When one looks across the
piece at the mortgages which are in arrears, is there
any pattern at all that emerges as between the
instance of mortgages in arrears held by the building
societies and held by the banks, and that is including
Bradford and Bingley and Northern Rock and so
forth? Secondly, in the light of your responses about
brokers, is there any correlation between arrears in
broker originated mortgages and those which did not
go through independent brokers?
Mr Beale: The ﬁrst thing to say is that in terms of the
industry statistics on arrears they are done at a
national level, so I am never in a position to compare
our arrears performance with a named bank. You can
pick up information from the performance of
securitisations where you can see very speciﬁcally
arrears performance and we have had some
disclosures from the likes of Northern Rock and
Bradford and Bingley because of the state that they
ﬁnd themselves in. You see very, very marked
diVerences in the level of their arrears compared with
the arrears for the building society sector. In terms of
broker originated transactions within our own
institution, we do not really have any correlation in
terms of a weaker performance arising from broker
introduced business; you just cannot see that at all.
Again, there is a lot of evidence in play for
institutions that have acquired portfolios from some
of the packages who eVectively created large

Q474 Lord Forsyth of Drumlean: So it is a rationing
thing then.
Mr Bullock: Yes.
Q475 Lord Best: The housing associations have
borrowed £50 billion so far from the building
societies and from banks. They are now ﬁnding it
extremely diYcult to borrow any more. This of
course is holding up major building programmes.
Sometimes the land is acquired, the grants available
from government but the mortgage loan is not there
and when people ask for more money from the
lenders that they have been accustomed to borrowing
from they are told, “We are going to re-price your
book now and it is back to square one”. Do you feel
that the building societies have a better record and are
likely to be more amenable lenders for the non-proﬁt
housing associations than the banks, or are you just
competitors, side by side, nothing to choose
between you?
Mr Beale: We are one of the largest, if not the largest,
lenders to the Registered Social Landlords sector. It
is true that where we are looking at re-ﬁnancing
proposals we need to look at the whole of the loan
that is outstanding to Nationwide and this is because,
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in terms of our ability to now raise funding and the
cost of the funding for Nationwide, it is very, very
substantially diVerent to the cost of funding to us
when the loans were originated. One of the
complications of loans to the RSL sector is that they
tend to have very, very long terms. A 25 year term and
even longer is not unusual in that sector. You cannot
get 25 year money at any point in the cycle in terms
of drawing cash ﬂow into Nationwide and so the
loans that we wrote two, three, four, ﬁve years ago
where your margins were just a few basis points over
LIBOR, you cannot replace that funding in a month
of Sundays at the same sort of levels. So you have got
to recalibrate the cost. We are still lending to the
sector and we have recently completed a very large
transaction that was in excess of a hundred million
just to one institution, so it is still going on but they
have to be realistic about the cost of funding and the
cost of funding has gone through an exponential
increase. We are a commercial entity and it has to be
in the interests of my members that we make a margin
on the lending activity that sits on the balance sheet.
I am afraid it is a bit like everybody, they have to

understand that the cost of funding, the cost of risk
and the cost of credit has moved. They have to either
adjust their business model to accommodate it or
they will not get funding.
Mr Bullock: We also have an RSL book. There is a
problem; it is not “Baseled” because the government
does not “Basel” housing associations in the same
way as commercial lending. Therefore it actually sits
outside some of our critical ratios. We have certainly
maintained our relationships with the smaller
housing associations with whom we have had very
long relationships. However I would say that the
degree of consolidation within the housing
association market has meant that many housing
associations we did deal with have been folded into
larger associations who have been happy to go to
capital markets and commercial banks for their
funding. When they come back bleating we just say,
“We haven’t seen you for the last ﬁve years”. I think
relationships ﬂow both ways.
Chairman: There are no more questions. Thank you
very much Mr Beale and Mr Bullock for spending
time with us; that was very helpful indeed.
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Examination of Witnesses
Witnesses: Mervyn King, Governor, Paul Tucker, Deputy Governor Financial Stability and Spencer Dale,
Chief Economist and Executive Director, Bank of England, examined.
Q476 Chairman: This afternoon’s hearing will be in
large part about the Committee’s inquiry into
banking supervision and regulation. Members of the
Committee have already declared relevant interests in
previous hearings. First of all may I welcome you and
your colleagues, Governor, to the Economic AVairs
Committee; thank you for taking time to be here this
afternoon. We have read with interest your speech at
the Mansion House last Tuesday which is very
germane to our inquiry.
Mr King: Shall I introduce my team now?
Q477 Chairman: By all means.
Mr King: I am Mervyn King, Governor of the Bank
of England. On my right is Spencer Dale the
Executive Director for Monetary Policy and on my
left is Paul Tucker the Deputy Governor for
Financial Stability.
Q478 Chairman: Excellent. Do you want to make
any introductory remarks?
Mr King: No, I think we should go straight to the
business.
Q479 Chairman: Let me kick oV then. Jacques de
Larosière gave evidence here two weeks ago. When
we asked him what the main underlying cause of the
current ﬁnancial and economic crisis was, whether it
was the banks or whatever, he replied that it was “ . . .
the piling up over 10 of 15 years of easy—too easy—
monetary policies”. He thought that was the
underlying cause. He was not, of course, just talking
about the UK at the time but I wonder whether you
would like to comment on his comment and tell us
whether you think that ﬁrmer monetary policy,
possibly with added objectives or instruments, might
have avoided or mitigated the current crisis?
Mr King: I would put a diVerent emphasis on it than
Jacques de Larosière. I would start by focusing on the
imbalances in the world economy. They made it
inevitable that some countries would have to go

through a period of large current account deﬁcits.
The countries with large current account deﬁcits
wanted to maintain a balance between demand and
supply; that was the objective of monetary policy, to
maintain a balance between overall demand and total
supply to maintain stable inﬂation. Most countries
were actually successful in doing that, but in order to
maintain a balance between overall demand and
supply in a situation with a large drag on demand
from a large current account deﬁcit, domestic
demand in the deﬁcit countries had to be high
enough, in fact in excess of the supply potential of the
economy so that overall demand would be in balance.
That was a product of the imbalances in the world
economy and not the monetary policy decisions of
each individual country. Of course the deﬁcit
countries could have run policies which had tighter
monetary policy in the developed world, but only at
the cost of having high and rising unemployment and
falling inﬂation. I do not think there would have been
much support for that. The support for the inﬂation
target for an independent central bank is very much
based on the idea that our job is to maintain stable
inﬂation not to create deliberately falling inﬂation to
oVset someone else’s current account surplus. I think
the big lesson for me from this at the monetary policy
level is the need to rework the international monetary
system, to go back to the objective which was
discussed widely at the time of Bretton Woods, which
was to try to ﬁnd a way of imposing symmetric
obligations on the surplus countries as on the deﬁcit
countries. The most striking fact about the last 10
years or so is that most of the developed countries
with deﬁcits did not have rising inﬂation; they had
pretty stable inﬂation right through this period. We
had an inﬂation rate within nought point one
percentage points of our targets on average over the
past eleven years and we did have a higher interest
rate than most other countries; in fact since the MPC
was set up in 1997, from then on, apart from two very
brief periods in which the United States had slightly
higher interest rates, actually interest rates were
higher in the United Kingdom than anywhere else.
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Wherever monetary policy was loose, it certainly was
not in the UK, indeed our bank rate averaged
virtually ﬁve per cent over the period. Most of the G7
countries other than Japan, which had basically zero
interest rates, were in the three to three and a half per
cent range on average over that period. So we did
have tighter monetary policy, we did play our part
but the only way monetary policy on its own could
have contributed more to preventing the build-up of
imbalances was for the UK unilaterally to try to
make a sacriﬁce by having high unemployment and
frankly that would have made no noticeable
diVerence at all to the imbalances in the world
economy. The conclusion is that we actually need
more instruments; I have talked about this before. I
do think that, rather than sacriﬁce what is a very
sensible macroeconomic policy objective of matching
demand and supply in the economy and maintaining
stable inﬂation, we need to create new instruments to
enable the authorities to have some power to prevent
a build-up of credit expansion within the ﬁnancial
sector.
Q480 Chairman: What do you think the instrument
should be?
Mr King: There is a lot of work to be done. People
talk about counter-cyclical capital requirements;
there is quite a good case for that. They refer also to
the Spanish experience of dynamic provisioning of
accounts whereby banks put to one side larger
reserves in good times so that they have those reserves
to draw down on when experiencing losses in bad
times. All of these ideas are sensible at the level of
principle, but there is an awful lot of detailed work to
be done to turn them into concrete practical
propositions; that work has not yet been done and it
needs to be done over the next year. I think that is
what we ought to be focusing on. There are
international issues; how you deal with an
international bank when you are trying to impose a
counter-cyclical capital requirement, where the cycle
is in one country and the bank is dealing with many
other countries. There is a lot of detail which has not
been thought through yet, but we need to because
there are very important potential instruments.
Q481 Chairman: Would you also want to look at the
CPI as a measure of inﬂation, given that it does not
include the eVect of house prices?
Mr King: When we switched from RPIX to CPIX I
expressed some reservations about the move on the
grounds that, although CPI has many advantages
over RPIX, it has one very big disadvantage which is
that RPIX includes house prices and CPI does not. I
expressed some concern about the move at that point.
I would like to see us have a price index which does
include house prices; I have made no bones about

that but we are where we are and it does not make
sense to chop and change the target too often.
Q482 Baroness Kingsmill: It would appear that the
use of interest rates is not for controlling inﬂation
alone; it is not an adequate basis for the Bank’s
ongoing role. I would highlight the fact that the
inﬂation target seems to have resulted in too low
interest rates which have created excessive mortgage
debt and a house price bubble. Furthermore, the
Bank has had to resort to quantitative easing and the
quantitative easing requires Treasury approval, so it
would seem that the Bank has lost some of its
independence. Furthermore the tripartite agreement
does not appear to have worked. Would you like to
comment on those concerns?
Mr King: There are several quite diVerent issues all
wrapped into one.
Q483 Baroness Kingsmill: I thought I might as well
get them all out.
Mr King: Let us start with the most basic one which
is obviously similar to the question the Chairman
asked. I believe that an inﬂation target is a necessary
but not a suYcient part of our policy framework to
achieve stability overall. It is a necessary part because
to set monetary policy on any basis other than trying
to achieve low and stable inﬂation is a recipe for
really making mistakes. Every single time that I have
come across people who wanted the Bank to pursue
something other than an inﬂation target in the last 15
years, on every single occasion, it has been in the
cause of lower interest rates, never higher. Whatever
people say in abstract about the beneﬁts of having a
diVerent objective, for monetary policy to have
higher interest rates, in practice I have never come
under pressure or seen people either oV or on the
Committee really argue for these other motives in
order to have higher interest rates only for lower. One
of the great merits of an inﬂation target is that it holds
the feet of the Committee to the ﬁre in saying “You
may be unpopular. Don’t go for popularity just go
for what is necessary to meet the inﬂation target”. I
think that is fundamental, otherwise we would be lost
in monetary policy. However, an inﬂation target is
not suYcient, we have seen that, because you can still
get build-up of credit within the ﬁnancial sector.
What is most extraordinary about the last decade is
that two thirds of the increase in credit was within the
ﬁnancial sector, not credit extended to the nonﬁnancial sector, companies or households, but within
the ﬁnancial sector and it was that expansion of credit
which, if anything, needed to be controlled. Bank rate
is not the weapon to do that because if we had raised
bank rate to a level which might have slowed that
growth rate of credit within the ﬁnancial sector, we
would undoubtedly have slowed the real economy to
a point where inﬂation would have been falling below
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the target on average and we would have seen rising
unemployment. We just need additional instruments
to do that, but you are right in saying we do need
additional instruments. I am conscious that I have
not tackled all the other parts of your question.
Q484 Baroness Kingsmill: There was the point about
quantitative easing and the impact that has on the
Bank’s independence because it requires Treasury
approval. The ﬁnal bit was a comment on the
tripartite agreement.
Mr King: Quantitative easing is not a question of
getting Treasury approval. What it has to do in order
to work is that it must be carried out in tandem with
debt management, which is the Treasury’s mandate.
We are independent. The decisions on quantitative
easing are our own decisions. We remain an
independent central bank. However, no central bank
can engage in what I prefer to call unconventional
operations without having agreement with the Debt
Management OYce that they themselves will not
then engage in debt management operations which
would oVset the operations we want to carry out.
That is just as true going into this as it will be for the
exit route. Any kind of operation of that sort which
involves buying and selling assets has to be done in
conjunction with the Debt Management OYce just to
make sure we do not get in each other’s way, but it is
not a question of aVecting the independence of the
central bank.
Q485 Baroness Kingsmill: I wondered whether the
sharp cut in interest rates over the last four months
had actually been because of the inﬂation targets.
Mr King: It certainly has. Every decision we have
taken has been discussed in the Committee at great
length and explained outside and our decisions have
been based solely on our wish to meet the inﬂation
target. The great virtue of the target is that within the
Committee diversity of view and expression and
debate are important but that can never work if
people feel that around the Committee are people
with diVerent objectives. That open discussion and
debate can only work if people know and believe that
everyone else is trying to hit the same target, but they
may have a diVerent view about how the economy
works, which is something we should take into
account in debate. It is very hard to have that
atmosphere of trust in the Committee, to enable us to
have an open debate, if you feel that somebody is
pursuing a diVerent target. I think the target is
fundamental to the dynamics of the way the MPC
works.
Q486 Lord Forsyth of Drumlean: I just wanted to
pick up on the question which the Chairman raised to
which you gave a very complicated answer in terms of
international aspects of it. The evidence we have had,

and certainly the report points to it, is that you were
setting interest rates looking at a very narrow
measure of inﬂation whilst house prices were going
through the roof and other asset classes were going
through the roof. I understand the point that if you
put up interest rates you might not have met your
narrow deﬁnition of inﬂation target and it might have
meant that there were fewer building workers
employed building ﬂats which turned out
subsequently to be almost worthless. But is there not
merit in the argument which says that part of the
problem has been holding interest rates down too
low, so people went out and borrowed and bid up the
price of assets like houses? Now, as a result, we are
having to pay the price with very high unemployment
which is going to go over three million. Did we not
actually try to play the game of golf with one tool to
the very considerable disadvantage of people in this
country, which had nothing whatever to do with
international factors but was entirely a result of the
way we chose to handle our monetary policy?
Mr King: No. I certainly accept that we did go into
this with only one instrument for the Bank of
England, which was the bank rate, and that in itself
was not suYcient to guarantee stability. I totally
accept that; the point I made to the Chairman.
However, we do work and live in an international
capital market. Rightly or wrongly we have abolished
capital controls and the level of long-term interest
rates in our economy is determined in the world
capital market and what happened with a very large
expansion of the volume of savings in Asia was that
world real interest rates were bid down to very low
levels. Those are the interest rates which determine
asset prices and that is why all asset prices went up,
not just here but in other countries too. That is
something which no one country had much control
over and that is why we do need some action at the
international level.
Q487 Lord Forsyth of Drumlean: But if you had had
housing in the measure of the increase in inﬂation and
you had set interest rates to take account of the
increase in house prices, then people would have been
less able to borrow to the extent that they have and
there would have been less pressure on house prices.
Mr King: Certainly in the last two or three years,
before the crisis began in 2007, it is fair to say that the
change of the target probably made it more diYcult
for us to achieve that balance. After all, our job is to
follow the remit given to us by Parliament. It is not
our job to say we do not care if Parliament have made
a mistake, we will do something else. There is a
system which gives us a very clear remit and our job
is to follow that. I have said before that I think it
would have been preferable had we stayed with an
index in which house prices were still included. I have
said that several times before.
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Q488 Lord Eatwell: In his evidence to the US
House of Representatives in the autumn Alan
Greenspan made two quite striking statements. One
was that he thought that ﬁrms would manage the
risks to which they were exposed and their
shareholders were exposed. He also said that the
entire intellectual framework of risk management
had collapsed; presumably the intellectual
framework he had used. Was that your position as
well at the time?
Mr King: No. I interpreted his comment to be the
following. He was absolutely right in saying that the
ﬁrms themselves had every incentive to manage their
risk properly. He was also right to imply that
regulators would ﬁnd it very diYcult to second guess
the details of risk management that the ﬁrms were
engaged in. The problem was—something you had
written about many years before—when you get big
swings in sentiment, change in a view about the
conventional valuation of assets, as Keynes
described it, then you will get a very big change in
risk premia and the values of many assets will seem
to disappear. The world in which we moved was one
in which there was extraordinary complexity in the
range of ﬁnancial instruments, that the assumptions
which were being made to value those instruments
were not good assumptions, they were based on
massive mathematical and statistical detail but not
based on an appreciation that things could change
quite radically outside the experience even of the
post-war period. That was a mistaken judgment
where people did not give enough weight to history
and they made assumptions about what might
happen. In some cases—and the Executive Director
for Financial Stability in the Bank, Andy Haldane,
talked about this—when we talked to some of the
ﬁrms more recently, it was clear that some of them
had taken the view “OK, let’s suppose our
assumptions are not that good, let’s suppose the
world really does come to an end, the authorities
would bail us out”. So they took less care in
managing those extreme risks because they took the
view that if it did happen, they would in fact be
bailed out. That poses the dilemma facing the
authorities when creating a regulatory structure to
put in place a framework for ﬁnancial stability.
Q489 Lord Eatwell: Mr Greenspan seems to have
said that the intellectual framework he had used had
collapsed. That is a view which is echoed in Lord
Turner’s report, that the intellectual framework has
collapsed. I am really looking for your reaction to
that. I was wondering in particular, with respect to
the responsibilities of the Bank whether the
Monetary Policy Committee really took much
account of what was happening to the balance
sheets of ﬁnancial institutions. After all, that is part
of the monetary transmission mechanism and that

is in eVect part of the risk management process
which was going on.
Mr King: I think what Alan Greenspan was talking
about was the idea that the people making decisions
about risk had a view of the world which is very
accurately described in the quotation from Keynes
which I put into my speech last week: as long as
everyone else is doing the same thing, why should
we hold out diVerently? It is a safe position to be
in, if other people feel the same. Everyone gets
sucked into that. We felt—and maybe this was a
problem with the framework—that our job in the
Monetary Policy Committee was to meet our remit,
which was to hit the inﬂation target, and we did
achieve that. The diYculty was that the link between
the top-down view of the balance sheets and the
bottom-up view of regulation of individual
institutions was not matched. In part—and I say this
for the Bank—we did talk about this quite a bit in
our ﬁnancial stability reports and our speeches. In
2003 I spoke about the reason that the nice decade
was coming to an end was because it would not be
so smooth in the future, there would be rebalancing
of balance sheets. In 2005 I gave a speech on the
housing market, about house prices. In 2007 I talked
about the dangers of liquidity in markets for
complex instruments drying up, about the dangers
of excessive leverage, about the dangers of not
learning from history. We spoke about it but the fact
was that the Bank of England had no policy
instrument other than words and the danger with
that, in my view, is that, if the only policy instrument
you have is talking about it, you have to be very
careful with what you say for fear of being accused
of exaggerating or being a scaremonger. I hope in
the future that whoever is given the responsibility
for ﬁnancial stability will indeed spend much more
time looking at the balance sheets of institutions and
of the sector as a whole but be given some policy
instruments to enable them to take decisions about
it which will force them to think deeply about it and
to be careful in their decisions and in their words as
well. I can understand why people were rather
sceptical about the Bank. They said that we had our
ﬁnancial stability report, we did not have to do
anything, we were not supervising the institutions,
it did not really matter what we said. It was
frustrating for us but we did not have a policy
instrument. Looking forward, I do think that is a
question which has to be answered. If you are going
to give a central bank a responsibility for ﬁnancial
stability, what is the instrument you expect the
central bank to use in order to achieve ﬁnancial
stability? I do not think that question has been
answered.
Q490 Chairman: I am sure it has not. Just going back
into the past for a moment, apart from speeches and
reports, were these things that you discussed directly
with the FSA in a forceful way or not?
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Mr King: They were discussed primarily at the level
of the deputies’ committee; that is the level at which
the tripartite committee met regularly before 1997.
The Bank made these points. For example, take
regulation of liquidity. This was a point we had been
making quite forcefully for many years, in fact it was
a point the Bank of England made at the very ﬁrst
meeting of the Basel Committee, suggesting that the
Basel framework included liquidity as well as capital,
which sadly it does not. This is something the Bank
has been very conscious of for a very long time.
Perhaps it goes back to the question about the
tripartite. The tripartite committee is a vehicle for
communication and exchange of views; it does not
take decisions in itself. Maybe it should, but as it has
been set up it is there as a vehicle of communication.
Each individual member of it has very clear
responsibilities. There is no ambiguity about them at
all and they are decisions on regulation for FSA, on
anything to do with the use of public money for the
Treasury and the Bank’s monetary policy and its
liquidity operations for the Bank. There has never
been any misunderstanding about that amongst the
three members of it but precisely because we have
speciﬁc responsibilities—
Q491 Chairman: Are you saying there is underlap?
Mr King: You say “underlap” but there was a very
clear delineation of responsibilities. One thing which
I noticed after 1997 was the enormous improvement
in the relationship between the Treasury and the
Bank. Why? Because the overlap which had existed
on debt management and monetary policy came to
an end. The two institutions had camps. They had the
best people they could ﬁnd camped on either side of
the frontier, on monetary policy and on debt
management. There would be skirmishes and there
would be debates to see who could get the most
inﬂuence. That was wholly counter-productive. I was
entirely in favour of having very clear delineation of
responsibility. I do not think that was a mistake in the
way the arrangements were set up in 1997. If anything
the problem was not with the arrangements which
were set up but what was not set up, which was this
range of macroprudential policy instruments to deal
with something. Spain did not have dynamic
provisioning as a tool of counter-cyclical policy. It
was put in by the central bank to protect their own
banks. As far as I know, no country had actually got
to the point of saying they needed to have an
additional set of instruments for policy in the
macroprudential area. Now everyone is saying we
need to have it. That is ﬁne in principle but there is a
lot of detailed work to be carried out.
Q492 Lord Moonie: You referred to the “paradox of
policy”—reducing interest rates when they are
already at an historic low, increasing ﬁscal deﬁcits,

government debt when both are already very high
using unconventional monetary measures. Would
you explain why you think policy should ignore
convention in this way and whether you are conﬁdent
that you can actually reverse policy at the right time
to avoid an unsustainable ﬁscal position and
excessive inﬂation?
Mr King: The “paradox of policy” comes directly
from the “paradox of thrift”, which is that in present
circumstances, if everyone were to save more, which
might look sensible from a long-run point of view,
that actually we would all end up spending less and
the economy is worse oV. It is a coordination
problem. We cannot ﬁnd a way to coordinate our
decisions about investment for the future. In the
short run, given what is happening, if you look at
what is happening to the fall in trade around the
world, ﬁve per cent down in the last quarter of last
year, a bigger fall probably in the ﬁrst quarter of this,
exports from Japan down a third since last October,
these are extraordinary ﬁgures which we have not
seen before. There needs to be a coordinated eVort to
ensure that we do maintain spending in the short run.
You are right, the reason why it is a paradox is that
once we have adjusted to that and the world economy
has recovered, then some countries, particularly
ourselves and the United States, will need to move to
a point in which our national savings rate will need to
rise and other countries, like China and some of the
Asian economies, will need to move to a point where
their national saving rate will probably fall. Then we
will have a more balanced world economy and we will
be back in a sustainable position.
Q493 Lord Paul: The Bank’s ﬁrst response to the
ﬁnancial crisis was to emphasise the dangers of moral
hazard rather than the systemic failure. Subsequent
events suggest that this diagnosis was unhelpful and
delayed the Bank in taking appropriate action. What
has the Bank learned from this and what procedures
need to be in place for the future?
Mr King: I do not accept the suggestion that it
delayed our action. In fact a very interesting chart
appeared in last week’s Economist which showed the
balance sheet of each major central bank in the world
relative to GDP. You can see that after the ﬁnancial
turmoil started in August 2007 the Bank of England’s
balance sheet relative to GDP actually rose earlier
and faster than that of the ECB and the Federal
Reserve. I do not accept the proposition that we
delayed action. We had deliberately put in place—
and Paul was instrumental in doing that—a new
system of money market operations which did not
require us to make a great announcement about the
fact that we were allowing banks to increase their
reserves and that the liquidity we would provide to
the banking system would rise. That was something
which they could choose themselves and indeed they
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did. We made a conscious decision in August 2007
that we would not lower interest rates, overnight
rates for the ﬁrst two weeks until the end of what was
called the maintenance period, until we got to the
September MPC meeting, to allow banks to make
their own decisions. We have provided a very large
amount of liquidity since. I do not accept that we
were slow in that sense. In terms of moral hazard, you
will ﬁnd that most of the debate about schemes to
resolve the banking system at present is all about
moral hazard. Perhaps it is unfortunate that the
words have come into common currency. All that it
means is that when the Government engage in an
intervention the Government should think through
what the consequences of that intervention might be,
both intended and possibly unintended. If you are
going to engage in some intervention you need to
anticipate how the private sector would react. That is
exactly what everyone is having to do now when
thinking about schemes to ﬁnd a way to stabilise the
banking system. Actually moral hazard, though that
may not be the most fortunate name for the concept,
is fundamental to everything the Government are
now trying to do to solve the problems of the
banking system.
Q494 Lord Tugendhat: May I ask you a slightly
personal question? You speak with exceptional
clarity and authority on these issues, both when you
come in front of parliamentary committees and when
you make speeches. Yet here we are, we have been
through and indeed are still going through, an
exceptionally torrid time, a time when the general
public has great, great diYculty in understanding
what the causes of the problem are, what the
parameters of possible policy decisions might be and
yet you very, very rarely speak other than when you
present your monthly reports. When I look at
successful governors of other independent central
banks—of course there are not very many to choose
from—if you look at Tietmeyer and you look at Perl,
at Trichet, if you look at Greenspan and indeed if you
look at your own distinguished predecessor, they all
seem to take more seriously than you do the public
education and public information role. It seems to me
that one of the roles of the governor of the
independent central bank is to spread what I might
term knowledge, reassurance and understanding. I
wonder why you do not do more of that, if I might
ask.
Mr King: In a sense I am surprised you ask that in
that over the last 18 months I have given a live
televised broadcast on average once a month. I think
these parliamentary appearances are rather
important. I think many people actually, rather than
just listen to what they might think of as a dull speech
being read out in a monotone to some audience they
cannot see, would prefer to see their representative

putting questions directly to the Governor. This is my
thirteenth appearance before a parliamentary
committee in 18 months. I do not think any minister
can easily match that; certainly none of my
predecessors can. All my speeches are now usually
broadcast live on one television channel or another
and they are all available. The quarterly press
conferences are too and, again, people can put
questions to me. I set great store by our role in
educating the public. Maybe we have not been very
successful at it. I make a regional visit almost every
month for two days; I am making one to the North
West this week, at which I will give three or four oVthe-record talks to groups of business people, again
where I speak and they will put questions. There will
be other occasions where I will be talking to smaller
groups. I do not think that any governor has ever
spoken to as many groups around the country as I
have before. We do put enormous weight on that.
What I think is the real diYculty here, and I do not
see any easy way out of this, is that there has been an
extraordinary event in the UK economy. For 20 years
most people, most ordinary businesses were told that
if they adopted the disciplines of a market economy
they would all be better oV in the long run, prosperity
would be the reward for the application of market
discipline to employees and to others, if people did
not work hard enough or asked to be paid too much,
they might lose their jobs; that was market discipline.
If businesses were not productive enough, they would
not sell their goods and they would go out of
business. So we have applied market discipline. Now
people ﬁnd that, having accepted that, out of a clear
blue sky comes an extraordinary crisis which has
absolutely nothing to do with the real economy in any
sense and is not created by the eVorts or excessive
expansion or over-investment of the business sector
in the UK or most households. If anything it is caused
by excessive credit expansion within the ﬁnancial
sector, by people who, when the turbulence hit them,
said actually market discipline may be pretty good
for the workers, but it is not such a good idea for the
bankers, so can we have a bailout please? It is very
hard to explain to people that a market economy is
meant to mean discipline for one group but not for
another. There is a big educational job to explain—I
explained this all the way through my previous
appearances—that the reason we are trying to ﬁnd a
solution to the banking problems is not to help the
banks themselves but to help the wider economy.
That is the only reason we are doing it: to help the
wider economy but these are not easy issues to
understand and they are not easy points to get across.
We are trying hard. Maybe we can ﬁnd better ways of
doing it and maybe I should make fewer
parliamentary appearances and more appearances
somewhere else, though I am not quite sure where
that would be. We are willing to consider all
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possibilities but we are certainly out and about all the
time explaining what we are doing.
Q495 Baroness Hamwee: May I follow that up by
thanking you for the very intelligible, commonsense
synonym for “moral hazard” which I take to be
“What if?”. What are the banks asking you to do
now? I assume it is not a generalised “Ah” because
they have a range of problems. What are they asking
of you?
Mr King: It is what they are asking of the UK
Government as a whole. The strategy which has been
set out is pretty clear now. I think the banks are
asking, and it would be sensible for the Government
to do this, that the Government say that for any
major bank of any serious importance to the
economy the creditors of that bank should be wholly
reassured that the Government will underwrite those
obligations. To do that the Government have to
underpin the equity capital of those major banks.
That is the ﬁrst point: capital. The second point is
that even with a reasonable capital position the banks
need funding to be able to lend on to the UK
economy. A lot of that funding in the last seven or
eight years has come from borrowing in short-term
wholesale markets rather than using retail deposits.
Some of that has come from overseas; a signiﬁcant
chunk of the wholesale deposits has come from
overseas. That source of funding has dried up. So
there has to be a new source of funding. That will not
come quickly or easily. The credit guarantee scheme
which has been introduced is a scheme under which
banks can search out sources of ﬁnance, knowing
that the Government will underwrite their credit.
That is a very helpful source of funding to banks.
Those are the two major things. In addition, they are
also concerned about short-term liquidity support
from the Bank of England but we have put that in
place and we have a new system, a discount window
in which banks can come to us when they need shortterm liquidity. People have now come to recognise
that the central bank cannot be the source of longterm funding. We are there as short-term liquidity
insurance not as a substitute for retail deposits or
other sources of long-term funding. That has to come
from savers in the economy.
Q496 Lord GriYths of Fforestfach: May I come back
to the question of quantitative easing? It is perfectly
understandable, at a time when output in the UK is
falling, unemployment is rising and world trade is
going down, that you should be very concerned with
deﬂation. However, before quantitative easing was
announced, the monetary base or high-powered
money, notes and coins plus bank reserves, had really
increased very considerably. If you now look at what
is happening with quantitative easing, in my
judgment it is increasing at an extraordinary rate. I

am sure you would say the argument is that there has
been a big increase in liquidity preference and
therefore no-one is critical of what you are doing at
the moment. However, if you look back over the last
50 years, the increase in the monetary base at present
is quite extraordinary. The problem that you are now
building up in terms of the exit is that we will see an
upturn from this cycle and as we see the upturn there
will be an enormous amount of high powered money
in the system. The banks will want to lend it, people
will want to borrow, for you to counteract that you
will have to be selling stock, the price goes down,
interest rates go up and the politicians will not want
it. The question is: are you enough concerned about
future inﬂation in what you are doing now?
Mr King: I can assure you that we are focused solely
on one thing which is meeting the inﬂation target in
the medium term. That is my sole criterion for success
at the Bank. You are right that we know the monetary
base is expanding. We are more concerned at present
by the fact that the broad money held by the nonﬁnancial sector has not been growing, the nominal
demand, which had been growing at pretty healthy
rates has just stopped growing at all; if anything there
has been a fall in the level of total nominal demand at
the end of last year. This is a short-term problem, we
will come out of this and we will need to reverse the
actions we have taken. That is where I think the
inﬂation target is so important because we will have
to take very seriously the need to follow the exit route
and to raise interest rates, for example, quickly and
sharply where necessary. I promise you we will make
those judgments in order to try to hit the inﬂation
target. This is clearly an issue. We need to be very
conscious of the exit route for all the policies we are
pursuing now. It goes back to the question about the
“paradox of policy”. If you are going to take
measures to stimulate the economy now, you have to
be ready to have an exit route or to think through the
exit route before you start down the path, but you
need to be careful and judge the timing of that.
Q497 Lord Forsyth of Drumlean: The 2009 Banking
Act creates the renewed Financial Stability Forum to
which you referred. I am a little bit confused as to
how this committee will work. It appears to be
advisory and not to have an executive role. Do you
think it should have an executive role? I am also a bit
confused as to how this relates to the FSA. I keep
asking the question, which I am sure you have heard
100 times: who is actually in charge? One of the
suggestions in the Turner review is that the idea is that
the FSC should be designated as a joint committee of
the Bank and the FSA. Could you try to clarify for
me what you think about this? My own view is very
simple: it should be executive and it should be the
responsibility of the Bank. I do not know where the
Bank is on this.
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Mr King: The trouble is that there are as many
diVerent views on what the ideal Financial Stability
Committee would be as there are people. You could
have many diVerent concepts for the Financial
Stability Committee. As you say, Lord Turner of
Ecchinswell has aired one. That is clearly not the
committee we have; that is a completely new idea.
There may be arguments for it, there may be
arguments against it but it certainly is not what we
have now. Parliament has now decided what the
Financial Stability Committee is, that is clear: it is
a sub-committee of the Court. Its role is to provide
a source of advice and discussion between the
executives of the Bank and the non-executive
directors of Court. The executive responsibility for
those decisions remains with the executive of the
Bank. We will be held accountable by you and other
committees for our decisions, not the non-executive
members of Court. It is not an executive committee,
it is a non-executive committee and it would help
prepare the way for the Court of the Bank as a
whole to hold the Bank accountable, not for its
policy judgments but for the way it went about
organising its ﬁnancial stability work. I think what
we have is clear. Whether it is desirable is a diVerent
question, but we know what we have and we have
to make it work.
Q498 Lord Forsyth of Drumlean: My question was
whether you thought it should have an executive
role.
Mr King: It is diYcult to have an executive role if
the other members of it are the non-executive
directors of the Bank who cannot devote the time
which is really necessary to make the judgments you
need in the midst of a ﬁnancial crisis and where—
this is even more important—there is this terrible
diYculty of knowing whether you should allow
people who maybe have very recent experience in
the ﬁeld of ﬁnancial services to be members of a
committee which might generate conﬂicts of
interest. It is clear they could not have someone on
that committee who is currently occupying a senior
position of either an executive or non-executive
nature in the banking community. We have seen
recent events, that it is quite dangerous to have
people who have had very recent experience serve
on such a body too if they are meant to be a
regulator or serve some independent role when their
past may come back to haunt them.
Q499 Lord Currie of Marylebone: Given the
diYculty of pricing the toxic assets and the rather
expensive recapitalisation of the banks which has
not led to a return of lending to the private sector,
is there a risk in all of this that the way we rescue
the banks means that the taxpayer picks up the costs
if those toxic assets turn out to be really toxic and

the banks get the beneﬁt if they are less toxic? Would
it not be much cleaner to nationalise the banks fully?
Mr King: The cost would still fall on the taxpayer.
Q500 Lord Currie of Marylebone: If the assets
turned out to be more attractive, then it would not
fall on the taxpayer and they would be able to get
the upside.
Mr King: Indeed but that does not go to the heart
of the question of whether you nationalise banks but
the question of what you take in return for oVering
a guarantee to the balance sheet of the bank. I take
the main principle to be one in which governments
say “Given where we are, in the midst of this
ﬁnancial crisis, no important bank will be allowed
to fail, we will underwrite the balance sheet”. I
interpret that as being essentially—and I prefer to
see it this way in many ways—a statement that if
the equity capital of a bank falls to some critical
minimum then the Government would inject equity
capital into it from the Government. That means
that the public sector would then own shares in the
bank. If you adopt that principle and that is what
you intend to do, to underwrite the capital of the
banks, which in essence is what Government have
to do now and are doing, you cannot run away from
the fact that if the losses are big enough, you may
end up owning more than 50% of the shares. That
is a dilemma which every government round the
world is facing, which is that the logic of the
position drives you to accept that, but you are not
very keen to sound enthusiastic about it and indeed
no-one is enthusiastic about it and for good reason.
I do not think you need to frame this in terms of a
proactive nationalisation. What you need to do is to
recognise that in order to underpin the balance sheet
of the banks two things are necessary: one is to
make that guarantee, make it unambiguously clear
and that means being prepared to take the equity if
necessary. The second thing you need to do is to
embark on a process of proper audit of the balance
sheets of all the major banks. The US has embarked
on that road; we have done it now; well the
Government have done a ﬁrst stage of that for RBS
and Lloyds and is embarking on the further stages
of the audits that are necessary. We need to do it for
all banks just to clear the air. I have no reason to
express any concern about our banks at all, but I
just think that the uncertainty is still there and will
be there until people can just go right through the
balance sheets and sort them out.
Q501 Chairman: This might be an appropriate
time, as you mentioned the US, to ask whether you
have any reactions to Tim Geithner’s plan for the
US. Are there lessons for us to learn here?
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Mr King: It has been very warmly welcomed. There
are many diVerent ways you could do this. We will
see how well the scheme of asking the private sector
to value assets and then buy them actually works.
The diYculty with these assets is that people cannot
easily price them and that is why the market itself
has not generated these kinds of transactions. I very
much hope that the scheme will be successful in
doing that. In their own ways diVerent governments
are all doing the same thing, which is, following the
principle I enunciated, underpinning the balance
sheet of the bank. What we have done here with the
asset protection scheme is essentially to oVer
insurance explicitly, not to the whole of the balance
sheet, which is one way you could so it, but to a
large sub-set of assets, the assets where the risks
really lie. Both for RBS and Lloyds, the size of the
asset pool which is being insured is suYciently large
that that should give a very high degree of comfort
to the market. What matters most on this is the
reaction of creditors of banks and whether they
really feel it is safe to extend credit to a bank which
the Bank can then use to on lend. That is a challenge
because the shock to conﬁdence, which occurred
ever since last September when Lehman Brothers
failed, has been so enormous and it has come as
such a surprise to people who had not seen anything
remotely like this in their lifetime, is not easily
repaired. It is very easily destroyed and quickly
destroyed but not easily put back together.
Q502 Lord Best: In the future regime, how will the
Bank communicate with Treasury on questions of
ﬁnancial stability? Is that going to be formalised in
some way? Will the public know if there are
disagreements between the two of you? Will they
come out? In the past, with the meetings of the
tripartite principals, how often were you meeting in
the decade leading up to the current situation?
Mr King: Before August 2007 and after 1997, that
decade, there was a handful of meetings only at
principal level. We all engaged in crisis management
exercises, war games if you like, where we tried to
simulate the eVect of various serious problems in the
ﬁnancial sector. One of them we did jointly with the
United States. We were really keen to do that
because many of the issues are cross-border in
scope. Domestically we carried out several and in
those exercises we identiﬁed exactly the problem
that arose with Northern Rock, namely that there
was not a proper legal framework for resolving a
failing bank. That was why in the end the
Government had little choice but to take Northern
Rock into public ownership. There was no formal
framework as an alternative: now there is with the
Banking Act 2009. The way in which we
communicate with the Treasury is through endless
meetings. The one thing this country is not short of

is meetings. I know that many people recommend
new committees and processes with the best of
motives. All I would say is that the one thing we
are not short of is process. We are short on policy
instruments but not the number of meetings. We will
communicate and it is right that the views of the
Treasury and the Bank and the FSA when they are
talking to each other should be in private. If we are
to express an honest view and opinion, then we must
be able to do that in private.
Q503 Chairman: I have two linked questions for
you. One is whether the Bank has suYcient access
to information at the level of the individual
institution to fulﬁl its responsibilities with respect to
ﬁnancial stability. The other is that, given you have
responsibility for that stability, do you think the
Bank should have the power, as the FSA does, to
trigger the Special Resolution Regime?
Mr King: Two distinct questions there: one on
information. Yes, I am fairly conﬁdent that after
what we have been through the FSA will share with
us all the data that they have. More relevant to us
is, if we think it is data we should have and the FSA
for its own purposes, for good reason, has not
collected, how do we get those data? FSA have
made commitments that they will engage in their
best endeavours to supply us with that information
but I am still a bit surprised to ﬁnd that a Banking
Act which gives the Bank of England the explicit
statutory responsibility for ﬁnancial stability has not
seen ﬁt to include in it the Bank of England’s
statutory right to obtain information and data that
it thinks it needs. I cannot see any objection to that
myself if we are given the responsibility. That is not
in any sense a reﬂection on the FSA, it is just that
if you are designing it, it would seem very odd not
to give us that right, but we do not have it. On the
trigger, yes, I said before that I felt that ideally the
Bank of England would have, together with FSA. I
certainly do not want to take away FSA’s own
trigger to trigger the Special Resolution Regime for
a failing bank, but I do think it would have been
sensible for the Bank to have had that trigger too.
I made that point. I made it in public, I made it
clearly with the Chancellor, I lost the argument, I
accept that, we move on.
Q504 Lord Forsyth of Drumlean: What was the
argument on the other side?
Mr King: You will have to ask them really. This was
a period in which the tripartite committee was
coming under somewhat unfair attack because
tripartite arrangements were built up by some to
mean more than they could possibly handle. The
tripartite arrangements are a method of
communication between three bodies with
distinctive responsibilities. There is no separate
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decision-making role for the tripartite committee as
such. In an environment in which the tripartite
arrangements were coming under a lot of attack, it
was felt that to somehow put into a legal framework
responsibilities which might be interpreted by some
as suggesting that one member of the tripartite
would not want to share information with another
did not seem to make a lot of sense. The spirit of
the tripartite arrangement is that we have very clear
responsibilities and there is no ambiguity about
them and from that point of view it would have been
better had we had that power but we do not have it.
Q505 Lord Eatwell: It does seem to me that in the
legislation governing the Bank’s responsibility under
the new Banking Act and the Financial Services and
Markets Act both institutions are responsible for
ﬁnancial stability. That certainly was claimed by
Lord Myners in the House of Lords. He claimed
that the market eYciency objective under FSMA
was a ﬁnancial stability objective. So there is an
ambiguity; you both have responsibility for ﬁnancial
stability. The issue then is, if we are going to have
this macroprudential regulation, with all the extra
tools that you are looking for, that it does involve
looking both ways. You need detailed information
on how markets are developing and you need the
macro view that the Bank has. How are those two
going to mesh together? There does not seem to be
an eVective mechanism for bringing together the
detailed knowledge of individual institutions and
market structures and the macro view that the Bank
would be taking.
Mr King: I will ask Paul to comment in a minute
because he is going to be taking this forward. In our
ﬁnancial stability wing it is very clear now, and this
was something I learnt from the experience after
Northern Rock, that even if the legislation says that
you do not have responsibility for supervision,
people out there, including in Parliament, obviously
feel the Bank of England must have something to
do with banks and therefore they hold us
accountable. In our ﬁnancial stability role, we will
need to ensure that we are taking an adequate look
at the data and the position of individual
institutions, but with the objective of making
judgments about the stability of the system as a
whole. We are not going to be concerned with the
regular day-to-day supervision of individual
institutions, but we will need to combine knowledge
of data and information about individual
institutions, together with the work that we have
been doing a great deal of in the last decade, which
is the macroprudential view. The challenge for us is
that when we have got that we can form a view
about where the risks are, but we do not actually
have any policy instrument that will enable us to do
anything about it.

Mr Tucker: Two things to add. The ﬁrst thing is that
this is more than just bringing together
macroeconomic analysis with information about
individual institutions. There is the question of
being close to markets; what is going on in the
plumbing, the payment system and settlement
system. I feel comfortable that the Bank is okay on
the macroscene, being close to markets and the
plumbing. So the issue is around access to individual
institution information. On that, it is tremendously
important that we should have access to the
contingency plans which ﬁrms either do have or if
they do not they should certainly have in future as
to how they would handle liquidity crisis or a capital
crisis of some kind. The second thing is underlining
the burden of the Governor’s message in that we
need to ensure in the way things are set up that we
are not a shadow supervisor for individual
institutions. Being a supervisor for individual
institutions means taking robust judgments which,
if necessary, you impose on the ﬁrm concerned and
that is not the role we have or are set up to take as
things stand. At the moment, while avoiding that,
we will need to look more closely than in the past at
patterns across institutions and you cannot do that
solely from the aggregate data that we have in the
Bank. The way things are set up at the moment we
have to ﬁnd a way through; using bottom-up
information on individual ﬁrms without placing
ourselves in the position of second-guessing what
the FSA do as regulators or, for that matter, creating
double jeopardy for the regulated ﬁrms. With one
exception, which is that if they head towards distress
and it becomes reasonably likely that they are going
to have to go through the Special Resolution
Regime, then we absolutely have to be able to get
close to them in those circumstances. One of the
painful lessons of Northern Rock was that the Bank
was not able to engage directly with Northern Rock
about lender of last resort until very late in the day,
and then they were surprised about the granularity
of the information that the Bank wanted because
that is what you need. If you like, there are three
levels, there is what you need as a macroprudential
supervisor, there is what you need as a
microregulator in normal circumstances, and then as
the Resolution authority you need very granular
information indeed. This is something we will have
to ﬁnd our way through.
Mr King: One of the things which was most striking
about the past 18 months was that when a bank
needed liquidity support—and several did—we had
to be so intimately involved that we ended up
knowing far more about the bank than FSA. We
really had to get to grips with every detail of that
bank.
Mr Tucker: In a sense we were helped in that—no
more than helped, but helped—by the fact that we
run our own balance sheet and therefore were used
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to dealing with granular information in running our
balance sheet and the collateral that we hold, which
is very extensive at the moment.
Q506 Chairman: Just to be clear on this, you do not
hanker in any way for banking supervision to be
returned to the Bank from the FSA, do you?
Mr King: I do not hanker for any extra jobs to be
given to me. I have more than enough to cope with.
What I would say is the basic point that if
Parliament expects us to be responsible in some way
for ﬁnancial stability, I do want it to be very clear
that all we can do is to use the instruments which
are given to us. If the only instrument given to us
is that of voice, then it is wrong to hold us
accountable for anything other than how we use
that voice. If you want us to play a wider role, then
you have to spell out what that role is. The big
debate which is needed in the macroprudential area
now is less who does what; that is down the road.
What matters is not who does what but what it is
that whoever it is that does it actually constitutes.
We have had a very helpful review from Lord Turner
of Ecchinswell in setting out the issues and the
choices, but in the macroprudential area there is an
awful lot of hard work and hard thinking to be done
about precisely what is meant by macroprudential
regulation. Once you have done that and worked
out what instruments it is that we think somebody
should be using, then it will be appropriate at that
point to ask the question “To whom do we give
those instruments to deploy?”.
Q507 Baroness Kingsmill: Do you think that
ﬁnancial stability would be increased if bank size or
bank scope were limited by statute? We have had a
number of witnesses before us who have said that
the banks can be too complex to manage, too big
to fail and too big to rescue. We have also had a
witness, Professor Enrico Perotti, who said that
bank expansion achieves very few eYciency gains
but introduces signiﬁcant systemic costs. Others
have even gone further to suggest that there should
be a separation between investment and commercial
banking. Would you care to comment on this,
particularly in relation to ﬁnancial stability?
Mr King: Those are very important questions. I do
not want to give a deﬁnitive answer because I want
to think it through carefully and I would like to be
guided by a careful examination of the arguments
for and against some of these questions. I remember
very clearly ﬁve years ago Paul and I and some
others from the Bank went on a Bank team visit to
New York and we went to visit all the major banks
in New York. At that point the big question
confronting all banks was whether we could really
follow the Citibank route. This is clearly the model
of banking that is sweeping the world, to be as big

as possible, to have access to as large a source of
funds at as low a cost as possible, that made it
possible to drive the business, grow and become the
most important and biggest bank in the world. That
was the model which was the basis that people were
looking at, no restrictions at all, encouragement to
size. Now of course we are looking at the opposite
with people seeing very clearly the costs of
complexity. If you look at the senior management
of Citibank, look at the top four or ﬁve people there,
these are some of the brightest and best people you
could imagine: Bob Rubin, former Treasury
Secretary, chief executive of Goldman Sachs; Sandy
Weill, very savvy Street trader in Manhattan; one of
the best macroeconomists in the world, Stan
Fischer; other people there with tremendous
expertise. If we had been asked as a group round
this table to choose the best people to manage the
biggest bank in the world we would have been hard
put to come up with a better group of people. These
organisations did become too big and too complex
for people to manage easily. I do not want to say
that in the current climate it would be right to
conclude deﬁnitively now that we should therefore
inevitably move to the opposite extreme and say all
banks should be small and there should be forcible
separation between investment banking and
commercial banking but these are very good
questions to ask. There are some very powerful
arguments which go in favour of both limiting the
scope of ﬁnancial institutions and go to the heart of
the investment; commercial banking distinction and
indeed their size. We ended up in the UK with a very
highly concentrated banking sector. I do not think
that has been easy to manage, particularly in the
crisis. I do not want to give judgment right now but
what I would encourage everyone to do, this
Committee and other committees, is to take some
time now to think our way through these issues.
They are immensely important, we will not get
another opportunity to restructure our banking and
ﬁnancial system in a hurry and it is very important
that we take this opportunity. We have time now.
These banks are not going to rush out and take wild
risks for quite a while. We can take our time to think
this through and we must do so, both in terms of
the regulatory aspects and in terms of the structure
of banking which we commit to have.
Q508 Baroness Kingsmill: There seems to be a good
argument for a diversity of institutions in terms of
banking.
Mr King: Yes and there is no doubt that in the
context of ﬁnancial stability diversity has enormous
beneﬁts. Equally, as ever, there are arguments on the
other side that a very small institution may prove
fragile and prone to failure because of one or two
speciﬁc loans. The arguments do not go entirely one

Processed: 14-05-2009 15:32:36

Page Layout: LOENEW [O]

PPSysB Job: 426772

banking supervision and regulation: evidence
24 March 2009

Unit: PAG3

171

Mervyn King, Paul Tucker and Spencer Dale

way but they are very, very important arguments.
We have not really had a proper debate on this since
the time of the great depression and this is a debate
we ideally would have had at the time of Big Bang,
except that it was very diYcult to anticipate the
consequences of Big Bang. While the last 20 years
have shown us very clearly what has come out of it,
now we need to rethink what we think the
appropriate structure of the ﬁnancial sector is. I do
not want to pretend that the answers are easy and
maybe even after a year’s deliberation they will not
be clear-cut either. At least we should take the time
for that deliberation.
Q509 Baroness Kingsmill: And you do not think we
will be rebuilding it in the shape that it has
already been.
Mr King: I have an open mind. We should examine
these questions very carefully and then come to
conclusions in due course.
Q510 Lord GriYths of Fforestfach: I come back to
your answer regarding the Special Resolution
Regime. Given the Turner Report, clearly the FSA
is going to have a much more intrusive form of
regulation. That means they are going to be all over
the banks in a way they have not been, because even
if they put a capital control on, which is much

higher than present, they will really need to know
what those assets are like. From what you have just
said a few minutes ago, when you see an institution
which looks as though it is getting into trouble and
when it is even near the edge and it is now your
responsibility, you will also want to get to know
exactly what those assets are like and the culture of
that institution and that is absolutely right. As a
country, are we not then in danger of duplicating
banking supervision? Would it not be better if it
were given to one institution?
Mr King: I do not want to give answers on the
architecture of who does what. I really do think that
the ﬁrst thing we should do now is to work out
what, if any, additional instruments we need, what
powers the authorities ought to have, how
supervision should be exercised and once we have a
complete description of all that, which I do not
think we have yet, that would be the point to ask
how they should be divided up and who should
do what.
Chairman: Thank you very much Governor and
your colleagues for spending time with us this
afternoon. Inevitably this was going to be largely
about banking supervision and regulation and that
was very helpful. I hope that at some later stage we
resume our periodic meetings on the wider economic
scene. Thank you very much.

Memorandum by the Financial Services Authority (FSA)
1. This memorandum is submitted to the Committee as part of its “Banking Supervision and Regulation
Inquiry” and in advance of Lord Turner’s evidence session on 24 March. It covers:
— the origins of the ﬁnancial crisis; and
— the required regulatory response to the crisis across the world.
2. In response to the Chancellor of the Exchequer’s invitation to Lord Turner to conduct a review of banking
regulation, we have published the Turner Review, which we attach. This analyses the root causes of the crisis
and addresses the fundamental and long-term policy questions on what needs to be done to reduce the
probability and severity of future ﬁnancial crises. It also sets the direction and deﬁnes the changes we believe
are required in international regulation, and which we will be proposing in the EU and internationally. At the
same time we published a more detailed FSA Discussion Paper which sets out our initial thinking on how the
issues addressed in the Turner Review can be translated into practical policy proposals. We will be hosting a
conference on 27 March which will discuss the Review and consider the way forward. Speakers at that
conference include Lord Turner, the Chancellor of the Exchequer and Mario Draghi, Chair of the Financial
Stability Forum (FSF).
3. Some changes to the international regulatory and supervisory framework have already been made and
further work is in train. However, ﬁnal conclusions as to the scope of the fundamental reforms that are clearly
needed have yet to be reached. Work is currently under way to this end within the G20, the FSF and the three
main global regulatory standard setting bodies—the Basel Committee on Banking Supervision (BCBS), the
International Organisation of Securities Commissions (IOSCO) and the International Association of
Insurance Supervisors (IAIS). In addition, similar work is in train in various fora within the EU. This has
included the recent publication of the de Larosière Group’s report to strengthen European supervisory
arrangements covering all ﬁnancial sectors.
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A. Origins of the Financial Crisis
4. Over the last 18 months, and with increasing intensity over the last six months, the global ﬁnancial system
has suVered its greatest crisis in over 70 years. The origins of the crisis can be explained by a number of factors.
They include:
— Growth of signiﬁcant global imbalances over the last decade: Large current account surpluses
accumulated in the oil-exporting countries, China, Japan and some other east Asian developing
nations, while ﬁscal and current account deﬁcits grew in the US, UK and some members of the
Eurozone.
— Increasing complexity of the securitised credit model: Lower risk-free interest rates produced an
intense search for higher yield at low risk. This demand was met by an increase in volume and
complexity of the securitised model of credit intermediation.
— Rapid extension of credit and falling credit standards: Between 2000 and 2007, credit extension in the
US, the UK and some other countries grew quickly. This credit extension was partly driven by the
rapid development of securitisation, with an increasing proportion of UK mortgages credit packaged
and sold as residential mortgage-backed securities, thus not appearing on the originator bank’s
balance sheet. In addition, lending on balance sheet grew rapidly, as banks competed for market
share, often funding their rapid growth with easily available wholesale funding. This rapid expansion
of credit was accompanied by declining credit standards both in the household and corporate
markets.
— Property price booms: The rapid extension of mortgage credit and of commercial real estate loans
developed into a boom where rising property prices drove the demand and supply of mortgage credit,
resulting in even higher property prices. Continuously rising prices convinced both borrowers and
lenders that high loan-to-income ratios or high loan-to-value were acceptable given the potential for
future capital appreciation. The widespread extension of credit on terms that could only be justiﬁed
on the assumption of future house price appreciation was particularly symptomatic of the US subprime market.
— Increasing leverage in the banking and shadow banking system: The increasing scale and size of
securitised markets and their mounting complexity were accompanied by a signiﬁcant escalation in
the leverage of banks, investment banks and oV-balance sheet vehicles, and the growing role of hedge
funds. Large positions in securitised credit and related derivatives were increasingly held by banks,
near banks, and shadow banks, rather than passed through to traditional, hold-to-maturity investors.
Hence, the new model of securitised credit intermediation was not one of “originate and distribute”.
Rather, credit intermediation meant passing through multiple trading books in banks, leading to a
proliferation of relationships within the ﬁnancial sector. This “acquire and arbitrage” model resulted
in the majority of incurred losses falling not on investors outside the banking system, but on banks
and investment banks themselves involved in risky maturity transformation activities. The explosion
of claims within the ﬁnancial system resulted in ﬁnancial sector balance sheets becoming of greater
consequence for the economy, with ﬁnancial sector assets and liabilities in the UK and the US
growing far more rapidly as a proportion of gross domestic product than those of corporates and
households.
— Underestimation of bank and market liquidity risk: The growth of the securitised credit market and
bank leverage and the multiplicity of inter-bank claims were also accompanied by changing patterns
of maturity transformation and in many cases by serious underestimation of bank and market
liquidity risk. Maturity transformation—holding longer term assets than liabilities—was increasingly
performed not only by banks, but also investment banks, oV-balance sheet vehicles and, in the US,
by mutual funds. This made the ﬁnancial system overall increasingly reliant on liquidity through
marketability—the ability to meet liabilities through the rapid sale of an increasingly wide range and
much increased value of long-term credit instruments. When the crisis struck, the assumption that the
markets for these instruments would remain liquid was proven wrong as concerns spread about the
quality of such instruments.
5. These interrelated eVects and relationships resulted in a self-reinforcing cycle of irrational exuberance in
pricing of both credit and volatility risk over the last 10-15 years. Credit spreads on a range of securities and
loans fell steadily from 2002 to 2006 to reach very low levels relative to historical norms. In addition, the price
charged for the absorption of volatility risk fell, since volatility itself appeared to have declined to very low
levels. This cycle turned in 2007 and gave rise to the crisis we are now facing.
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B. The Required Regulatory Response to the Crisis Across the World
6. The Turner Review outlines the fundamental changes in regulatory approaches required in relation to
capital, liquidity, accounting, shadow banking, remuneration policy, credit rating agencies, derivatives
trading, cross-border banks and EU supervision and regulation.
— Capital: The crisis has revealed the importance of focusing on the implications of bank capital
structure for the behaviour of banks and the implications of that behaviour for the whole economy.
Important issues for the international capital framework include; the level of capital that we expect
banks to hold, the quality of capital and whether risk-based capital needs to be supplemented by a
non risk-sensitive measure (such as a leverage ratio). In addition to this, any new system should
include an overt counter-cyclical element of capital requirements to ensure institutions build up a
buVer in good times which they can draw on in downturns. These views will feed into the Basel
Committee on Banking Supervision and the Financial Stability Forum’s consideration of new
approaches to the regulation of the capital adequacy of banks. In addition, more capital will be
required against trading books and the taking of market risk.
— Liquidity: New approaches to the management and regulation of liquidity are equally important. The
lack of a deﬁned international standard has reﬂected the extreme complexity of liquidity risk. As such,
the regulation of liquidity should be restored to a position of central importance. This should focus
on individual guidance, stress-testing and cross-system analytical trends—not through a quantitative
ratio regime. In December 2008, we issued a Consultation Paper proposing a tighter surveillance
regime for liquidity along these lines.
— Accounting: The current system of reﬂecting the “facts” of the situation as at the balance sheet dates
adds to systemic pro-cyclicality. It is important that the counter-cyclical approach to bank capital is
reﬂected in a signiﬁcant way in published account ﬁgures, such as by anticipating future losses before
they are evident in trading book values or loan repayment problems.
— Hedge funds and shadow banking: In their performance of the macro-prudential analysis role,
regulators and central banks need to gather much more extensive information on hedge fund or other
activities outside the banking sector. They also need to consider the implications of this information
for overall macro-prudential risks. OV balance sheet vehicles which create substantive economic risk,
either to an individual bank or to total system stability, must be treated as on balance sheet for
regulatory purposes. Regulators should also be given the power to apply appropriate prudential
regulation to hedge funds, or any other category of investment intermediary, if their activities have
become bank-like in nature or of systemic importance.
— Executive remuneration: Remuneration structures played a contributory role in the origins of the
crisis by helping to create incentives for harmful risk-taking. We will need to include a strong focus
on the risk consequences of remuneration policies within our overall risk assessment of ﬁrms, and
we will enforce a set of principles which will better align remuneration policies with appropriate risk
management. On 26 February, we published a draft Code of Practice which sets out these principles
and issued a Consultation Paper on 18 March 2009.
— Credit ratings agencies: The embedding, by institutions, of ratings based rules in operating procedures
and the increase in the role of securitised credit increased the dangers of pro-cyclicality within the
system. In addition, ratings for structured credit proved far less robust predictors of future
developments. The resulting instability of ratings not only produced a pro-cyclical eVect but also
undermined conﬁdence in the future stability of credit ratings. Questions were also raised regarding
the governance of rating agencies and issues relating to conﬂict of interest. Regulation can and should
address these issues, both through registration and supervision of rating agencies, and clearer
understanding on the purpose of ratings and the requirements for institutions to hold securities of a
speciﬁc rating. We continue to support the new European registration regime for credit ratings
agencies and we will prepare for subsequent implementation. Given the global nature of capital
markets, it is important that the European legislation is matched by agreement of compatible global
standards, and the FSA is working through IOSCO to achieve this.
— Derivatives trading and counterparty risk: The size and complexity of the derivatives market, and the
fact that most of it is almost entirely traded in an over-the-counter fashion, creates a danger that the
failure of one party could produce market disruption. The FSA strongly supports the objective of
achieving central counterparty clearing arrangements for credit default swaps trades. We will work
with our international regulatory counterparts, market participants and infrastructure providers to
make trading and operational arrangements for over-the-counter derivatives, including credit default
swaps more robust.
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— Cross-border banks: The ﬁnancial crisis has revealed major fault lines in existing approaches to the
regulation and supervision of cross-border ﬁnancial institutions. The FSA’s past approach placed
signiﬁcant reliance on the home country regulator. The failure of Lehmans highlighted that national
legal entities and national bankruptcy laws have a major impact on the relative position of diVerent
creditors, and the decision to allow Lehmans to fail clearly had huge global economic implications.
In light of this, we support a further strengthening of co-operation between regulators (eg through
colleges of regulators for all major cross-border banks). However, this is not the basis for a fully
integrated approach to the supervision of cross-border groups. In addition, host regulators should be
able to ring-fence, where necessary, more local capital and liquidity in the local branches, which would
improve the position of local creditors and result in higher levels of capital and more liquid
balance sheets.
— EU supervision and regulation: The underlying philosophy for the existing arrangements for banking
supervision and regulation in the EU has been shown to be inadequate and unsustainable for the
future. This was highlighted particularly in the case of Landsbanki which, as Iceland is a member of
the European Economic Area, could operate in the UK as a branch over which the FSA had only
limited powers. The Turner Review sets out the arguments for both a “less Europe” and “more
Europe” approach, and highlights that the EU must now consider the appropriate way forward. The
FSA Discussion Paper proposes for debate; the creation of a new EU institutional structure, which
would replace the Lamfalussy committees; and the reinforcement of host country supervisory powers
over liquidity and the right of the host country supervisors to demand subsidiarisation and impose
capital requirements if appropriate deposit insurance arrangements are not in place.
C. Wider Issues—Open Questions
7. The Turner Review also sets out a number of wider policy changes which may also be appropriate, but where
debate on principles is required. These include product regulation, the use of other counter-cyclical tools, and
balancing liquidity beneﬁts against stability concerns.
18 March 2009
Examination of Witness
Witness: Lord Turner of Ecchinswell, a Member of the House, Chairman of the Financial Services
Authority, examined.
Q511 Chairman: Welcome back to the other side of
the table as a former member of this Committee.
Thank you for spending time here. We have all read
your impressive review and thank you for the FSA’s
memorandum. Do you want to make any
introductory remarks or shall we go straight in?
Lord Turner of Ecchinswell: No, I am quite happy to go
straight into questions.
Q512 Chairman: Let me start with a general question.
Banking regulators and supervisors have historically
always been behind the curve, playing a game of catchup with what has been going on in the market. Hence,
perhaps the periodic crises in what is after all the most
heavily supervised and regulated business sector.
What makes you believe that your recent review
represents more than another round of catch-up, of
dealing with yesterday’s issues, whose lessons have
probably been learned already and painfully by the
banks? Is it really radically diVerent from what has
gone on before or is it simply a shifting of constraints?
If so, what is the core of this radical diVerence?
Lord Turner of Ecchinswell: You are right to raise the
question as to whether we will ever manage and
manage permanently to guard against the tendency in

banking systems for periodic irrational exuberance
and whether we can create robust enough mechanisms
against it. History tells us in the famous Galbraith
analysis that broadly speaking you tend to be able to
do it for as long as there are people around who can
remember the last crisis and that when memories fade
that disappears. I think the fundamental challenge of
deﬁning a regulatory system is to try not to make it
dependent simply on memory but to embed robust
enough approaches that you still have constraints on
that irrational exuberance when memories have
faded. What my review tries to set out is to identify
what those constraints are most likely to be. It is not
surprising that the core and most important ones are
about capital and about liquidity because that is the
absolute core of the risks that banks run. If we had had
higher capital in the past, higher capital against
trading books in particular and counter-cyclical
capital, it would have made it less likely that we would
have had the crisis that we have had over the last 10
years. In particular if we had had much tighter control
of liquidity and there is an issue of whether you do that
by a highly speciﬁc regulation of individual
institutions or by the re-introduction of some of the
across-the-board rules like core funding ratios that we
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had decades ago but moved away from; there is a
debate to be had about that, which I set out in the
review. I think if we had those we will very signiﬁcantly
reduce the probability and severity of future events
like we have had provided there are also two things.
Provided there is continual analysis of whether new
risks are emerging which will not be captured by those
constraints and that is why you need a continual
process of analysing what has occurred and whether
something is diVerent and we fundamentally failed to
do that with the securitised credit model. We
fundamentally failed to realise that something had
happened which needed a new approach that we did
not have before. Secondly, you need a robust
willingness to resist lobbying for it to be loosened over
time. Whatever regime we put in place now, in 10
years’ time, if things are better, you will have business
lobby groups saying they needed that at the time but
these are really constraints on innovation and rapid
growth et cetera and there will be pressure gradually to
undo what we had in place at the time, as indeed
happened to elements of the regulatory regime in the
past. It is highly likely that the sort of things I am
proposing, which are also very similar to those being
proposed by the Financial Stability Forum and do
reﬂect an international consensus, are the appropriate
things to make the system robust. However, we do
need to combine it with the willingness to stick to that
in the face of lobbying and the willingness to keep
continually analysing what is happening to the
ﬁnancial system to understand whether something
new has occurred which is not caught by the proposals
which I am putting here which reﬂect an analysis of the
situation as it is at the moment and as it has been in the
run-up to this crisis.
Q513 Chairman: Your review also talks about a new
philosophy of regulation, one which is outcome based,
which is more intrusive or systemic. I think your chief
executive Hector Sants also said that it involved the
FSA making judgments on the judgments of senior
managers of banks. Could you expand a bit more on
this change of philosophy? I cannot quite get a clear
idea of what it means.
Lord Turner of Ecchinswell: Let me try to be very
speciﬁc about it. I will talk about a particular case
because I think I can. If you look at the case of HBOS,
at the time where there were discussions from the
person who described himself as a whistleblower, Paul
Moore I think it was, in relation to events four or ﬁve
years ago. Not surprisingly I read all the way through
the FSA ﬁle on HBOS. What I found—and it is a fair
reﬂection of much of what happened at the time—was
that in this case it was a perfectly professional ﬁle, it
did not have the faults which the FSA internal audit
report on Northern Rock had revealed of a failure to
keep good records, failure to have enough visits. It was
a perfectly acceptable implementation of the then

existing philosophy and the then existing philosophy
was that markets are self-correcting, the boards of
companies and the management of companies are best
placed to understand the risks that they are running
and that the fundamental role of a regulator like the
FSA is to focus on systems, processes, structures,
whether the reporting lines are right, the information
ﬂow eVective. One of the reports which then go
through what is called an FSA ARROW review, which
is simply an acronym we have for a risk analysis and
the risk mitigation programmes, had 32 points and 28
or 29 of those points were fundamentally about
categories of systems, process, structures and only two
touched on whether the whole business model of
HBOS at that time was developing risks and whether
those risks were even bigger when you considered
everybody else. In future what we would want to do,
and this does relate to the issue of who does
macroprudential analysis, which we have just been
discussing with the Governor, but somewhere
between us and the Bank of England we need an
analysis which says we have a number of rapidly
growing mortgage banks, Bradford & Bingley,
Northern Rock, HBOS, Alliance & Leicester. They
are all running similar strategies which involve rapid
growth and signiﬁcant reliance on wholesale funding.
Those create very signiﬁcant risks which exist at the
level of the whole strategy and they are even more risky
because several of them are simultaneously following
it. One of the points about reliance on wholesale
funding is that it can be a strategy which works
perfectly well as long as only one of you is doing it. It
becomes more risky precisely because a whole number
of people across the market are following that
strategy. In future we need a greater ability to put
together that overall picture, both to make judgments
as to whether the overall strategy of a ﬁrm involves
over rapid growth, over reliance on wholesale funding
but also to make that judgment within the context of
what all the other ﬁrms are doing because sometimes,
quite often, the most important risks in banking are
risks which you can only see if you are looking at the
system level rather than at the operation of the one
individual ﬁrm within a system.
Q514 Chairman: We probably heard from earlier
witnesses that there is this major distinction between
systemic risk and idiosyncratic risk but the regulator is
in the best position to look at systemic risk which is
possibly where the failure of FSA regulation lay over
the last crisis. I come back for just a bit more of Hector
Sants’ point about the FSA passing judgment on the
judgments of the individual banks. If the FSA does
take that line and, as it were, imposes its own
perception of risk across the banks as a whole, does
that not of itself introduce a new systemic risk should
the FSA’s judgment prove, as sometime it might,
heaven forefend but it might, to be faulty?
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Lord Turner of Ecchinswell: It obviously creates a
greater burden on the regulator if we are expecting
them to understand those systemic risks and take
judgments about it. By the way, again to refer to the
macroprudential issue, that will overlap with the
discussion of issues which reside between us and the
Bank of England and if we are in future going to pull
levers such as counter-cyclical capital, obviously that
is a much more powerful and judgmental lever than
we have been pulling in the past and we need to get
those judgments right. We also need to approach that
in the realisation that sometimes even clever people
looking at a macroprudential level can get judgments
wrong. The fact is—and I quote in my report—there
are statements by the IMF of only two years ago
arguing that the development of securitised credit, far
from creating risks, has actually reduced the risks in
the system. You are quite right to ﬂag that there is
nothing about the fact that risks are often at the
systemic level rather than the idiosyncratic level and
that therefore we need a role for a regulator to look
at the systemic risk. There is nothing about that need
which will equip us with a failsafe regulator who is
bound to make perfect judgments. I do not see a way
round that. Given that we do recognise, and it is a
fundamental understanding now, that many of the
most important risks in banking are systemic not
idiosyncratic, you have to have regulators making
systemic judgments and they are simply going to have
to make them to the best extent possible. That, by the
way, raises issues again on the macroprudential area
of analysis as to how we get real intellectual challenge
into the points of view that are being developed and
make sure that there are not just conventional
wisdoms. On the whole the risk would more be that
we might be somewhat constraining rather than that
we could actually add risks but clearly that is a risk
and that I am sure is what will be argued. I would
doubt whether the nature of us making judgments
would introduce new risks. There is a danger that it
might unnecessarily constrain activities which did
not absolutely need to be constrained. That would
undoubtedly be a danger.
Q515 Lord Forsyth of Drumlean: Following up on
the example you gave of HBOS, I am just a little bit
bewildered because it was the talk of the City;
everybody knew that HBOS was investing very
heavily and paying a very high price for property
businesses. As late as January of last year HBOS
bought 25% of Miller and paid a very high price for
the shares. They have taken housing business after
housing business after housing business; a large part
of their loan portfolio was in housing businesses in
which they had taken equity. It was an accident
waiting to happen and everybody in the City knew
that it was an accident waiting to happen. What I ﬁnd
extraordinary is why an organisation like the FSA,

which costs whatever it costs, £320 million a year,
with all its resources and when you read the ﬁle why
on earth did no-one have the commonsense to query
whether these guys were not getting a bit overextended in property at a time when everybody knew
that the property market was about to go phut?
Lord Turner of Ecchinswell: You have quoted from
January last year. I can tell you that by the time you
get to the ﬁle, at that point then that is reﬂected in the
ﬁle. I speciﬁcally said that I was referring to the ﬁle
back in 2004-2005-2006 and that is where I would say
it was much more focused on systems and processes.
By the time you get to last year it is changing in its
tone, not surprisingly. Partly that is because by then
Northern Rock has run into trouble but even though
the particular time that you quote is last year rather
than three or four years ago, I think it is our challenge
in the future to spot emerging problems even before
they are the talk of the rest of the City. I suspect that
if you went back to 2005–06, quite a lot of the talk of
the City would be about what very clever strategy
they were pursuing. Certainly let us remember that if
we take the collective judgment of the City as being
expressed through the share price and the CDS
spread, all of the signals from those, right up to May,
June, July 2007, were telling the British banking
system that they were doing very sensible things and
that they were doing low risk things. The composite
CDS spread gets to its lowest in spring 2007. If you
think the market price is the collective judgment of
the City, it was not sending that message until really
it was pretty obvious to everybody else.
Q516 Lord Forsyth of Drumlean: Indeed that is the
case but then the reason we have the FSA is because
they are in there looking at the books and looking at
what is happening. I just ﬁnd it a little bit diYcult to
see how an organisation which failed in that
particular example which you have chosen, and you
were quite open about the failures with respect to
Northern Rock, how it can suddenly be transformed
so that it can then second-guess the decisions of
executives in the way the Chairman was suggesting.
Lord Turner of Ecchinswell: We will have to change it
in some ways quite fundamentally and we are going
through a fundamental change through what is called
the supervisory enhancement programme which, for
instance, has included the hiring of 280 people who
were not there before who have diVerent sets of skills;
it involves diVerent approaches. My point would
simply be though that if the approach is right we have
got to do it somewhere. We may get on to the issue of
whether it should be done in the Bank of England or
the FSA, but if it were done in the Bank of England,
you would either have to hire 700 or 800 new people
for prudential supervision at the Bank or you would
have to take these 700 or 800 people from the FSA
and put them back into the Bank, remembering that
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pretty much all of them came from the Bank in the
ﬁrst place. There is sometimes an odd belief here that
in the Bank of England there is a shadow supervisory
department waiting to go which, if we only handed it
back, would do a perfect job. The supervisory
department of the Bank of England moved to the
FSA; that is where the FSA came from in its bank
supervisory department.
Q517 Lord Best: Hector Sants in a speech a couple
of weeks ago said that the ﬁnancial institutions
should be frightened of the FSA and in fact he said
“People should be very frightened of the FSA”. A lot
of bankers have responded that at least in the past
there is no reason to believe the FSA would have seen
the ﬁnancial problems coming any better than they
would have done and you have been answering that
in terms of the future. They have also made the point
that no senior UK banker has actually been found to
be breaking the law; at least that was the position
prevailing until recently. How do you respond? Do
you think that the ﬁnancial institutions should be
frightened of the FSA?
Lord Turner of Ecchinswell: It is very important that
people who are acting in a way which is fraudulent or
breaking rules or wilfully risk taking or falling short
of the competence level which is expected and
required of people at particular levels, the attention
to detail, failing in their responsibilities, they should
be frightened because we will take appropriate
enforcement action. You then have to realise that
does not necessarily mean that a senior banker will be
found guilty of a particular oVence as a result of this.
The thing you have to distinguish is people make
misjudgments and misjudgments are not breaches of
the rules and we have to keep that as a separate thing.
The sanction for misjudgement is losing your job,
losing the value of your shares, being sacked by your
shareholders. The sanction for misbehaviour is
enforcement action from the FSA. We do have to
keep that distinction clearly and not leap over into
because something is wrong people actually
committed oVences. It is possible that they did and
possible that they did not and we will certainly look
carefully if there is any prima facie evidence that there
are breaches of our rules. We cannot take
enforcement action against people who did not
breach rules but simply made business decisions
which turned out in retrospect to be bad business
decisions. You have to draw that distinction.
Q518 Lord Currie of Marylebone: Did the FSA overemphasise conduct-of-business regulation at the
expense of prudential regulation in the lead-up to the
ﬁnancial crisis? If there is some truth in that
proposition, is there an argument for going back to
the idea which was thought about before the creation
of the FSA, a twin-peak approach? We went for a

more uniﬁed approach with the FSA but a separation
might suggest two organisations which work upon
both aspects with equal vigour.
Lord Turner of Ecchinswell: It is broadly speaking true
to say that in retrospect we focused too much on the
conduct of business and not enough on prudential.
That is not entirely the case because, for instance, the
FSA did some very good work on the prudential
regulation of insurance companies back in the
2002–04 period where there were quite major changes
for the capital regime for insurance companies which
did put the insurance companies, particularly those
in relation to with-proﬁt funds, in a stronger position
now than they would otherwise have been. That was
a clear focus on an important area of prudential
which we are not focusing on now because we are
focusing on banks. It is reasonable to say that there
was not as strong a focus as there should have been
on the prudential regulation of banks and that the
institutional focus of the FSA probably was too
much focused towards conduct of business. Of course
that also reﬂects the external environment to which
they were subject. I do not know whether it is true of
this Committee, but certainly if you go back through
the Treasury Select Committee of the House of
Commons you will ﬁnd that what they were primarily
quizzing the FSA on from 2001-2002-2003-2004, et
cetera, was Equitable Life, split capital trusts, misselling of endowments, mis-selling of mortgages and
organisations do tend to respond to the external
pressures of the press and politicians and they go in a
way which deals with it. So it would not be surprising
if the tendency of the focus of the organisation was to
think the external world is really worried as to
whether they have a grip on conduct of business so
that is what they do. I think there was a danger of
that. The question then is whether that says we
should have institutional separation (twin peaks
versus a single uniﬁed regulator). In my review I set
out some arguments for and against each of these.
There are arguments for and against each of these; in
fact since I am a new chairman of the FSA I am
completely open-minded on these issues. If you had
asked me to be chairman of something which was
diVerent from the FSA at the present moment I might
have ended up as chairman of that rather than the
FSA. I certainly do not sit there saying “We’ve got it
absolutely right; it’s got to stay like this”. Having said
that, there are some signiﬁcant advantages, or can be,
in having prudential and conduct together. It does
give a uniﬁed supervisory interface to the ﬁrms and
there are some eYciencies in that and there are some
areas, particularly in relation to wholesale ﬁrms,
where issues of conduct and prudence can
signiﬁcantly overlap and there are some issues which
are on the table for the future which could actually
create a greater overlap. Let me give you an example.
In this report I raise the issue as to whether we should
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be involved in the future in tighter regulation of the
mortgage market than we have been in the past. We
said that we will come back with a paper in
September which discusses that. It is not for us in a
sense to be deﬁnitive about that. It is so wide-ranging
an issue that it has to be debated politically as well.
The more we go down the regulation of the mortgage
market, the more that you would really have to think
about whether you do it by conduct regulation, that
is a greater focus on what is appropriate selling of a
mortgage to diVerent categories of people, or by
product regulation, whether we limit loan to value or
loan to income ratios. There we could get some of the
things we want to do for prudential purposes; you
might actually pursue them by tighter conduct
regulation in the way that we sell mortgages. There
are many of these issues where there is overlap. The
ﬁnal point, which I do ﬂag in the review, is that if we
are to proceed—and I think there is a lot of value in
proceeding—with the organisational boxes we have
at the moment, because whenever you have a crisis
there is a dangerous tendency to believe that things
will be magically better if you simply rejuggle the
organisational boxes and every time you do that you
put a lot of eVort into people ﬁnding new premises
and ﬁnding new jobs rather than getting on with the
job, if we are to stick with the existing organisational
structure, we need to look at the internal organisation
of the FSA about how we more clearly distinguish
expertise on prudential and expertise on conduct to
make sure there are people within the FSA who are
exclusively owning a focus on prudential and
therefore will not be diverted by a focus on conduct.
So there may be things we can do through internal
organisation that get the best of both worlds.
Q519 Lord Forsyth of Drumlean: According to your
review, which incidentally I thought was absolutely
excellent and I enjoyed reading, Citibank has more
than 30 supervisors on site at any one time. Even after
the planned expansion, the FSA will have 10 to 20
people on site in a major UK bank. Notwithstanding
the signiﬁcant number of supervisors at Citibank, it
is now reliant upon government support. In the light
of this, how can we be sure that simply increasing the
number of supervisors will have an impact in that it
will actually make any diVerence or generate value
for money? When I asked you earlier you told me you
were going to add yet more people to the FSA,
whereas in my mind is the question which I appreciate
sounds very unfair which is: what on earth were they
all doing? The idea that there should be more people
when clearly, as is acknowledged, there has been a
failure, is worrying. Should the emphasis not be more
on outputs than inputs?
Lord Turner of Ecchinswell: I take that point and it is
something we had tried to look at in this review and
in the discussion paper which backs it up. We tried to

do an exercise on the diVerent approaches of
supervisory authorities around the world. It is not an
easy exercise to do because these things are always
diYcult to get clear comparators on. We looked at the
Canadians, the Spanish, the Americans, ourselves.
We just happened to take those four. A number of
points came out of it. First of all—and it is quite
noteworthy—the degree of success in dealing with
this crisis or avoiding this crisis seems, as best one can
tell, uncorrelated to either a discernible diVerence in
the supervisory approach or a discernible diVerence
in the way they organised the boxes. So broadly
speaking, people say Spain has done somewhat
better: dynamic provisioning, major macroeconomic
downturn but fewer problems in its major banks, at
least so far. In Spain banking supervision is with the
Bank of Spain, does that not prove it should be put
back with the Bank of Spain? That is true. Then you
go to Canada. Canada has an organisational
structure pretty similar to us and people believe that
Canada has also been relatively successful in
avoiding these problems. Again then you say what
about the amount of people that you have? Spain
comes out with more people than us, more close to
what is called the bank examiner model, but so
undoubtedly does the US and the fact is the 30 in the
US from the OYce of the Comptroller of the
Currency is probably the tip of the iceberg, because
you also have people from the FDIC, you also have
people from the Fed. American banks have very large
numbers of regulators crawling over them but it has
not stopped the problem. What we believe is that we
were doing the core supervision of our major
institutions, very light in terms of the number of
people who were literally focused on that particular
institution. We believe that having, say, only ﬁve for
HSBC, when you think of the scale of HSBC, was
really an incredibly light mode, but we have not said
we want 40 people going into HSBC. We have
increased that to the 10 to 15 range with lots of
specialist support for that. We are still very much in
the philosophy that it is not huge numbers of people
that we need, that it is relatively small numbers of
high quality people that we need. Most of our focus
is not a revolution in terms of the number of people
we have, it is focusing much more clearly on what
they do, their focus on the really high impact issues,
the quality of them, both in terms of hiring some new
people in but also a very strong focus on what are the
skills of those people. So we are being much more
systematic about our training programmes: very
strong support with specialist skills, for instance we
have been hiring in a team which looks very, very
closely at liquidity issues. That is what we are trying
to do. The other thing to say is that it is very
important when you look at the FSA to realise the
range of things that it does. We focus now on the
prudential regulation of high impact institutions and
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in particular banks. Think about that as actually
being 600, 800 people within the 2,500 to 3,000 that
we employ. We also do mass market regulation of tens
of thousands of general insurance brokers, mortgage
brokers, IFAs, et cetera. There is a mass, very large
numbers, side of the FSA’s activity. We have tried to
look at it. We have tried to be as systematic as
possible. The approach has not been to say suddenly
that we have to be like the Americans; that would be
a very odd thing to do, given that they have clearly
been no more successful than we have in preventing
this crisis. We have tried to focus on relatively small
numbers of high impact people, but it is something
we should continue to look at and it is an absolutely
right challenge for you to make.
Q520 Chairman: When the audit partnerships gave
evidence to us a few weeks back the question arose as
to whether they might have a role in this in terms of
auditing compliance with regulations. They have big
teams, they are qualiﬁed teams and they can probably
aVord to pay more than the FSA does. Is there a
potential role for external auditors?
Lord Turner of Ecchinswell: Some of the supervisory,
regulatory authorities do use that. If you look at the
Swiss FINMA, a system there, they do use external
auditors. They use them to do things we do not do.
They use them to do the equivalent of detailed ﬁle
examination such as the Americans do through direct
on-site supervisors. We would not necessarily exclude
that. The other thing to say is that we do use the
auditors for detailed in-depth analysis. We have a
particular thing called section 166 where we do a deep
dive on an institution where we have particular issues
that we are worried about. That is probably the most
appropriate use of them. We need an ongoing inhouse capability to deal with normal risk assessment,
but then when we have to do very deep dives on
particular issues and indeed want to be able to have
somebody else looking at it in addition to ourselves,
we use them. I suspect if we used them for the core
ongoing function, we would simply increase the total
cost of the process. As you say, it is highly likely that
their people are more highly paid than our people; at
least they certainly are when you have the proﬁt
margin which is added by the time they are charged
out to us. We would probably prefer to use them for
very speciﬁc things rather than make them an
ongoing general part of the process.
Q521 Lord GriYths of Fforestfach: You argue in the
review that banks were under-capitalised and
therefore they need more capital. You divide banks
into their trading book and their banking book and
you say that the trading book needs an increase of at
least three times as much capital as at present. Two
questions. Am I not right in thinking that most of the
problems have arisen not with the trading book but

with the banking book? If you look at where the toxic
assets are, the toxic assets are in the banking book not
the trading book. Therefore, are you not focusing on
the wrong thing there? Secondly, clear international
cooperation would be wonderful; it would be
marvellous if we could have everybody having the
same capital requirement worldwide. Is there not a
danger that we go so much for increased capital that
we in a sense price ourselves out of the world market?
Lord Turner of Ecchinswell: On the ﬁrst point, no, I do
not think it is true. The original problems with the
toxic assets primarily existed on the trading books of
the banks. That is where these securities were, that is
where these CDOs were, the CDOs squared, the CDS
derivative contracts were; they were on the trading
books. They were on the trading books for a very
particular reason which is that even when they were
not being traded very rapidly, it was beneﬁcial for a
bank to put them on the trading books because they
had a much lighter capital requirement on the trading
books than if they had been on the banking books.
We had created a very signiﬁcant regulatory incentive
to put them on the trading books of the banks. That is
the situation. The crucial thing to understand about
where bad assets are is that up until six months ago
we thought and everybody thought they were almost
entirely on the trading books. They are not spreading
to the banking books through the simple mechanism
that when you get a shock to a ﬁnancial system, the
problems then spread out across the broad mass of
the economy to SME lending, corporate lending. We
now have major problems emerging on the banking
books of the banks, but the original problems of what
was occurring—
Q522 Lord GriYths of Fforestfach: I need to say, and
I do not want to go into details now, but I do think
there is some dispute about the judgment.
Lord Turner of Ecchinswell: I am very surprised at
that. From having looked at the ﬁgures, we would say
that is absolutely, deﬁnitively where they were. If you
actually look, for instance, at some of the biggest
issues on the trading books, which are very, very
clearly set out in the report which UBS did to
shareholders in April last year, they clearly set out a
story where UBS in its ﬁxed income division in the
US blew up the leverage and the balance sheet size of
that on the basis of the fact that the capital
requirements were so light against them. I am pretty
sure that even further analysis would not challenge
that. The issue then is whether there is a cost of
increasing bank capital requirements. It does discuss
in here and in the background discussion paper that
of course there is a theory that if we increase bank
capital requirements in general, whether it be
banking book or a trading book, we will somewhat
increase the margins that banks have to charge and
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therefore the total cost of credit intermediation vis-àvis the real economy. What that illustrates is that
within the economic theory of optimal bank capital
we are involved in a trade-oV between the fact that on
an ongoing basis there will be a slight cost to the
economy of having more bank capital, but it will
reduce the likelihood of highly unstable events and
there probably is some trade-oV there. We also point
out, however, that the trade-oV is not quite as
extreme as is sometimes suggested. If we believe in
Modigliani and Miller’s theory of optimal capital
structure—and it is of course one of the classics and I
see Lord Eatwell is not entirely convinced by that but
there is at least a theory—up to a degree, if we
demand more capital of banks, it will be not only
more quantity of capital, but the cost of that capital
will be slightly lower because it will be lower risk.
Broadly speaking, if we demand more capital, they
must tend, on average, to be somewhat lower return
but also lower risk investments. There is an issue; we
have to realise that there is a trade-oV here. There will
be some trade-oV in that if we demand more capital
of banks there will inevitably be some slight cost to
the economy. What I say—and it is not a scientiﬁc
trade-oV—is that after this extraordinary harm to the
global economy from the ﬁnancial crisis, we must at
least, compared with where we were two years ago,
believe that the trade-oV is somewhat more in favour
of more capital rather than less. A ﬁnal point to make
is that I think that cost will primarily come through
what we are doing on the banking book. We have so
lightly capitalised the trading book in the past that it
is right signiﬁcantly to increase the capital against it.
I also think that the impact of that will be to change
the nature of the securitised credit model. I suggest
that we should believe that we are going to return to
a world before securitised credit. Some of the
arguments which were made in favour of securitised
credit or originate-and-distribute, getting credit oV
the balance sheets of banks and putting it into holdto-maturity investors like pension funds and
insurance companies were perfectly sound
arguments. The fact is that is not what happened. We
told a story of securitised credit which was going to
take risk oV bank balance sheets and when the music
came to a stop, as the IMF ﬁgures clearly illustrate,
60 or 70% of the losses on securitised credit
instruments were on the balance sheets of banks and
investment banks. One of the reasons was that the
capital against trading books was suYciently light
that we created incentives for people to say that they
were originating and distributing, but they were
originating and distributing and then their own
trading room was buying back somebody else’s
originating and distributing. I think a higher capital
charge for trading books will create incentives which
take us back towards the original model of what the
originate and distribute securitised credit model was
meant to be.

Q523 Chairman: While we are on the subject of
capital requirements and incentives, your review
envisages, over and above additional capital, a
leverage ratio backstop. Given the propensity of
banks always to chase higher returns, might that not
oVer a perverse incentive for the banks to take higher
risks within the constraint of a ratio?
Lord Turner of Ecchinswell: I think that is why you
need both. That is why you need a form of capital
which is based upon a weighted risk asset as well as
one based on a gross leverage ratio. If you attempt to
constrain capital just by a gross leverage ratio, which
is broadly speaking where we were pre-Basel I, then
clearly you create incentives for people to pick risky
assets, risky and high return assets, because they have
no higher capital weights. Once you accept that, you
can ask why we want a gross leverage ratio at all.
Why do we not just do it through a weighted risk
asset ratio? There are fundamentally two arguments.
One is that we want a belt and braces because the
process of attaching those weights to risks is
imperfect. The other is that what we realised was that
however much we try to work out what the risks in
assets are, the risk in assets changes dynamically and
it changes dynamically because of systemic
developments. If you get a crisis of conﬁdence, assets,
particularly in the trading book, which previously
seemed relatively low risk because they were
relatively liquid, end up being completely illiquid and
relatively risky. When that happens, the scale of the
problem you have is pretty much directly
proportional to the scale of the balance sheet. That is
why we believe there is an argument alongside a
weighted risk asset approach having a gross leverage
ratio approach as well. You would certainly never do
a gross leverage approach without a weighted risk
asset approach alongside it because if you did that
you would have all sorts of incentives to select high
risk, high margin assets.
Q524 Lord Tugendhat: I think you were in the room
when Baroness Kingsmill asked the question of the
Governor about size of banks. Let me ask that
question broken into three. Do you think ﬁnancial
stability is threatened when banks get beyond a
certain size and complexity for the reasons which
Baroness Kingsmill asked and the Governor
answered? The second is: would you draw a
distinction between reaching that size as a result of
acquisition and merger as distinct from reaching that
size by incremental growth over a very long period?
It has always seemed to me that there are some
companies which have been very large in their sector
for a very long time: Shell is a quintessential example;
HSBC is an example but there are others which have
become very large very quickly; RBS is an example;
Citi would be another example. The third question I
would ask, which is linked to it is: you have indicated
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that you are not very keen on a reversion to GlassSteagall. Although the Governor hedged his answer
around I felt that he was perhaps more sympathetic
to that but I am not seeking to make a comparison. I
am seeking to get your views about size, complexity
and the way in which size and complexity have been
created.
Lord Turner of Ecchinswell: They are very complicated
questions and I do not think there is any real
diVerence between myself and the Governor on this.
We both believe these are incredibly important issues
that we do need to reﬂect on. May I start with the ﬁrst
question about Glass-Steagall? The only general
comment I would make is that, having observed
problems with one system, we must not iconise some
other system and forget that it also produced
problems in the past. Let us deal ﬁrst of all with
Glass-Steagall. The fundamental objective is clear.
We have to make it clear that we cannot allow banks
to take the beneﬁts of too-big-to-fail status, retail
deposit insurance and lender-of-last-resort access
and use that to go oV and do entertaining proprietary
trading activities which seem to make sense at the
time but leave a toxic mess later. The fact that we
have to do something about it is clear. The issue then
is what are the most eVective means to do this? Are
they to try to draw some nice precise legal line
between what is narrow banking and what some
people call casino banking or is it through the capital
and liquidity ratings that we apply? What I set out in
the review are some words of caution about the belief
that you can draw that line or what you will achieve
with it. First of all, there is an extreme version of this
case which I certainly do not think the Governor has
ever said, but some people suggest, which is that
having drawn this line, you would then be able to say
to the people on the casino side of the line that they
are on their own and we will never rescue them. That
bit of the argument is deﬁnitively wrong. I do not
think we will ever ﬁnd that line suYciently clear that
we are able to say that on the risky side of the line
there is no systemic risk. Let us remember that Bear
Stearns and Lehman were deﬁnitively on that side of
the Glass-Steagall line. Until the discount window
was opened up to them at the Bear Stearns’ weekend
in March they did not have access to the Fed discount
window, they were not recipients of detailed deposit
insurance and it was believed that they should be
allowed to fail. The Americans decided not to let Bear
Stearns fail and that was the right decision; they did
allow Lehman to fail and that was the wrong
decision. I simply think the idea that we will ever
deﬁne the casino side of the fence and say “You’re on
your own, we don’t need to regulate you” is wrong
and is completely against the general philosophy that
we should actually be extending the perimeter rather
than the other way round. The other point to say, if
we then come on the safe side of the fence, is that at

very least this distinction cannot be considered
suYcient. We have lots of history of narrow banks
getting into terrible problems. One country in the
world which did have Glass-Steagall for the very
simple reason that it had been occupied by the
Americans at the end of the Second World War was
Japan and broadly speaking they were still running
under Glass-Steagall when they ran into the Japanese
banking crisis of the early 1990s. That was not a crisis
of exotic trading in trading rooms; it was a crisis of
bad on-balance-sheet lending. Northern Rock was a
narrow bank, Washington Mutual was a narrow
bank, Bradford & Bingley was a narrow bank, HBOS
was a narrow bank, these were all banks which were
broadly speaking doing things which you would have
deﬁned on the whole as on the narrow banking side
of the fence. So it is at the very least not a panacea.
That is why I have tended to come down, but I do not
consider it deﬁnitive, I absolutely think that this is an
area which needs very, very careful reﬂection, by
saying the most crucial thing is for us to have
appropriate capital weights, liquidity rates, et cetera.
I do not exclude the possibility and the FSA does not
exclude the possibility that this could be buttressed
by some things that say you are a commercial bank,
you simply cannot do X. When you get to “cannot do
X” you really have to think about what it is that you
are going to exclude. I do not think that it would be
what was deﬁned in Glass-Steagall. Let me give you
an example. Glass-Steagall clearly put corporate
bond issuing and trading on the investment bank side
of the fence. Corporate bond issuing can be seen in a
securitised world as a core part of a service to large
corporate customers and certainly it is that
throughout the world. So if we have a world system,
a global system, which continues to have a large role
for securitised credit—and I think it will and I think it
is diYcult for us to keep global ﬂows of capital going
without a securitised system—I suspect we would be
deﬁning corporate bond issuing on the commercial
bank side of the fence. If you say that, you then realise
that we would have deﬁned most of what went on in
the toxic assets and trading book as on the
commercial bank side of the fence. What went wrong
was not trading equities on the whole; it was trading
corporate debt, some of which by the way would
always have been on the commercial side of the fence.
Under Glass-Steagall CLOs, collateralised loan
obligations, would always have fallen on the
commercial bank side of the fence. Conversely, there
are some other things which large banks do—equity
trading and distribution and research—which on the
whole are relatively low-risk activities and have for
them been fairly useful diversiﬁcations which have
balanced out risks. We would have to think very, very
carefully about what we put on either side of the
fence. If you are going to do corporate bond issuing
and support of liquidity of that as a service to
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corporate customers, you have to do at least that
element of position taking which is required in order
to do market making. What one is then trying to
draw a distinction between is ending up with
positions as a by-product of the function of market
making versus ending up with positions as large
proprietary pumps. Some people will say “Hang on,
you’ll never be able to draw that distinction within
your capital regime” and I guess we have two
problems here. Either we are trying to deﬁne a very
precise line which we might get wrong in the legal
sense or we are trying to make distinctions in the
capital regime. Both of them are diYcult but I guess
all I am saying is that it is much, much more
complicated than some of the arguments suggest.
Finally, I do not actually see any likelihood that most
of the rest of the world is going to go down the
restoration of Glass-Steagall. First of all, Europe
never had Glass-Steagall, it always had universal
banks. I have picked up no appetite round
continental Europe for drawing this distinction and it
is quite diYcult for us to draw this distinction, if the
rest of the world is not. To ﬂip to size of banks, small
banks can get into a lot of trouble. The US banking
crisis of 1929 to 1933 was a catastrophic failure of
microbanks where microbanks failed to get the
beneﬁts of diversiﬁcation. It is quite diYcult to be
prescriptive about whether we want big banks or
small banks or whether we just want to regulate them
eVectively however large they are. It is probably true
that rapid growth through acquisition is likely to
create particular risks. Of course HSBC has grown
partly organically, but it has made some chunky
acquisitions along the route, so you cannot exclude
that. Where you get banks which transform
themselves over a very short period of time with a
large number of sequential acquisitions, it is highly
likely that should be a red ﬂag of increasing risk. That
is absolutely right.
Lord Tugendhat: That was the distinction I was
making.
Q525 Lord Moonie: Your review discusses deposit
insurance and in section 2.9 regulatory actions to
prevent the possible extension of the deposit
insurance safety net to risky proprietary trading
activities within large commercial banks. Another
form of cross-subsidisation associated with deposit
insurance arises when building societies which are
relatively safe and well-capitalised are forced via the
FSCS to bail out failed banks. Should this scheme be
modiﬁed to prevent this from occurring?
Lord Turner of Ecchinswell: It is certainly something
we are willing to look at openly. The approach which
has been taken in the past is that the levies within the
FSCS, the way the money is collected where there is
FSCS compensation scheme support, should be
proportional to the beneﬁt being achieved and

therefore they have been proportional to the size of
the deposits. One can see the logic of why we had that
rule in the past. The counter-argument is yes, that is
not necessarily proportional to the relative risk of
these institutions. Should there be another basis? We
do have a consultation paper out at the moment
which looks at some relatively small changes which
would probably tend somewhat to beneﬁt the
building societies because it would make the charge
proportional simply to deposits within the limits
rather than total deposits including ones above the
limit. We have said that by next year we would take a
wider look at the issue of the whole classes of levy
payers for the FSCS, the way we divide it. One
possibility would be to sub-divide the present deposit
payer group into building societies and banks. At the
moment they are in a pooled approach. It is certainly
something which we have become more aware of as
an issue. We are well aware of the arguments being
made by the Building Societies Association and
others and I think it is one we are highly likely to
come back to over the next year and go through some
wider process of consultation on that issue. We
certainly do not exclude it as a possible way to go.
Q526 Lord Eatwell: First of all, you sold yourself a
little short when you said that everybody was talking
about macroprudential regulation. I think the FSF is
way behind the curve; both their reports last year
were a bit thin on this issue. It does seem to me that
what you have done is the ﬁrst oYcial report really,
which has said you are dumping an intellectual
framework. There was an intellectual framework
which was really wrong and we have to think things
out diVerently. I should just like to take up two
analytical issues and one institutional one. The
analytical issue is ﬁrst of all that one of the points you
made, which is quite right, is that some
microregulation made things worse in the sense of the
use of DO limits; the general approach to risk
management encouraged herding at times of extreme
events. The question there is: how are you going to
link a macroprudential and microrisk-management
structure without rolling into the fact that they are
contradicting one another? The second question
which runs on from that is the other dimension,
which is the issue which in your report you mention
several times but do not really address. It is the fact
that this is a signiﬁcant international dimension.
Once you say you are looking at macroprudential
risk in a global market a lot of those risks are
international. I was wondering how you saw the
framework
developing
within
which
the
international dimension of macroprudential
regulation, which would be a national problem,
would come about. Finally, the same thing, there is
this business of whether it is the Bank of England or
the FSA. The proposal which you make is that you
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feel a ﬁnancial stability committee—never mind the
ﬁnancial stability committee—which was jointly and
severally responsible, could act as both an
information system and a system which decided who
did what without duplication. I would like you to
comment on how that might be achieved. Three
things there.
Lord Turner of Ecchinswell: Three tricky issues. Let me
begin with the ﬁrst one. You are absolutely right that
sometimes what makes sense at an idiosyncratic level
and therefore what makes sense at a microregulation
level can itself contribute to a pro-cyclical behaviour.
It is true that, for instance, the Basel II capital regime,
by becoming more risk sensitive, in some sense does
introduce some element of pro-cyclicality or, for
instance, in aspects of the Basel regime there is
reference to external credit ratings and external credit
ratings can have signiﬁcant pro-cyclical eVects. What
we have to try to do is at those microlevels we have to
try to reduce unnecessary pro-cyclicality so that, for
instance, if you take value-at-risk measures for
trading books, at very least we should not have been
allowing people to run value-at-risk over the last year
and say “That tells me”. There are even deeper issues
about whether value-at-risk works at all, but at very
least we should be taking long periods of time or we
should be taking very strongly stressed VAR
measures rather than, as we were, deliberately
encouraging people to use something which was
systematically pro-cyclical; so we can shift that. On
credit rating agencies, for instance, we can look at the
issue of credit ratings in regulation but again it is
quite diYcult, because they sometimes are sensible
things to use at the idiosyncratic level. What we have
to do is to combine removing unnecessary degrees of
microregulation pro-cyclicality while realising that
we will not be able wholly to remove it and therefore
we need some deliberate countervailing forces. In
relation to the Basel II capital regime, if we are going
to have a risk-sensitive regime—and there are some
advantages to that—we have to recognise that it will
have, even if we adjust it in some of the ways I
suggested, an element of pro-cyclicality and you then
quite overtly need to say “Well we have to oVset that
by a counter-cyclical element which deliberately says
we are going to build our buVers above the
minimum”. That is the philosophical approach of
how you tie together the micro with the macro. On
the issue of macroprudential at international level
there are actually three levels: there is global, there is
Europe and there is national and we have to think
them through. At global level I do not think we are
going to end up, I just cannot imagine that we are
going to end up, with a global regulatory body which
is going to be pulling counter-cyclical capital levers in
a discretionary fashion at global level. We are a long
way oV anybody having that vision and therefore at
the global level a lot of the macroprudential analysis

is for information, for challenge to aVect people’s
assessment of risk and indeed to aVect governments
in how they are running their ﬁnancial systems. I
think our biggest challenge there is to do two things.
One is to make sure that in institutions like the IMF
there is suYcient intellectual challenge that they do
not end up producing the quote that I have here in the
report from the April 2006 Global Financial Stability
Review which says that securitised credit has
increased the resilience of the world ﬁnancial system.
We really must introduce deliberate mechanisms of
intellectual challenge into the oYcial institutions.
Secondly, crucially, we do need institutions like IMF
to write reports which are in no way watered down by
the inﬂuence of large powerful governments and by
the national executive directors on the board saying
“Do you really want to say that about us?” and would
have to be taken seriously by the most powerful
countries in the world. That is not an easy thing to get
right but the challenge for the G20 leaders at the 2
April meeting, where we will undoubtedly get
statements about the importance of early-warning
systems, surveillance and peer reviews, is to say that
unless you are really willing to embed that in
institutions which really do give the independence to
write if necessary very critical reports about America
or China—to take the two biggest and most
important economies in the world—unless you are
really willing to have that, then a lot of those words
about wanting early warning, surveillance, et cetera,
are just for the birds and we might as well not say
them. On the organisation of it at national level, what
the Governor said earlier was interesting, that the
Financial Stability Committee, as presently deﬁned,
is not deﬁned to perform the real function of detailed
analysis and decision-making on these big ﬁnancial
stability committees. The way it has been set up as a
sub-committee of the Court with non-executives on
it, as he said, for conﬂict of interest reasons means
that it will actually be quite diYcult for that to be the
authority that says we are now at the point in the
cycle where we should be pulling the counter-cyclical
lever. We do need a thought therefore about whether
you locate this in the Bank, between the FSA and the
Bank or whatever. We will need to think about what
the institutional device is even if it is within the Bank,
because what you heard the Governor saying was
that even if you gave them the clear authority to pull
these levers, he does not consider that that is going to
be a vote within the Financial Stability Committee
equivalent to a vote within the MPC on interest rates.
Either way we have to think about it. What I set out
in here are three diVerent ways of doing it. One way,
which I think has some merit in principle but there are
other ways you could do it as well, is to deﬁne some
sort of committee which involves both people from
the FSA and the Bank bringing together the micro,
the sectoral analysis and the macroanalysis and
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asking where we are within the cycle, what is going on
and therefore what do we need to do in a
macroprudential fashion pulling the levers. The other
point I make is that whichever of the things you
deﬁne, whether you go that way or you go the way
that David Cameron has spoken about today, where
he essentially said it is the Bank which arrives at the
macrojudgment and then writes a letter to the FSA
and say “Please do something about it”, whichever
way you do it, it will not work unless there is very,
very intense joint working between the FSA and the
Bank. Whether or not you deﬁne that joint working
as a joint committee, I am convinced it will not work
unless four times a year there is a very lengthy
meeting in which people from the Bank at the most
senior level and people from the FSA at the most
senior level and maybe with external challenge
deliberately there are crawling through the data and
asking what the data tells them about the risks that
this ﬁnancial system is now running. In a sense we
need that, whatever we write as the decision-making
rule as to who at the end of the day says “This is what
we’re going to do”.
Q527 Baroness Kingsmill: You mentioned the
European dimension; I quickly wanted to know
whether you think the European passport requires
reform and what your views are of the de Larosière
report about the detailed harmonisation of European
regulations.
Lord Turner of Ecchinswell: It does require reform. We
have clearly said that the present single market rules
are untenable and unsafe. What we have at present is
a belief that you can run a single market in banking
with very similar rules to those which would exist for
restaurants with a somewhat light degree of central
coordination. I do not think you can do that. The
situation with the Icelandic banks last year,
Landsbanki bank in particular, Icesave as it was, the
internet bank, was that because Iceland is a member
of the European Economic Area and therefore
covered by the EU rules, it had a right to set up as a
branch, not as a subsidiary but as a branch, in the UK
and we as the FSA actually only had very mild
inﬂuence over some aspects of liquidity and no
inﬂuence at all over aspects of capital. We could not
require that it had a certain capital ratio because it
was a branch not a subsidiary. It was not a separate
legal entity. That right to operate across-border as a
branch is written into the rules and it is an extension
of the basic principles of the Single European Act
that, if you are operating in one country, you run a
restaurant chain in one country, under the classic
freedoms of the Single European Act you ought to be
able to go and open an operation in another country.
The trouble is that principle just does not work with
banking and it does not work with banking because
what it creates is an environment where, if that bank

operating across-border as a branch gets into trouble
and if it is from a country which has neither enough
money in its deposit insurance fund nor adequate
ﬁscal resources on the part of the government to
support that bank in failure, then you are going to
have a problem, either for the depositors in the
country where it has opened a branch, or, as
happened in this case, for the taxpayers of that
country who, in the case of Landsbanki, eVectively
picked up the bill for the UK side of that failure.
What we have clearly said is that, faced with this, you
sort of have to go in one or other direction and
actually I suspect we have to go a little bit in each and
we also have to recognise that we are going to end up
with something which is not totally intellectually
pure. There are only two intellectually pure positions
here, one of which is re-nationalisation and the other
is total federalism. Re-nationalisation is: forget those
single market rights, you do not have the right to
operate cross-border as a branch, you have to operate
cross-border as a subsidiary fully regulated by the
host country supervisor able to demand stand-alone
capital, stand-alone liquidity; you can be a holding
company, but you cannot operate as a branch. That
would be re-nationalisation. The other end is that
you have a European regulator/supervisor of any
bank which wants to operate cross-border and if it
gets into trouble it is bailed out by European-level
ﬁscal resources, not by the national resources of
national governments. I do not see any appetite in
Europe for going to those two extremes and that is
not what Jacques de Larosière supports. In which
case, what we are trying to do is create a safer system
through a combination of some aspect of more
Europe, some institutional framework at European
level. We have suggested something which does
involve the creation of a new European institution in
the regulatory space, with powers on regulatory rules
and a supervisor of supervisor roles but not replacing
the role of national supervisors as the front line of
supervision. Jacques de Larosière’s report goes a bit
further in terms of the powers of intervention versus
individual national supervisors, but it is not utterly
and radically diVerent. Simultaneously, we do need to
buttress our national powers, if we are worried about
a branch operation, to at least mitigate the risks by
demanding that they have more liquidity held locally.
We are suggesting a bit of both. I do not suggest that
we have the perfect answer here. What we have
realised is what the problem is and that the solution
is going to have to involve a balance of measures and
I think it needs very deep debate and very deep
reﬂection. To your straight question: does it need
reform? Absolutely. The FSA cannot sit there in 10
years’ time and accept another large bank from a
small European country without adequate ﬁscal
resources to bail it out and simply say that we can let
it open the future equivalent of Icesave under the
present rules. It is just not tenable.
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Q528 Chairman: We have to draw stumps now. We
have kept you longer than we led you to believe so
thank you very much indeed for coming along here
this afternoon. I have no doubt that the Committee
will want to keep an eye on what is going on as the

regulatory debate evolves, so we may have the
opportunity to see you again at some time.
Lord Turner of Ecchinswell: I will be very pleased to
come back.
Chairman: Thank you very much.
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Examination of Witnesses
Witnesses: Lord Myners, a Member of the House of Lords, Financial Services Secretary, and Ms Mridul
Hegde, Director of Financial Services, HM Treasury, examined.
Q529 Chairman: Good afternoon. This afternoon’s
hearing is the penultimate one in the Committee’s
inquiry into banking supervision and regulation.
Members of the Committee have already declared
their relevant interests at previous hearings. May I
welcome our witnesses to the Economic AVairs
Committee and thank you for making time to be here
this afternoon. I am sure I do not have to ask you to
speak loudly and clearly on behalf of the
stenographer but if you could introduce yourselves
when ﬁrst speaking, especially for the beneﬁt of the
webcast this afternoon. Lord Myners, do you want to
make any introductory remarks or shall we go
straight into questions?
Lord Myners: Lord Myners, Financial Services
Secretary at the Treasury. I am very happy to answer
questions.
Q530 Chairman: Let me start oV with a general
question and that is whether you support the
recommendations in the Turner Review?
Lord Myners: Lord Turner has done a very
comprehensive piece of work and we broadly
welcome his conclusions. It is the Treasury’s
intention to publish a paper around about the time of
the Budget in response to Lord Turner’s report. Lord
Turner sets out a menu of possibilities. The
Government is now working with the FSA and the
Bank of England to consider which of these options
we ﬁnd most attractive and in some cases needing to
create combinations. I am not going to anticipate the
publication of the report the Treasury will make in
the next two or three weeks, but it is very clear that
supervision of ﬁnancial institutions does need urgent
improvement in a number of key areas. As the Prime
Minister has said, “ . . . the disciplines we expect of
markets cannot be guaranteed without strengthened
supervision”. I think that that does not limit itself to
regulation, domestic or international; it includes the
supervision of companies in terms of their make up,
conduct, the behaviour of boards of directors and the
role of shareholders. Indeed, in that respect, we have
also asked Sir David Walker to carry out a review of

the governance of banking institutions and we look
forward to his report in due course.
Q531 Chairman: I would not want you to pre-empt
the White Paper. Let me put the question another
way. Is there anything you really disagree with in the
Turner Review?
Lord Myners: There is nothing that I would say the
Treasury in its initial review vigorously disagrees
with, but in a number of areas Lord Turner has set
out a number of possibilities and I think the challenge
for us is to review those and to articulate the ones
which we regard as most appropriate. The paper
contains over 30 recommendations and we will work
methodically through them. This is a serious piece of
work which requires a serious response.
Q532 Chairman: So we will have to wait for it?
Lord Myners: I am sure you look forward to it!
Q533 Lord Eatwell: Let me pick up on one issue
which is discussed at length in Lord Turner’s report,
which is the whole theme of macro-prudential
regulation and the maintenance of ﬁnancial stability
via that. We have had the Governor of the Bank here
talking to us and Lord Turner and they seem slightly
bemused as to whose responsibility this macroprudential regulation will be. Each of them thinks it
will be his, but each of them sees that there are
responsibilities on the other side as well. Where do
you think it will fall?
Lord Myners: I think they are both right in the sense
that both the FSA and the Bank will have
responsibilities for macro-prudential awareness, as
indeed will whatever comes out of the de Larosière
work in Europe and, on a global basis, the IMF and
the Financial Stability Board. The new responsibility
which Parliament has given to the Bank in terms of
putting a statutory basis beneath the Bank’s
responsibility for ﬁnancial stability certainly elevates
this in terms of the Bank’s priorities. Before I became
a minister I sat on the Court of the Bank. I think it
would be fair to say from my experience of the Bank
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at that time that monetary stability was very, very
much the focus of the Governor and Executive
Directors’ attention and ﬁnancial stability suVered
from some degree of subsidiarity. I think that has now
been changed as a consequence of the Banking Act
2009.
Q534 Lord Eatwell: You yourself said in the House
that ﬁnancial stability was the responsibility of the
FSA as well. It is that “as well” which is puzzling us,
as to where responsibility will fall and what the
reﬂection of that responsibility will be.
Lord Myners: Let me say a word and then I will invite
Ms Hegde from the Treasury to add her thoughts. I
do not think that the FSA can look at the prudential
regulation of institutions in a vacuum from what is
going on around them. So to some extent the FSA
must have a degree of macro-prudential awareness. I
see them as being complementary and coming
together in terms of reaching common agreement
with the Treasury at the tripartite level.
Ms Hegde: Mridul Hegde, Director of Financial
Services at the Treasury. I suppose it is always going
to be the case that the FSA will have responsibility for
ﬁnancial stability because as part of the Tripartite
arrangements on ﬁnancial stability that will be part
of its responsibilities. You referred earlier to what the
Governor said when he came before this Committee
and, if I recall from the transcript, one of the points
he made about being clear about who is doing what
in the future is that you need to decide what is going
to happen before you decide who is going to do it.
One of the issues, particularly about macroprudential regulation, is that there are whole layers of
complexity in terms of what it means and how you
would then implement it. Let us say, for example,
there is a broad consensus that we need to pay more
attention to systemic risk in the ﬁnancial sector and
that is sometimes used conterminously with
implementing a system of macro-prudential
regulation, but people mean many things when they
refer to macro-prudential regulation. They refer
sometimes, for example, to the need to adjust capital
adequacy rules in relation to the cycle and that is
certainly something that is explored in the Turner
report. You would have to consider, for example,
how you would do that and whether a more
restrictive approach to the kinds of capital that might
be used would also aVect the monetary policy
transmission mechanism and so on. It is a
complicated issue, which is why we do not have a
complete answer for you right now.
Q535 Lord Eatwell: Who is doing the thinking now?
Is it the FSA doing the thinking? It cannot be the
Bank because the ﬁnancial stability pot is much too
small now.

Lord Myners: I am not sure the ﬁnancial stability side
of the Bank is too small. I think under the leadership
of Paul Tucker the ﬁnancial stability side has quite a
lot of resource. I think what is more important is that
within the overall governance of the Bank and within
the Court that ﬁnancial stability is going to receive
more attention in the future than it has in the past.
Q536 Lord Levene of Portsoken: Lord Myners, you
spoke about the regulation of ﬁnancial institutions
and I think most people are agreed now that more
work has to be done there in reforming that. Do you
think there is a danger that that designation has
become too broad? Has there been any indication
that the regulation the FSA has carried out of nonbanks has caused problems? Are we in danger of
throwing the baby out with the bath water and
having a catchall, ie we must reform all ﬁnancial
regulation, whereas in fact we are talking about
banks?
Lord Myners: I think there will always be scope for
the improvement of regulation; it is the nature of
regulation. I chaired a London-based insurance
company that was regulated by the FSA and I often
wondered what use the FSA would be making of the
millions of data points we were submitting. I think
there is a broad recognition that perhaps in recent
years we have focussed a little too much on the
regulation of individual institutions and collecting
data and missed some of the broader questions about
sustainable
business
plans,
about
better
understanding of risks of individual businesses and
better capturing of what we now call macroprudential, which is the broader context. I think we
are going to see a continued evolution of regulation,
but I think it would be wrong to conclude that
because the banking sector has been through a very
diYcult period that we necessarily, unthinkingly,
should tighten up restrictions on insurance or fund
management or other areas. I think, at the same time,
we should ask ourselves what lessons we learnt which
might be relevant to these other sectors.
Q537 Baroness Kingsmill: Minister, during the
course of this inquiry we have had evidence from a
number of people, but one of the things that has been
quite striking is that there does not seem to have been
a system of formal communication between the three
elements of the Tripartite system and I wondered if
you could envisage how that could happen. We even
heard that the three principals have never been in the
same room together.
Lord Myners: I can only speak from 4 October when
I became a minister. Before that I observed from
outside. I think the Tripartite has really worked very
well during the six months at principals’ level where
there have been numerous meetings involving the
Chancellor, the Chairman or Chief Executive of the
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FSA, the Governor and the deputies of the Bank, and
occasionally I have attended those meetings as a
junior minister. I have always found the meeting to be
very professional, very open and very constructive,
but beneath that there is a very impressive working
relationship at the deputies’ level between senior
executives of the Bank and the FSA and oYcials at
the Treasury. I would certainly say that things such as
the Bank recapitalisation in October, the preparation
for the announcement on 19 January of the Asset
Protection Scheme, then the taking forward of those
conceptual frameworks into delivery for the Royal
Bank of Scotland and Lloyds and, more recently, the
discussions with Barclays reﬂect very well on the
Tripartite.
Q538 Baroness Kingsmill: I was not suggesting that
it did not work; I was suggesting that maybe there
had not been suYcient communication. Do you think
there is an argument for greater transparency so that
some of the formal meetings, for example, could be in
public so that people knew what was going on instead
of this being a rather mysterious process where white
smoke emerges?
Lord Myners: We discussed some of this in the context
of the Banking Act and whether, for instance, the
minutes of the Financial Stability Committee of the
Bank of England should be published and there was
very healthy and well-informed debate on that
subject, but Parliament supported the Government’s
recommendation in the end that the eVectiveness of
the Committee might be diminished by an obligation
to report. I think there are some things which are best
conducted in private session, particularly when they
are very market sensitive, but I think there are many
other things which should be given more oxygen. For
instance, the Bank produces twice a year a ﬁnancial
stability report and the FSA produces an annual
report on ﬁnancial risk. Careful study of those
reports will ﬁnd some quite powerful warnings, in
some cases caveated, about what was going on, but
nevertheless they were prescient in many respects and
yet these documents on the whole went unnoticed. So
I think there is a need to elevate some of these
publications. I would like to see the FSA and the
Bank make progress in that, for instance—I will stick
with banks for a moment but this is not just about
banking—I believe that the report which the Bank of
England produces twice a year on ﬁnancial stability
should be required reading for non-executive
directors of banks. I am not sure how you make it
required reading. You might have a seminar, you
might require them to come in or you might have
some break-out groups to discuss the issues arising.
Ms Hegde: You could set a test.
Lord Myners: I am not sure about setting a test
because we will not be able to have delivery goals and
targets and I think we have probably got enough of

those. I think there is much more that could be done
of that sort.
Q539 Lord MacGregor of Pulham Market: Would it
be better for taxpayers if Lloyds had not merged
with HBOS?
Lord Myners: The decision for Lloyds and HBOS to
merge was taken by the boards of those two banks,
put to their shareholders and approved by the
shareholders. It has been the Government’s view
consistently that it is best that banks remain in the
commercial sector, that they remain exposed to the
disciplines and accountabilities of the commercial
sector, and that the Government is a shareholder but
not the only shareholder. Proving a negative is very
diYcult, but I do not think we should under-estimate
the consequences had a bank the size of HBOS
collapsed, which I think would have been the case
had HBOS not merged with Lloyds. I think it is very
important to understand that this was a decision
which was taken by the boards and wholeheartedly
supported by the shareholders of both banks.
Q540 Lord MacGregor of Pulham Market: Why was
it that the Lloyds deal has turned out, at least up to
now, to be so bad for Lloyds’ shareholders? Was there
a lack of up-to-date due diligence, and was there a lot
of Government pressure to take decisions very
quickly which prevented that due diligence?
Lord Myners: The amount of due diligence required is
a matter for the two companies to explain. Bear in
mind it was a share exchange, so to some extent the
board of HBOS was also obliged to do due diligence
because they were inviting their shareholders to
accept shares in a new bank. Talking from my
experience in business, mergers of equals achieved
through a share exchange tend not to involve as much
due diligence as a cash acquisition of a public
company, but it must be a matter for the two boards
to explain to their shareholders, as indeed they clearly
did when securing the support for the transaction,
that they believed it was the right thing to do. The
Chairman of Lloyds, who I heard speaking at lunch
today, reminded the people at the lunch that this was
a long-term commitment by Lloyds to increase its
position in the UK ﬁnancial services market and he
continues to express conﬁdence that it will prove to
be a good transaction in due course.
Q541 Lord MacGregor of Pulham Market: You do
not think there was too much pressure from
Government to prevent up-to-date due diligence?
Lord Myners: I was not a minister at the time so my
sources of information are probably less wellinformed than the Committee’s on what happened
before I became a minister.
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Q542 Lord Tugendhat: I did not quite understand
your point about the collapse of HBOS because, after
all, the Royal Bank of Scotland, a much bigger
institution, has not collapsed and the Government
was not going to allow it to collapse. If Lloyds had not
taken over HBOS the Government would have had to
have saved HBOS in much the same way as it has saved
RBS and Lloyds would have been free of this incubus.
I agree with you that these are matters for the
shareholders, but in terms of the either/or, it is not the
case that Lloyds saved HBOS but rather that Lloyds
took over HBOS. If it had not taken over HBOS the
Government would have saved HBOS just as it saved
RBS and Lloyds would now probably be outside the
arrangements that the Government has made.
Lord Myners: The Government would have stepped in
to protect the depositors in HBOS. Whether it did that
as it did with RBS or whether it did it as it did with
Northern Rock or Bradford & Bingley is a question of
whether HBOS would have continued as a separately
quoted independent company. My judgment is that it
would not have continued as a separately quoted
independent company because the challenges that the
bank faced were more akin to those of Bradford &
Bingley and Northern Rock than they were to the
Royal Bank of Scotland.
Q543 Lord GriYths of Fforestfach: Lord Myners, I
take the point you make, that you were not a minister
at the time of this event, but the Chief Executive of
Lloyds said that Lloyds as an institution did between
two and ﬁve times less due diligence regarding this
transaction than they otherwise would have done. As
somebody totally out of it, the only conclusion I am
left to draw from that is that they must have been
under tremendous pressure to come to some deal.
Maybe there was a systemic risk, I do not know. I
cannot think of any other reason why a chief executive
would make a very strong statement to say in a very big
deal you did between two and ﬁve times less due
diligence than you would normally do.
Lord Myners: As I said, I was not there at the time. I
think I would say from my experience that, given time,
you will always do more due diligence. There is not
ever a point at which you will say, “I have now lifted
every stone. I have examined every ﬁle.” I think the
answer which Eric Daniels gave to the Treasury Select
Committee might have had a spurious precision to
quantifying how much due diligence one might have
carried out. I am saying that my experience in the
corporate sector is that a share exchange transaction
will tend to involve much less due diligence than
buying a whole business, possibly a subsidiary of
another company. I think it would have been a matter
for the Lloyds’ board as to how they formed a
judgment that they had done suYcient diligence. I can
only conclude that they must, having made an
announcement that they wanted to proceed with this

transaction, have reached a point at which they felt
they had done suYcient due diligence because there
was no pressure on them that required them to make a
huge leap of faith and not complete the work that was
necessary or no pressure that I am aware of.
Ms Hegde: I am not sure I have got much to add to that.
I could only speculate as to what Eric Daniels thinks is
the adequate level of due diligence. Only he knows that
and only he knows what fraction of that he did.
Beyond that, our experience in the Treasury of dealing
with banks over the last six months is that they, rightly,
ﬁght very hard for their shareholders’ interest and I
ask you to consider that if you consider whether we
were putting Eric Daniels under undue pressure on
this. In general, I would also ask you to consider,
however the HBOS deal looks for Lloyds now, that
there was a long-term interest for Lloyds and its
shareholders in making that deal.
Q544 Lord Forsyth of Drumlean: This idea that the
Government was sitting back and allowing these two
banks to operate will not wash. You decided to
suspend the normal rules on competition in order for
the deal to happen. We are told that the Prime Minister
and the Chairman of Lloyds ﬁxed this at a cocktail
party. The Government did want this to happen. You
did not need to do much due diligence to see that
HBOS’ loan book was stuVed full of property deals
which were clearly in danger of creating huge losses.
Did the Government not actually just engineer this
deal and the people who have paid the price were the
Lloyds’ shareholders?
Lord Myners: I cannot speculate on what happened at
the cocktail party, although I was at the cocktail party
but in another corner of the room. It was hosted by
Citibank.
Q545 Lord Forsyth of Drumlean: You are here
answering for the Government and what the
Government did, in this case it was the First Minister.
Lord Myners: I am saying that I cannot speculate as a
government minister on what happened at the
cocktail party. The Government enabled the merger to
take place by including a new condition in
competition legislation which allowed ﬁnancial
stability to be taken into account. That was enabling
but it did not oblige the two parties to engage in a
transaction. Although Lord Forsyth now says it is
abundantly clear how diYcult the situation was at
Lloyds, I remember that when HBOS announced
some fairly disappointing ﬁgures after the transaction
was announced the Chairman of Lloyds said that
these numbers fell within the range of expectation. I do
not think this is a case where people were innocently
led into something which they had not had a chance to
form a considered view on as to value and strategic
importance.
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Q546 Lord Best: Lord Myners, are you worried
about the scale and the scope of these banks? On the
scale side, we have heard how banks have expanded
very rapidly and how they have become too big to fail,
and on the scope side people like Professor John Kay
have talked about dividing the “casino” banking
operation from the “utility” banking operation,
making regulation much simpler thereafter. Do you
feel something needs to be done about their current
scale and scope?
Lord Myners: I think they are two separate issues, scale
and scope, scope being another word for complexity. I
do not think we can turn the clock back on complexity.
I think that those who argue for a move to some form
of Glass-Steagle segregation miss the point that a
number of utility-type banks were the ﬁrst and largest
failures, mortgage banks here. Fannie Mae, Freddie
Mac in the United States of America, Indymac in the
United States of America and Hypo RE in Germany
are all narrow banks in that sense. On the complex
banks side you had an institution like Lehman’s which
had very little retail banking activity and yet caused a
considerable degree of systemic damage when it failed.
So not only do you need to separate the utility from
what Mr Kay describes as a “casino”, you also need to
stop the utility dealing with the casino and I think that
that is in practice very diYcult to do. Much more
productive is a route around enhanced supervision,
enhanced board conﬁdence and support, better
regulation, more capital and higher liquidity. I do not
think we should demonize everything which has come
out of the more creative sides of investment banking.
Some risk management techniques there have been of
considerable value to companies and to private
individuals. Securitization is not something which we
should say is bad in itself. It became bad because it was
pushed too far. Securitization increased the ﬂow of
funds into residential mortgage debt provision which
was very beneﬁcial. It just was pushed too far, there
was inadequate equity retention, the structures were
too creative, the rating agencies fell down on rating
and something which was quite good became very
badly tarnished.
Q547 Lord Best: What about the size and the speed
with which these businesses grew?
Lord Myners: I think there are issues for size around
manageability. Before I became a minister I was a
director of one of Singapore’s largest sovereign wealth
funds and I met with a number of bankers in that
connection. I certainly was left with a view from one of
those meetings that the bank was too big to be
managed. I think we need to be alert to that, but that is
a regulatory issue for the FSA and the FSA needs to be
alert to whether the organisation is up to managing
complexity. It is also an issue for the OFT if scale
begins to become anti-competitive or if we have
elements of cross-subsidization. I think scale brings

with it risk and issues around prudential supervision,
too big to fail. I think George Osborne has said too big
to bail or too big to bail out. I think there is an issue
there. For instance, the Americans are talking about
putting higher capital requirements behind
institutions simply by virtue of the fact they are large.
All other things being equal, more capital, because the
consequences of baling them out are even more
challenging, Turner would invite us to think about
that as well. We have got to be open to those sorts of
ideas.
Q548 Lord Forsyth of Drumlean: Let me just return, if
I may, to the point which Lord Eatwell raised earlier
because I was not clear. Do you actually share the view
that there has been insuYcient concentration on
macro-prudential supervision?
Lord Myners: I think it is a very broadly held view
globally that one of the issues has been inadequate
awareness of the build up of systemic risk. I read Mr de
Larosière’s evidence to you which I thought was very
interesting on this point.
Q549 Lord Forsyth of Drumlean: My question is
speciﬁcally about the United Kingdom. Do you share
the view that here in Britain there has been insuYcient
concentration on macro-prudential supervision?
Lord Myners: I think my earlier answer was that
actually a lot of good work had been done in that area
but that it had not necessarily been as resonant in the
ears of those who should be alert to it as it should be.
Q550 Lord Forsyth of Drumlean: Is that a yes?
Lord Myners: It is a carefully structured answer.
Q551 Lord Forsyth of Drumlean: I will take that as a
yes then. Let us just turn to the Tripartite. Just to be
sure that I am being evenhanded, could I congratulate
you on the operation of the Banking Act which you
laboured long and hard with in respect of the rescue of
the Dunfermline Building Society where it has clearly
worked extremely well. What it has already shown is
what was the FSA doing when the Dunfermline
Building Society was taking on these very high risk
loans? Where was the FSA when HBOS was building
up this huge loan book which was in property and very
risky areas? Is there not a case for asking the question
whether the FSA, despite its size and scale, I think it
costs about £350 million, is actually properly
equipped to do all the tasks that are involved?
Lord Myners: I think the FSA, after the collapse of
Northern Rock, was quite frank about its own
shortcomings. I think we need to remember that the
problems at Dunfermline and the problems at HBOS
predate the changes in approach that the FSA now
says it intends to take. I think that will need more
resource. I think it needs more resource in terms of
quality rather than quantity. It needs a capacity to
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challenge around a strategic objective and business
model as opposed to gathering data and a new style of
regulation which has been talked about in terms of
being more intrusive. I am not sure I ﬁnd that language
in itself compelling. I think it is a style of engagement
which seeks to understand as opposed to tick boxes.
So I think there are regulatory gaps where we need to
improve performance.
Q552 Lord Forsyth of Drumlean: We have had
evidence that has suggested the so-called “twin peaks”
approach, which is where there is a separation of the
institutions which are responsible for prudential
supervision and conduct-of-business supervision and
that would seem to chime in with the evidence we had
from the Governor of the Bank of England. Reading
between the lines, I get the impression the Governor
would like to have clarity about who is in charge and
be allowed to get on with prudential supervision and it
would seem sensible to get the FSA to do conduct-ofbusiness supervision. Why can we not have clarity?
After several weeks and vast amounts of evidence I
still have not got clear in my mind who is responsible
for what, who is in charge. Is this not a chance to put
that right? Why are you fudging these boundaries in a
way which clearly is causing frustration for the
principals involved?
Lord Myners: I think there is clarity. Within the
Tripartite the FSA is responsible for the regulation of
individual equities, the Bank of England is responsible
for monetary policy and overall ﬁnancial stability, and
the Treasury is responsible for issues involving public
money. I am not at all persuaded that the “twin peaks”
model, which Sir James Sassoon seems to ﬁnd so
compelling, although he did not when he was working
in the Treasury, is necessarily superior. What I have
come to recognise is that, regardless of the forms of
regulation, be it the dirigiste European model, the
principle-based UK model or the rules based US
model, they all fell short of our expectations, but that
is possibly because the scale of the global crisis went
outside anything that this model had reasonably been
built to manage in any jurisdiction. I do not think there
is one model which is superior to any other. Certainly
some of our own experience has been that the
separation of prudential from conduct-of-business
creates some diYculties. It is worth remembering that
pre-1997 we had seven or eight regulatory entities.
That was an absolute nightmare for people to manage.
Although the Bank did a good job as a banking
regulator, it was not a record which was completely
without blemish, as we remember with BCCI,
Johnson Matthey, Barings and the secondary banking
crisis of the early Seventies. I do not think there is one
model which is better than any other. In fact, I do not
think the solutions here are architectural, they are
social and they are about behaviours.

Q553 Chairman: Does that mean that you believe it is
possible for the Bank of England to fulﬁl its
responsibility for ﬁnancial stability using a single
instrument, namely interest rates?
Lord Myners: No. Interest rates are now no longer the
single instrument for monetary policy either because
in addition to managing the price of money the
Monetary Policy Committee is now managing the
quantity of money. That is the instrument for
monetary policy. The instrument for ﬁnancial stability
is around engagement, awareness and elevating the
awareness of concerns about systemic risk. That is
actually not too diVerent from the approach the Bank
used to employ in those days, which we might
occasionally view with rose tinted spectacles, which
are associated with the Governor’s eyebrow. This is
the Governor making observations about a build up
of pressure or an imbalance in the system. I see this
very much working together with whatever comes out
of de Larosière and also on the global front with
possibly some progress from G20 tomorrow.
Q554 Chairman: Let us just stick to the UK for a
moment and the Bank of England. Do you believe it
has suYcient powers and suYcient instruments at its
command to be able to do what it is expected to do?
Lord Myners: I have no doubt that the Bank will
respond very positively to the new statutory
responsibility it has been given for ﬁnancial stability. I
think the Governor wanted this, he wanted clarity and
he wants the necessary means to express and register
his concerns about risks to ﬁnancial stability. I have no
doubt that the Governor and Court and the Financial
Stability Committee will ensure that if they have
concerns appropriate action is taken.
Q555 Lord Forsyth of Drumlean: But the Tripartite
structure has failed, has it not, otherwise we would not
be here?
Lord Myners: No.
Q556 Lord Forsyth of Drumlean: If it has not failed,
why did the FSA not see what was going on in all these
institutions, like the Dunfermline Building Society
and HBOS and the rest?
Lord Myners: That is not evidence that the Tripartite
structure has failed. It evidences that one of the parts
of the Tripartite, namely the FSA, has acknowledged
itself that it needs to do better in the future. It does not
mean the Tripartite as a structure, the division of
responsibilities, which is what I understand by the
Tripartite structure, has failed. Indeed, my experience
has been that it works very well.
Q557 Lord GriYths of Fforestfach: Lord Myners, you
mentioned earlier that banks were probably better
managed in the private sector than in the public sector.
I have two questions. First of all, what is the
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Government’s exit strategy? Secondly, you talked
about the problem of scale. When do you plan to
reintroduce competition in the banking system?
Lord Myners: Firstly, we envisage that the
Government will exit its investment in the Royal Bank
of Scotland and the Lloyds Banking Group
progressively as and when it makes sense from a value
perspective and is consistent with ﬁnancial stability
and in the best interests of those banks. That is why we
have created a new entity in UKFI with whom we will
be meeting shortly to ensure that we can make
informed decisions. As to how long that might take, it
would be unwise to speculate.
Q558 Lord GriYths of Fforestfach: It could be ﬁve
years or 10 years. When we nationalised industries
after the Second World War it took us something like
40 years to get them privatised.
Lord Myners: It is very diYcult to speculate given it
depends upon the health of the banks: are they fully
recovered; are they credible as sustainable and
proﬁtable institutions; does the appetite exist on the
part of institutional investors and private investors to
buy, and is the investment banking community
innovative in a responsible way about coming up with
clever ways of selling? Quite interestingly, there is a
real possibility that the conversion of the Lloyds
Banking Group preference shares into ordinary
shares, where we again oVered a claw back to Lloyds
Bank shareholders, will see that claw back exercised
because there is quite a big diVerent between the claw
back price and the current share price of the Lloyds
Banking Group. That would be a ﬁrst stage returning
of some of the value of these companies to private
investors with the taxpayer receiving a payment in
exchange. The process could start earlier than some
people imagine.
Q559 Lord GriYths of Fforestfach: The second
question was on competition policy.
Lord Myners: The banking sector is competitive. I met
with Mr John Fingleton, the Chief Executive of the
OFT, yesterday and I have no doubt that he is going to
be vigilant in ensuring that an appropriate degree of
competitive intensity remains in the banking market.
Q560 Lord Currie of Marylebone: We have asked you
quite a bit on the regulatory side, but does not legal
responsibility lie with the senior executives and the
boards of the banks concerned? Do non-executive
directors, in particular, of the major banking
institutions have the expertise and the time to fulﬁl the
role that they are supposed to be fulﬁlling?
Lord Myners: I think regulation is a backstop. The
responsibility for an institution rests with its owners
and the people that the owners put in place to run the
business, the board of directors. Sir David Walker,

who is an eminent and well-qualiﬁed person, is
carrying out a review of the particular issues around
bank governance and that is going to run in parallel
with the Financial Reporting Council bringing
forward a little its own review of the Combined Code.
I think there are some quite important questions to be
asked here. There are questions to be asked of
institutional shareholders. The Treasury Select
Committee has done some very valuable work in
exposing the diYculties the institutions had in being
eVective as owners. There are questions to be asked
about board competence and how they handle
complexity. Should non-executive directors, for
instance, on whom we have now placed a heavy
burden of expectation, have more in the way of
support? Should they have their own secretariat?
Should they be able to commission their own research?
Should they have a little more support in terms of
shaping and framing agendas and their own
independent sources of information on markets and
shareholder expectations? I think it is quite interesting
to hear the debate on whether the Monetary Policy
Committee should have the ability to commission its
own research. I have certainly often felt as a nonexecutive director—and I think nearly everybody
round this table has served as a non-executive director
somewhere—you are very dependent on the
executives as a source of information. I would like to
see Walker examine that. I would like to see Walker
examine the issue of whether audit committees should
consider appointing a technical specialist to guide the
audit committee because the audit committee tends to
rely upon the executive and the external auditors and
it might be helpful for them to have some other point
of interface or advice.
Q561 Lord Currie of Marylebone: Is there a danger
that in the past we have relied on too many likeminded
people sitting on boards and that we need a greater
diversity and a greater facilitation of challenge?
Secondly, do you see these changes being driven by
regulation and government or by the investors in the
communities themselves?
Lord Myners: I would very much hope it would be
driven by investors and it would be the product of
enlightened self-interest. We have made little progress
in promoting board diversity if we focus, for instance,
on ethnicity and gender or geography but then end up
appointing people who had the same type of
education, read the same magazines and have the
same interests. We have not brought diversity of
experience, perspective and judgment to the table; we
have simply ensured that the same views appear to
come from diVerent types of people. So I think that is
one of the big challenges around diversity. There is a
problem for boards of directors around how you strike
the right balance between being consensual and
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supportive whilst also challenging and at times
showing a degree of persistency, which can be
uncomfortable and make you unpopular. I have met
with the non-executive directors of a number of the
banks with whom we have been dealing and one gets a
picture of board behaviour in which getting this
balance right proved to be very diYcult, but I would
only add that I do not think that is limited to banks, I
think it is limited to any form of collective decision
making. I am rather persuaded by the argument about
having a devil’s advocate, somebody whose role in a
group from time to time is precisely to say, “Look,
collectively we may all think this is right but actually
you are not alert to this particular risk or there are
unstated assumptions which could be questioned.” It
is a very big step for a board to do that, but I hope
David Walker might go outside the conventional
framework of anything about this to test some of those
more radical solutions.
Q562 Lord MacGregor of Pulham Market: Your
possible model of non-executive directors with staV of
their own and clearly much greater responsibility for
probing and so on before they make their
contributions to the board would actually change the
nature of a lot of non-executives, would it not? It
would be much more time-consuming. It would
become more of a semi full-time occupation. It would
still require that degree of expertise in the nonexecutives which may not come from some of the other
more diverse sources.
Lord Myners: I think, my Lord, you are of course right.
I think for some of our larger institutions it will be
necessary for non-executive directors to become if not
full-time, certainly devoting a signiﬁcant part of their
time to the task because we have put huge expectations
on non-executive directors. We require them to be in
this front-line challenging position. It is diYcult to
square that with business complexity. It is quite clear
in a number of our banks that understanding by the
total board of directors of what was going on in the
bank was not adequate.
Q563 Lord MacGregor of Pulham Market: Including
the executive directors.
Lord Myners: Yes. The excuse that I always heard was
it was rocket science, which meant to me that I do not
understand it, but that should not necessarily mean
that we should not do it. I think there are some good
old fashioned arguments that if you do not understand
it you should not be doing it. At the core I think the
non-executive directors of our large banks, which is
what I believe the Committee is largely focused on, our
large insurance companies, et cetera, are going to need
to give more time to the activity than they have in the
past and probably will need to be paid more. How you
square that with diversity is not easy.

Q564 Baroness Hamwee: How do we persuade
people to become non-executive directors? It is not a
very attractive proposition to anyone who has a care
for their own skins.
Lord Myners: Persuading people to be ministers is not
all that easy! I think being a non-executive director is
one of the most interesting things to do. Whether it is
of a not-for-proﬁt organisation, of a national health
trust or of a school or of a business, I think the chance
to bring experience to the forum and work with people
on a mission is enormously attractive. There is a
danger that we could make this rather unattractive to
the sort of people that we would like to serve as nonexecutive directors so we need to create reasonable
expectations. I hope that the combined work of
Walker and the FRC here will help progress that. I
really want institutional investors to ask themselves
some very serious questions as well. The Combined
Code runs to nearly 40 pages and devotes less than two
pages to the responsibilities of shareholders. What we
have seen is broadly distributed ownership. No one
shareholder in large public companies feels suYciently
empowered or with a strong enough economic interest
to do something to challenge and ﬁx a problem. I think
that there is a core issue there which will not go away.
Q565 Lord Tugendhat: I was indeed going to ask you
about shareholders. It is going to be very diYcult to
ﬁnd enough people with the qualiﬁcations and the
willingness to take on these jobs of being nonexecutive directors of banks and the pool is not as large
as that. In terms of shareholders, it is not just the need
to change in the direction you have just indicated,
there is also the question of the extent to which
shareholders have the expertise to do that. What they
are paid for basically is to get returns either going up or
going down, depending on what sort of fund they are,
but in general they are not people who were very well
qualiﬁed for taking the sort of ownership role that you
are talking about. Quite how one is going to get them
into a position where they can do what you are
suggesting and others are suggesting is a problem, is
it not?
Lord Myners: It is a big challenge. I think one of the
things we need to do is to ask ourselves whether we
have elevated this concept of managing the
shareholder value to a level which is not sustainable or
healthy or that our way of measuring shareholder
value is possibly not the right one. The constant
valuation of a measurement of performance over
monthly, quarterly, half-yearly or annual bases does
not seem to me to be necessarily consistent with
building good long-term value. One of the problems
we are seeing in the non-banking sector at the moment
is that good companies are struggling with often
inappropriate capital structures which were forced on
them by the peak of exuberance when the pressure to
optimise the balance sheet, put more debt in rather
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than equity, was so great that boards felt if they did not
do it then it would be done to them by private equity.
This cannot be in the best interests ultimately of
members of pension schemes. So how do they form the
right view on how we measure shareholder value? I
think there are some very big debate opportunities
here around how we articulate shareholder value. I
have spent most of my career in the fund management
industry where performance was measured very
frequently by reference to closing prices of shares and
I think that is not an entirely healthy way to approach
this. On the issue of competence, I think there is scope
for more specialist fund managers with a very activist
brief. I do not mean by activist aggressive, I mean
helping ﬁx issues and there are some good examples
out there, like Hermes, of ﬁrms who have done that
but not enough. I also ﬁnd it striking that in very, very
few fund managers do you ﬁnd anybody with any
experience of a world outside ﬁnancial markets. You
do not ﬁnd people in fund management who have
come in after 20 years of working in industry or
commerce or government. It is a closed shop to
anybody much beyond the age of 23 or 24. So how do
you develop that wisdom and experience to have a
healthy debate? Private equity does have those sorts of
skills and managers like Hermes have also developed
them, but I think we need to see more of that as well.
Q566 Lord Eatwell: You have circulated the letter to
the Minister of Finance of the Czech Republic from
the Chancellor which suggests that the Treasury is
rejecting Lord Turner’s proposal that there be a
European-wide regulator. Is that a correct
interpretation of the Chancellor’s letter?
Lord Myners: The Chancellor is persuaded of the
merits of a European macro-prudential capability as
part of a global macro-prudential capability. He is
much less persuaded about the detail of the de

Larosière report when it comes to national regulation.
I think it is worth remembering that the de Larosière
report was commissioned in November, he produced
his report in late February—
Q567 Lord Eatwell: I was referring to Lord Turner’s
recommendation, not Mr de Larosière’s.
Lord Myners: I am sorry. Could you repeat the
question?
Q568 Lord Eatwell: The Chancellor’s letter to the
Minister of Finance of the Czech Republic suggests
that the Chancellor is rejecting Lord Turner’s
recommendation that there be a single European rule
making ﬁnancial regulator. Is that a correct
interpretation of the Chancellor’s letter?
Lord Myners: The Chancellor’s position is that he
believes there is much more opportunity to improve
the development of common standards and raising
standards in terms of national regulation. He is much
less persuaded that national regulators should be
subservient to regional regulators. In particular, he
argues—
Q569 Lord Forsyth of Drumlean: That is a no then!
Lord Myners: Yes, that is a no, Lord Forsyth!
Q570 Lord Forsyth of Drumlean: But it is a yes to this
question?
Lord Myners: Yes.
Q571 Chairman: Well, can I thank you very much for
spending some time with us this afternoon, it has been
very helpful, and I am sure we could have spent a lot
more time with you, but we have to move on.
Lord Myners: Thank you very much and I very much
look forward to reading your Report. You have
worked very hard on it and I have found reading some
of the evidence sessions really fascinating.

Letter from Lord Myners, Financial Services Secretary to the Treasury, to Lord Vallance of Tummel,
Chair, Economic Affairs Committee
LORD MYNERS EVIDENCE SESSION 31 MARCH 2009: CLARIFICATION OF ANSWERS GIVEN
TO Q566–570
Further to my appearance in front of your committee on 31 March 2009, I am writing to clarify one aspect of
my evidence (Q566–570).
Lord Eatwell asked whether the Chancellor’s letter of 3 March rejected Lord Turner’s recommendation that
there should be a European-wide regulator.
It is important here to distinguish between regulation and supervision. Regulation refers to the making of
rules, while supervision refers to the processes that implement the rules and apply them to individual ﬁrms and
markets. There is therefore a signiﬁcant distinction between a European-wide regulator and a single European
supervisor.
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As I said in the evidence session, the Chancellor’s letter does not suggest that the Treasury is rejecting Lord
Turner’s proposal. Indeed, the government strongly agrees that we need more harmonised rules globally and
in the EU. That is why the Chancellor, in his letter, proposed an independent EU regulatory standard-setter
to replace the Lamfalussy Level three committees. We agree that the standard setter should undertake strong
peer review to improve standards, set binding regulations and undertake mediation.
As the Chancellor’s letter states, the Government continues to believe that supervision must be undertaken
at the national level. The Government does not therefore support any proposals for a single European
supervisor for ﬁnancial services. There are wide-ranging reasons for this, including the need to align
supervisory and crisis management arrangements, where we have witnessed in recent months the critical role
played by national ﬁnance ministries. We therefore agree with Lord Turner that supervision of individual ﬁrms
should continue to be performed at national level. National supervisors, who are close to markets, should
continue to supervise ﬁrms, while working in collaboration with other supervisors to address the challenge of
cross-border ﬁrms.
This is why, as you know, the Government proposed the establishment of colleges of supervisors, which bring
together the most relevant supervisors of a ﬁrm. Colleges provide a framework for cross-border information
exchange, supervisory cooperation, and will improve supervisory eYciency and eVectiveness. The
Government has called for colleges to be put in place for the major cross-border ﬁnancial institutions by
mid-2009.
On the macro-prudential side, as the Chancellor wrote, the Government agrees that we need a EU body to act
as an eVective early warning system, usefully identifying regional risks and complementing the international
role proposed for the IMF/FSF. The Bank of England and the FSA should play a leading role in this body.
I hope the committee ﬁnd this clariﬁcation helpful.
21 April 2009
Examination of Witnesses
Witnesses: Mr John Kingman, Chief Executive, and Mr Sam Woods, Chief Operating Ofﬁcer, UK Financial
Investments Limited (UKFI), examined.
Q572 Chairman: Good afternoon, welcome to the
Economic AVairs Committee, and thank you for
sparing some time to come here. Do you want to
make any introductory remarks or shall we move
straight to questions?
Mr Kingman: No, thank you, to questions.
Q573 Chairman: Well, I suppose the broad question
is: to what extent does a UKFI investment impact
on the objectives pursued by the portfolio of
companies?
Mr Kingman: I think it does not change the
objectives pursued by the underlying companies. I
think the philosophy that underpins the mandate we
have been given by the Government is that the best
way to get these banks back on their feet is to get
them the capital they need, the liquidity they need
and then to ask them to manage themselves
commercially. These remain quoted companies, they
have minority shareholders, and possibly, in the case
of Lloyds, more than 50% held by parties other than
the Government, and we believe that that is the right
approach to take. That said, it is very important to
ask that the banks in which we are invested are fully
learning the lessons of everything that has happened
in recent years, and we are working a great deal with
them on that. I would hope that, if UKFI does its
job well, we can be an intelligent shareholder,
cutting through some of the principal agent

problems that Lord Myners was talking about
earlier in a situation with highly dispersed
shareholdings and encouraging them and their
boards to be at the forefront of getting themselves
out of the mess.
Q574 Chairman: Do you ﬁnd that UKFI portfolio
banks might now experience any pressure to support
or to stimulate the UK economy, if not from
yourselves, perhaps from other quarters?
Mr Kingman: Well, we have no mandate in relation
to that. Both RBS and Lloyds have signed
agreements relating to their UK lending with the
Government as part of the conditions of, ﬁrstly, the
recapitalisation in October and, secondly, the Asset
Protection Scheme, but I think the point to
underline about that is that the Government has
been clear throughout that these requirements relate
to lending done on a purely commercial basis with
the banks’ existing approach to credit-scoring and
to credit-pricing, and the lending agreements are,
therefore, conditional on the demand being there.
For what it is worth, what our banks are saying and
actually what other banks are saying to us is that,
despite the state of the economy, in many ways
conditions for lending are actually rather attractive
at the moment, the margins have widened
somewhat, and we are not picking up from our
banks any anxiety that these lending conditions are
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in any way pushing them into uncommercial
activity.

shareholdings in a way that adds value and gets
us out.

Q575 Chairman: Just for information, who
monitors the achievement or otherwise of those
lending conditions?
Mr Kingman: The Treasury. It was originally
envisaged that UKFI would undertake this task, but
subsequently, once it became clear that the Asset
Protection Scheme was also going to have lending
conditions attached, it was decided, and I think this
was the right decision, that, rather than having lots
of diVerent agreements monitored by diVerent
parties, it would be sensible for the Treasury to do
it, and that leaves UKFI with, I would say, a kind
of clearer and cleaner remit focused on the
shareholder role.

Q578 Lord GriYths of Forsyth: Can I just ask one
quick supplementary on that and it is this: when you
feel satisﬁed that HBOS and Lloyds have really been
fully integrated, would you plan to break it up?
Mr Kingman: Well, there would be two questions
there. One would be a question entirely for the
competition authorities, and this company will be
subject to competition law in the same way as any
other. We would approach any structural question
on our banks from the perspective of value and,
therefore, that would be something we would
contemplate if we thought it was a good thing to do
for our remit and, therefore, for value.

Q576 Chairman: In your own objectives, apart
from looking for shareholder value as a part-owner,
you also have an objective, I think, to promote
competition in the market. Am I correct and, if so,
how would you do both at the same time?
Mr Kingman: Well, our overarching objective is
clear, which is to manage the assets for value and to
develop and execute a strategy for exiting out of
things over time, but we are tasked with doing so
in a way that does not undermine competition or
ﬁnancial stability, and that is important. On one
construction of UKFI, you could argue that we are
a sort of holding company of an enormous swathe
of activity and it is absolutely crucial that we
manage our investments in such a way and at arm’s
length so that there is no scope for anti-competitive
activity between the two. In that sense, we are not
a holding company and that is one of the reasons
why building that objective in was very important.
Mr Woods: If I could just add to that, I think those
parts of our objective are in there more by way of
a safeguard because, if our sole objective was to
protect and create value for the shareholder, then
obviously a narrow reading of that could lead you
to behave in a way that was not good for
competition, so it was very important both for us
because clearly that will be contrary to the
Government’s interest, but also for the competition
bodies, the OYce of Fair Trading, et cetera, that
there was some oVsetting element in there to make
sure that we had that balance in terms of our
activities.
Q577 Chairman: So you see this objective as not to
undermine the competition rather than to
promote it?
Mr Kingman: Well, I am keen to promote
competition, but our Framework Agreement is clear
that our overarching objective is to manage the

Q579 Lord GriYths of Forsyth: So there may be a
diVerence of view between the competition
authorities and yourselves on that?
Mr Kingman: There could easily be. There is no
sense in which our banks are exempt from
competition law and the competition authorities are
independent.
Q580 Lord GriYths of Forsyth: But, if it were more
valuable to keep it together, even though it was way
outside the normal rules of competition policy, you
would say, if you want to get more value, that in
an exit strategy you would prefer to see it large, not
broken up?
Mr Kingman: My reading of the mandate we have
been given is that we are to act in a way that does
not undermine competition, but I do not think we
have been given a mandate to promote competition
at the expense of value, but, as I say, I think that, in
reality, this would be a question for the competition
authorities.
Q581 Lord MacGregor of Pulham Market: Does
one of your earlier answers mean that, when, for
example, the Royal Bank of Scotland gives a
commitment to keep lending at 2007 levels or
government ministers chastise the banks for not
getting money out quickly enough and lending
enough, you have no role to play in that at all?
Mr Kingman: Yes. It was originally envisaged that
we would have a role, but we do not any longer.
There are legal agreements between the Treasury
and the banks and that is a matter for the
Treasury now.
Mr Woods: But this was a purely pragmatic decision
in that you risked as you went through the Asset
Protection Scheme, which was adding in some
diVerent conditions, ending up with a situation
where you had diVerent parts of government
monitoring diVerent types of lending conditions,
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which just does not make any sense, so that was the
motivation for changing it.
Q582 Lord MacGregor of Pulham Market: And also
the fact that you have, as one of your commitments,
to respect the commercial decisions of the ﬁnancial
institutions?
Mr Woods: Yes.
Q583 Baroness Kingsmill: Following on from that,
there could be defaults, could there not, by
companies that have borrowed from UKFI
companies and, if it is commercially the most
attractive option for the banks, are you prepared to
countenance the liquidation of these companies, even
though there may be some quite serious social
consequences?
Mr Kingman: Yes, we would of course expect banks
in which we are invested to behave responsibly, but I
am afraid one of the things that happens if you are a
bank is that some of your loans default and, in some
cases, it is necessary for banks to pull the plug. That
is not the only option available, for example, debt can
be swapped for equity or whatever, but the mandate
we have been given is to encourage our banks to be
commercial in that respect. Indeed, if you look, for
example, at Northern Rock, which has been in public
ownership since February of 2008, they are not
heavily involved in commercial lending, but they
have unfortunately had to repossess quite a few
homes, and that is one of the things that happens to
banks, particularly in recessions.
Q584 Baroness Kingsmill: But, supposing, for
example, banks want to break themselves up, do they
have to consult with you on that score, if they decide
commercially that it is something that they would like
to do? There is talk that RBS wants to sell oV parts of
its empire, so to speak.
Mr Kingman: Well, the decisions at RBS and Lloyds
are made ultimately by their boards, but, in practice,
very fundamental strategic decisions I would expect
them to discuss with us as a large shareholder and I
would expect them to talk to other shareholders as
well. In practice, in relation to the new strategy at
RBS, the ﬁrst element of which was announced in
February, the bank chose to engage with us quite
closely and that was a choice they made, and I would
say that discussion worked well. It is not something
we would always do because that decision made us an
insider in relation to the stock and that is something
which we would tend not to want to be, as a general
matter. In the end, these decisions are made by the
boards, but of course we, like other shareholders,
have to vote in favour of the appointment of the
boards, so that is the underlying framework.

Mr Woods: There is a distinction here between the
strategic decisions, which we would expect the bank
to engage with us on, and the day-to-day
management decisions, which actually we are
expressly forbidden from getting involved in under
the Framework Agreement. If I can direct you to the
clause in the Framework Agreement which you have
in front of you, it says—
Q585 Lord Tugendhat: But, nonetheless, it does not
stop you telephoning people quite often at diVerent
levels in the banks, as I understand it, both to seek
information and to make your views known.
Mr Kingman: Well, it certainly does prevent us from
doing that in relation to operational decisions of the
banks, such as individual lending decisions. We are
actively debarred from involving ourselves in those.
Q586 Lord Tugendhat: That is certainly not the
impression I was given by people on the other side of
the fence.
Mr Kingman: Well, I would say that there are a
number of issues that we have become, I think rightly,
involved in with RBS and Lloyds and they include
strategy, board composition and issues like
overhauling the approach to risk in these banks. For
example, we had a fascinating couple of hours with
the head of risk in one of these banks, which is an
important issue to us, and she said to me, “You’re the
ﬁrst shareholder who has ever asked to come and
meet me”. I think that says more about the other
shareholders than it does about the approach we
are taking.
Mr Woods: And we do talk to people further down in
the banks. So, for instance, in relation to
remuneration, we always make sure we understand
what is being proposed to us and get additional
information where that is necessary for us to form
our view and we do of course talk to people lower
down. So it is not that the only dialogue is between
our Board and the boards of the banks, but there are
supporting discussions lower down. The point I was
making is that they are not about individual lending
decisions or things of that kind.
Mr Kingman: If I may also put this point in
perspective, the team we have is responsible for
investments in RBS and Lloyds which are, after all,
vast ﬁnancial institutions and, in the case of RBS,
with a balance sheet larger than the UK’s balance
sheet. The team is three people, so our ability to, as it
were, constantly second-guess them is naturally
quite limited.
Q587 Lord Eatwell: I must confess, I am still very
puzzled about your relationship with, let us say, RBS
where you are clearly the majority shareholder.
Perhaps I could put it the other way round. What is
the diVerence between your relationship with RBS
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and the Government’s relationship with Northern
Rock, apart from the obvious fact that it owns 100%
of Northern Rock, but what is the actual operational
diVerence?
Mr Kingman: There are two diVerences. One is, as
you say, 100% and one is less than 100%, and I think
that does make a very fundamental diVerence
because the boards of these—
Q588 Lord Eatwell: What if it were 99.9, would that
make a diVerence?
Mr Kingman: I do not know whether 99.9 would be
feasible, but I think that the existence of minority
shareholders is very important for one fundamental
reason, which is that the boards of these companies
owe legal duties to all their shareholders and, were the
boards to act in a way that suited the government
shareholder at the expense of other shareholders,
they would be hugely exposed to a personal lawsuit.
Q589 Lord Eatwell: So not 99, but 90%?
Mr Kingman: Well, I would say that 90% is very
diVerent from 100% because of this legal point which
is fundamental.
Q590 Lord Eatwell: And 95?
Mr Kingman: Well, I think that then you get into this
question of feasibility, in practice.
Q591 Lord Eatwell: So, operationally, what
diVerence does it make?
Mr Kingman: As I say, there are two diVerences. One
is that the relationship with the boards is very
diVerent in the sense that we simply cannot just tell
these boards what to do because the boards owe
duties to all their shareholders, not just us. The
second is that UKFI has been set up at arm’s length
from the Government which means that the
Government has tasked UKFI with taking these
decisions in accordance with the Framework
Agreement that we have been set and that means that
decisions are taken ultimately by the UKFI Board
and not by ministers, and that is a signiﬁcant
diVerence.
Q592 Lord Eatwell: I wonder if you could think of
any company other than RBS in which there is a
shareholder which owns over 70% of the shares and
it does not tell the board what to do?
Mr Kingman: I agree that this is an unusual situation,
but I think it is an unusual situation into which we
have found ourselves forced for reasons of ﬁnancial
stability. The fundamental judgment that the
Government had to make was whether it wished to
nationalise these companies or whether it was better
to keep them as listed entities with other
shareholders, and I think there are two very
signiﬁcant advantages to that. One is that the

structure fundamentally makes more real the
commerciality of the entity for the reasons I have
given, and the second is that I think the exit is
signiﬁcantly easier if these are listed companies that
the market is following. If you step back and imagine
that we took RBS and made it a wholly owned
nationalised industry and then sought to privatise it
again, that is a slightly daunting thought. At the
moment, the market is following it, there is a share
price, there is a tonne of analysts following it, there
are real investors in the stock, and that means that the
exit is something that is a good deal more
“contemplatible”.
Mr Woods: To return to your question as to what
diVerence does it make being UKFI versus the
Government, I can tell you that, having come across
the border, if you like, from the Treasury into UKFI,
it does feel palpably diVerent because you have this
quite clear objective set in the Framework Document
and that the way you deal with things that land on
your desk is diVerent from what you would do if you
were sitting—
Q593 Lord Eatwell: Yes, but my suggestion is that
the objectives set in the Framework Document are
rather odd in the context of the proportion of the
company which is owned by the taxpayer.
Mr Woods: Well, I do not think so. The objective to
protect and create value, and I think that is what the
taxpayer would expect the Government’s investment
to be doing.
Q594 Lord Eatwell: But the taxpayer might actually
hope that the bank would operate in the national
interest, the taxpayer being part of the nation, not
just the shareholder. I notice that your Chairman says
in The Financial Times today that the “only objective
is to pursue shareholder value”. Now, this is rather
odd when shareholder value is being regarded these
days as something which should not be the sole
objective even of banks which have no government
holding.
Mr Kingman: This is a very fundamental policy
decision taken by the Government and not taken by
UKFI, which is, as I said at the beginning of this
session, that the best hope for rebuilding the British
banking system is to run the banks as commercially
as possible. Now, I do not interpret “commercially”
as keeping alive all of the mistakes of recent years and
I think that the boards of our banks fully agree with
that sentiment, but it is true, there is a school of
thought that says that that is a mistake, that one
should not manage the banks commercially, but, if
one were to take a diVerent approach, apart from
anything else, I think that the exit would be very
diYcult indeed, if not impossible, and I think it would
also be extraordinarily diYcult to ﬁnd competent
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people to run banks if their objectives were fuzzier,
less clear and, I suppose, in the end more political.
Q595 Lord Levene of Portsoken: I would like just to
probe a little more deeply this question of
competition. Some people may feel that the banks
which did not get themselves into the mess that RBS,
Lloyds and HBOS did have now found themselves
really at a competitive disadvantage to those which
did because the banks in which you have a very large
shareholding eVectively are known to have a
government guarantee, so investors or the people
who want to lend money to them may well feel that
they are lending to much safer institutions, and that
seems to penalise those who kept themselves in good
shape. How do you square that with the banks
actually which did well and did not get into this
situation? How do they have a fair run? Secondly, you
said earlier that the banks in which you have
substantial holdings are subject to the same
competition laws as any other, but then we know, and
we heard just this afternoon, that, when Lloyds
expressed an interest in buying HBOS, they were told
that the competition laws relating to a share of the
mortgage market would be waived, so how can all
this be compatible? It seems to me that the
competition is fast disappearing.
Mr Kingman: Taking those two questions, ﬁrstly, in
some ways, I confess, I am quite relieved to hear you
fear that the banks in which we are invested might be
at a competitive advantage because the more
frequent criticism we get is that they may be placed at
a competitive disadvantage, and indeed there is some
speculation that that is the view of the Board of
Barclays Bank, for example. Our objective is that the
playing ﬁeld should be as level as it possibly can be
and that is the philosophy that runs through
everything that we are doing. On the point you make
about competition, the point I was making was
simply that, whilst it is true that the Government
took action to permit the merger under competition
law, that does not mean that either this company or
the market are in any way exempt from competition
law and the application of competition law, and the
competition authorities, as I understand it, are
absolutely free to take any action they consider
appropriate in relation to this market. You should
take evidence on this from the competition
authorities rather than me, but that is my
understanding of the position.
Q596 Lord Forsyth of Drumlean: If your Chairman
is right, that you are concentrating on shareholder
value, and what you said earlier was that your
interest was to get the best deal for the taxpayer,
surely you will be encouraging the Board to use their
competitive advantage in order to achieve that
objective, and that must mean, as Lord Levene says,

that those banks which have not got into diYculty
will ﬁnd themselves disadvantaged?
Mr Kingman: I would certainly want them to take
advantage of any position that they have, whilst I
would baulk at encouraging them to act anticompetitively and I think that would be inconsistent
with our remit, but I am just groping to get a sense of
what the alleged competitive advantage that they
have been given is.
Q597 Lord Forsyth of Drumlean: Well, they have size
and scale, they have a government guarantee and
they could say to people, “If you deposit your money
with us, we have got the Government behind us and
these other people have not”, for example.
Mr Kingman: Well, as I say, the more common fear
that I hear both in the market and elsewhere is a fear,
which I do not believe to be fully justiﬁed, that the
banks in which the Government has invested might
be at a competitive disadvantage, and it is notable,
for example, that Barclays Bank, on the face of it, has
gone to some length to avoid having government
investment.
Q598 Baroness Kingsmill: I think you are
obfuscating a little bit here because this merger would
not have been allowed by the competition authorities
and that was the reason why there had to be special
legislation passed to enable that to happen, and the
reason it would not have been allowed to have taken
place is because that merger would have given a
competitive advantage over the rest of the banks in
the marketplace, so you cannot escape from the fact
that in the present circumstances they do have a
competitive advantage. The question, I suppose,
arising is: to what extent is that a good thing in the
longer term for the stability of the ﬁnancial sector as
a whole if you have got an almost wholly owned
government bank which can claim to have full
backing, which other banks cannot have, and you
have a bank which is of an uncompetitive scale, which
other banks will ﬁnd very hard to deal with,
notwithstanding its current diYculties because of the
HBOS failures?
Mr Kingman: The point I was simply trying to make,
and I apologise if I was in any way unclear, was that
the Government, as you say, took a decision to
eVectively suspend the application of competition
law in respect of the merger, but that does not, as I
understand it, in any way remove or exempt the bank
from the workings of competition law going forward,
and that will be very important in terms of their not
abusing any market share advantage they may have,
and we would obviously not want our banks to be in
any way risking a confrontation with the competition
authorities in relation to any of their activities as that
would obviously not be right.
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Baroness Kingsmill: Well, it is just technically a much
harder business to investigate a bank and it takes a lot
longer to investigate a bank for anti-competitive
behaviour than to prevent the banks from merging
and allow the risk of that anti-competitive behaviour
arising in the ﬁrst place, so it is a much less powerful
tool in the hands of the competition authorities.
Q599 Chairman: Can I just go back right to the very
beginning because I think I may have misunderstood
what you said. Just looking at your overarching
objective here, which is paragraph 3 of Annex A,
under (c) it says, “promoting competition in a way
that is consistent with the UK ﬁnancial services
industry”, and so on. That is rather diVerent from
what you were telling us earlier on.
Mr Kingman: The point I was making was that the
overarching objective we have been given relates to
value and the exit. We have also been given
objectives, as you say, to promote competition and
ﬁnancial stability, but we are not a policy-making
body, we are not a competition authority and I do not
think we have been given a remit to, as it were, act as
some general promoter of the public interest in
relation to banks. Now, some argue that we should
have that remit, but I do not think that is the remit we
have been given.
Q600 Chairman: Maybe I have the advantage over
you because I have actually got the text here, but your
overarching objective includes three elements and the
third of those elements is promoting competition.
Mr Kingman: Yes.
Q601 Chairman: So it is not subordinate to it, it is an
essential part of it, is it not?
Mr Woods: I think perhaps the question is more about
how is this impacting in our day-to-day activity, and
the sorts of things that this part of our objective make
us be very careful about are, for instance, having a
very strict set of rules around making sure that there
is no leakage of information from one of our
companies to another in a way that might prejudice
competition, and we had extensive consultations with
the OFT about how those rules were constructed, so
those are the sorts of ways in which we are
implementing that part of our objective.
Q602 Lord Forsyth of Drumlean: But it says,
“promoting competition in a way that is consistent
with the UK ﬁnancial services industry that operates
to the beneﬁt of consumers and respects the
commercial decisions of the ﬁnancial institutions”.
Lord Levene’s point is: is it not the case that, if you
are, as your Chairman says, pursuing shareholder
value, that is inconsistent with that objective? That is
the simple question.

Mr Kingman: I think I would merely say that the
question put was: might we not act to, for example,
break up a company, even if we thought that that was
not in the interests of the taxpayer, and I do not
believe that that is the mandate that I have been given
by the Government. Now, one can debate certainly
whether that is the right mandate, but I do not—
Lord Forsyth of Drumlean: That was not the
question.
Q603 Lord Levene of Portsoken: That was not the
question at all. The question was: do the banks in
your estate have an unfair competitive advantage
over those that do not have a government guarantee
behind them so that the banks which did not get
themselves in a mess actually ﬁnd themselves in a
worse position than those that did?
Mr Kingman: Well, I do not believe that the banks in
which we are invested have a material competitive
advantage, and indeed I think some might say that
they have some competitive disadvantages as a result
of government investment. Now, personally I believe
that they have neither a massive disadvantage nor an
advantage, that is my opinion, but the view that is put
to me certainly by the market is more often a fear that
they are at a competitive disadvantage than an
advantage.
Q604 Lord Levene of Portsoken: Well, I would just
add one thing to that, if I may, which is that, when
Northern Rock was nationalised, there was a large
ﬂow of funds into them because they were regarded as
the safest home for investment and it is really the
same, and I think that is the problem.
Mr Kingman: That is correct, but it is interesting that,
as far as I am aware, neither of the large banks in
which we are invested have seen a parallel
phenomenon, certainly on nothing like the same
scale.
Q605 Lord GriYths of Forsyth: It seems to me that
there is an inconsistency in the objectives that you
were set, and you did not set the objectives, they were
given to you, but, on the one hand, you are concerned
with maximising shareholder value, you have over a
third of the market and, therefore, you can charge a
premium price for what you do. If I were running a
bank like that and I wanted to maximise shareholder
value, I would do my very best to have a premium
price in every area I could. At the same time, you are
told that you should be promoting competition.
Promoting competition, to me, would mean breaking
up Lloyds HBOS. Now, I am not suggesting that you
have bad motives or anything like that, but it seems
to me that you have been given two objectives here
which are intellectually inconsistent.
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Mr Kingman: Just to take your ﬁrst example, one
reason we have been given an objective to promote
competition is precisely because, if we were to take a
sort of pure reading of the kind of value objective,
then, as you say, one would want these two banks to
collude and drive prices up and widen their margins
as far as possible and so on. The Government was
very clear with us and with the European
Commission and the competition authorities that it
did not wish to see UKFI operating in that way and,
for example, that we were actively to put in place very
clear controls to prevent commercial information
from passing from one of our investing companies to
another, and that is the way I see the competition
objective we have been given. Personally, my
understanding of the objective we have been given
does not take us as far as to say that it is our role to
take a kind of public interest view that would cause
us to split our companies. That would be, I would say,
a matter for the competition authorities.
Mr Woods: I would just add on the point of value that
the objective is actually to create and protect value
and it is quite deliberately not to maximise value.
Actually, that was partly in mind for making it
possible for us to exit from these investments over
time, but I would not want the Committee to have
any exaggerated notion of the tension between those
two things.
Q606 Lord MacGregor of Pulham Market: If you
thought that one of the banks was acting
uncompetitively and using its market share as an
advantage to do that, would you intervene?
Mr Kingman: If we thought that they were acting in a
way that undermined competition or that risked
what could be a very expensive and reputationally
damaging confrontation with the competition
authorities, yes, I think we would.
Q607 Chairman: Can I just come back to this
“protect and value”, and again I am reading from
your overarching objective of which it has three
parts. The ﬁrst part is, “Consistent with HM
Treasury’s stated aim that it should not be a
permanent investor in UK ﬁnancial institutions,
maximising sustainable value for the taxpayer . . . ”
Mr Kingman: The word I would underline is
“sustainable”!
Q608 Chairman: The one I would underline is
“maximising”!
Mr Woods: There is a wider point on which I
remember the lawyers advising us, and perhaps some
of the Committee will know better about this, that
there was some distinction between the overarching
objective in the opening paragraph and what was in
the subclauses, that there was some legal signiﬁcance
to the diVerence between these two things.

Q609 Lord Tugendhat: It is very interesting having
this discussion after listening to Lord Myners earlier
suggesting that shareholder value might perhaps be
downgraded a little in the future, but he also was
talking very convincingly about the structure of
boards, and you were sitting behind him and you
heard what he had to say. Then I compare what he
had to say about how he thinks boards of banks
ought to be constituted with the way in which your
Board is constituted, and it does seem to me that
there is a bit of a case of, “Don’t do as I do, do as I
say”, is there not, a little?
Mr Kingman: I do not think I would agree with that at
all. We have a very small board and I would say that,
whilst UKFI, being an organisation of 11 people, is
not quite of the complexity of some of these banks,
the time demands on the non-executive directors
have been extremely heavy actually and I would hope
that the way in which the Board of UKFI is managed
does learn some of the lessons. Also, and maybe we
can go on to talk about this, we have taken very
seriously the need to reconstruct the boards of our
investee companies and we are embarked on a kind of
very substantial restructuring, particularly, of the
Board at RBS.
Q610 Lord Tugendhat: I think Lord Myners is
dealing with a very interesting and complex subject
and I thought he phrased what he had to say with
great care. I think your Board looks very highly
qualiﬁed, but, in the light of what he was saying
about how there should be such diVerent sorts of
people on bank boards, with four former bankers,
one former asset manager and two representatives of
the Treasury, lots of virtue, lots of merit and all of
that, it does not actually sit comfortably with what
Lord Myners was saying.
Mr Kingman: I do not know. It depends whether one
thinks that diversity is in itself a key issue or whether
the key issue is the nature of the people, the way in
which they see and approach their task and the skills
that they have. I think that, whether they be
appointed as a non-executive director on the Board
of UKFI or on to the board of one of our investee
banks, it is very important to us that these individuals
see their task in a way that is consistent with learning
the lessons of everything that has happened.
Personally, I look forward to what David Walker has
to say. I have been heavily involved in the
appointments that were made at Lloyds, and we are
in the process of making appointments at RBS, and I
think it is very interesting meeting the potential
candidates for these boards and talking to them
about the way they see the job, and I would say that
there is a huge variety in the kinds of conversations
you have, and the thing that is most important to me,
I suppose, is the way in which the individual
approaches the task and the skills and experience that
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they bring. I do not feel at all embarrassed about
having a board that is, frankly, very expert in the
things that I think they need to be expert in. It helps
me that they are expert; it means that they are able to
ask extremely challenging questions and that is what
I would expect them to do. We clearly could have a
more diverse board, but the cost of that, I think,
would be that you would lose the expertise.
Q611 Lord Eatwell: I am not sure about that.
Having a group of people, all of whom are bankers,
means you have a very homogeneous board, and I
would be interested in the appointments that you are
making to the other boards. What proportion of the
people you are appointing are not former bankers?
Mr Kingman: Well, we have appointed two directors
so far and I think it is very fair to judge us on those
two appointments, and let me tell you who they are.
The ﬁrst is Tony Watson who was, until recently, the
Chief Executive of Hermes, one of the most
experienced and, I think it would be fair to say, wise
fund managers in the City. Hermes, as you will know,
has a particularly strong track record on governance
and the way it approaches the shareholder task. The
second candidate was Tim Ryan, not well-known in
this country, an American, and he led the US OYce
of Thrift Supervision and oversaw a lot of the savings
and loans clean-up. He subsequently became, yes, a
ﬁnancial institutions banker at JP Morgan for 15
years in which capacity, for example, he sat on a
number of bank boards and he sat, very interestingly,
on the board of a Korean bank in which the
Government was a large shareholder, and I found
him very perceptive in the way he talked about that
experience. I think those appointments are ones that
strengthen the Lloyds Board, and both of those
individuals, as it happens, have been, at diVerent
points in their careers, bankers, but I think they bring
to the task experience and an approach that will add
to that Board.
Q612 Lord MacGregor of Pulham Market: You were
suggesting that you took the decision as to who the
non-executives should be. Is that right or is it the
Nominations Committee?
Mr Kingman: Strictly speaking, the way it works is we
have rights of approval over two board appointments
at Lloyds and three at RBS, and the process that we
have agreed with both banks is that, in order to be
appointed, the individuals have to be acceptable both
to us and to the Nominations Committee of the bank
and, in practice, both we and the Nominations
Committee have, ﬁrstly, agreed shortlists and,
secondly, interviewed candidates separately. In
practice, with Lloyds we have not found huge
diVerences of view about the sorts of people we are
looking for, and we are working very closely with

RBS at the moment on the appointment of three new
directors there.
Q613 Baroness Hamwee: Can we go back to two
areas which have already come up. The ﬁrst is
shareholders, and you talked about the directors’
responsibilities to minority shareholders and we
heard what Lord Myners had to say. How do you
plan, if at all, to work with your co-shareholders?
Mr Kingman: I think this is something that is very
important and it is something we have now begun
doing in a structured way. We have been doing a series
of meetings with both the big investors and also the
big potential investors in our banks, and I think there
are two reasons we have to do that. Firstly, I think we
have something to learn from them because they have
been watching these stocks as investments for a lot
longer than we have and, secondly, you have to
remember that we have an enormous pile of assets to
sell and we need these people to buy some of the
assets over time and, therefore, understanding what it
will take to restore wider investor conﬁdence in these
banks is central to our exit mission. Now, that is not
to say that we will necessarily always agree with other
shareholders, and I can certainly imagine situations
where we might not, but I do think that for us to do
our job well we have to have high-quality and active
relationships across the market, and that is
something we are doing.
Q614 Baroness Hamwee: Well, one might say of
course that, as shareholders, they have not done the
job which people are now saying they should have
done, so do you see your remit as not just the
immediate task, but also something to do with the
culture of the way banks and their shareholders
operate in the future?
Mr Kingman: Yes, I do. I think institutional
investors, like everyone else, have been shocked by
the scale of what has occurred and I think that that is
causing them to think about how they learn the
lessons of that and I think they are inevitably doing
that with varying degrees of thoughtfulness and
engagement, but in the conversations I am having I
do not detect a bunch of people who are saying,
“Golly, we got all this right over the last few years”
at all; they have obviously suVered very substantially
ﬁnancially as a result of their investments.
Q615 Baroness Hamwee: So active shareholding as
well as active citizenship maybe. Can I also come
back to the question of your own resources. You said
there are 11 people, I think, just now and RBS have a
team of three. Are there enough of you and have you
got enough resources?
Mr Woods: I think the answer, with our current remit,
is yes. I think the key point to note here is that we
have been set up to manage the Government’s
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investments, not to manage the banks themselves, so
UKFI is more akin to a fund manager or a private
equity ﬁrm rather than some kind of huge corporate,
and those types of ﬁrms are generally quite small. We
have taken the view that, if we hired millions of
people, that would just create a kind of unnecessary
bureaucracy, if you like, for the banks, but there are
two caveats I would put on that. One is, and I think
this is relevant to another area the Committee may
want to inquire about, that we have built into our
budget quite a lot of room for professional advice
because, clearly, we are going to need a lot more help
on particular areas at particular times. The second is
that we have not built into our budget any
transaction fees that might come at the point of exit,
which would obviously be rather large compared to
our budget.
Mr Kingman: I would just add two points, if I may.
Firstly, I am not in doubt that, if we felt that we
needed additional resource, I do not think there
would be huge reluctance on the part of the Treasury
to give it to us. The second is that, as it happens, I
spent a fascinating two hours with the man who did
an equivalent of my job in Sweden in the early 1990s
which went through a similar kind of crisis, although
the job was not identical, but it is interesting that the
organisation he ran was of a very similar size, which
I ﬁnd slightly reassuring.
Q616 Chairman: Do you, incidentally, have any
communication with the FSA in respect of the banks
in whom you have a large holding?
Mr Kingman: We do have a relationship with the
FSA, but we do not have, and I do not think it would
be proper for us to have, access to, as it were, private
information that was not available to other
shareholders. For example, if the FSA supervisors
had an anxiety about something in one of the bank’s
books, that is not something they would normally
communicate to us and it is not something I would
expect to know.
Q617 Chairman: How about the other way round?
Supposing some of your staV came across something
that they thought was out of order in the banks in
which you had a shareholding, would you feel any
obligation to blow the whistle?
Mr Kingman: Yes, we would, without hesitation.
Q618 Lord Currie of Marylebone: Remuneration
issues in some of the banks for which you have a
responsibility have attracted a certain attention and
people have been critical of some of the decisions
made by the remcos. Do you see it as part of your
remit to make sure that there is no recurrence of that
and have you taken steps to sort out those issues?

Mr Kingman: Yes. I think that, if one looks at the list
of things that went wrong in these institutions,
remuneration was certainly one of them. It is quite
clear that incentive structures, I would say, certainly
at RBS were part of the problem. I am not saying that
perfect remuneration structures would deﬁnitely
have necessarily avoided the problem, but they were
certainly an issue. Both RBS and Lloyds are
fundamentally reviewing their remuneration policies
going forward and we have also in the short term
agreed with both banks, but I think it is particularly
germane at RBS, a very fundamental change in the
structure of the way bonuses are paid in the very large
investment banking business of RBS. RBS was, I
think, one extreme in the sense that it quite unusually,
I think, paid out bonuses 100% in cash. What we have
agreed with the Board going forward and in relation
to 2008 bonuses is that, where they pay bonuses, they
will be paid over three years, they will be subject to
clawback and they will be paid in capital rather than
in cash. I think that is a fundamental reform and this
is quite possibly the largest and most fundamental
reform of any large bank in the world and I think it
is a better structure.
Q619 Lord Currie of Marylebone: Supposing the
boards of the banks did not agree with you on that
question, would you be able to impose your views on
the banks or is it for the banks themselves to decide?
Mr Kingman: Well, I think that this question has a
number of levels. In recent months, the banks have
been seeking substantial ﬁnancial support from the
Government and, therefore, the Government was
able to attach very speciﬁc conditions to those deals.
Looking forward, these decisions are for the boards
and they will certainly want to discuss them with us
and of course, like any shareholder, we will have to
vote on the remuneration policies set out in the
remuneration report. My guess is that the boards
might not want to have us voting against their
remuneration reports and I think that gives us a
certain leverage, but it is a discussion with them and
they are running the business.
Q620 Lord GriYths of Forsyth: Can I come back to
this question that you do not intervene in the day-today management, and I particularly understand the
point in relation to Lord MacGregor’s question, that,
if, for example, the banks lent to individual
customers and individual corporations, you would
not want to get involved in that at all, but I have two
questions. The ﬁrst is: do you really need to intervene
on a day-to-day basis to have the eVect that you
would have if you did intervene on a day-to-day
basis? I have been on a company board in America
and, frankly, one shareholder got up to 20% and then
there was another signiﬁcant shareholder and I think
I can honestly say that the CEO was second-guessing
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what these shareholders would be thinking if he took
certain actions. If I were the CEO of one of the banks
you are managing the interest in, say RBS, and you
have 70% ownership, I should surely be secondguessing all the time the way you would respond to
day-to-day decisions I would take? Secondly, there
are surely some areas in which you would want to
intervene. Let us assume you have an investment
bank as part of one of the banks that you are
managing investments in and they are asked by a
client to do a very large, complex and risky structured
trade and one of your concerns is managing risk. I
cannot see how, in that situation, somebody would
not want to come to you and say, “How do you feel
about us doing this particular deal?”
Mr Kingman: Let me take those questions in reverse
order, if I may. I do believe that we should take a very
close interest in the way in which our banks manage
risk, and again it is very clear that one of the things
that went wrong in these banks, particularly at RBS
and HBOS, was that risk was mismanaged, and I
think we need to understand the way in which that is
going to be reformed and I think we need to
understand the risk appetite of the banks going
forward. I would not expect banks to discuss with us
individual transactions. What I would expect is for
them to be operating an approach to risk which is
consistent with our appetite for risk, as a large
investor, and which would then apply to whatever the
large transaction was.
Q621 Lord GriYths of Forsyth: But what would you
see as your relationship with the Risk Committee?
Mr Kingman: Well, ﬁrstly, I would think that having
a relationship with the Chair of that committee
would be one of the most important relationships
that we would have. I would also think that having a
serious relationship with the head of risk in the bank
would also be one of the most important
relationships we would want to have, and our having
conﬁdence in those two people would be desperately
important to us.
Q622 Lord GriYths of Forsyth: And that will be a
continuing dialogue, will it not?
Mr Kingman: Yes. If you take the two situations, at
RBS, Stephen Hester has made it very, very clear that
a new approach to risk is central to his strategy. At
Lloyds, essentially, I think, there is a strong sense that
Lloyds’ approach to risk was better than some
others’, and essentially what they are doing is
building an approach across the merged bank which
is informed by that experience. Now, in both cases,
both banks are saying to us absolutely the right
things, as it were, at a sort of headline level, but what
we really need to understand is the kind of concrete
speciﬁcs of how will we know that that has really
happened, what are the kind of concrete milestones,

and that is the nature. We will certainly want to meet
them regularly and that is something that, I would
hope, other shareholders might also be interested in.
Mr Woods: There is a distinction, I think, between not
getting involved in the day-to-day management and
not taking an interest in the detail. So on RBS
bonuses, for instance, we thought that was a strategic
issue for the company, but, in order to be able to
engage with it in a meaningful way, we had to
understand the detail. This also comes back to the
question about the level of the shareholding and I
would say on issues like that that we are in deeper
than even a fairly large institutional shareholder
would be.
Q623 Lord GriYths of Forsyth: If I were the CEO of
RBS, and here you have 70%, you would not need to
tell me day-to-day what to do because I would be
asking myself that question all the time.
Mr Kingman: Firstly, Stephen Hester and Eric
Daniels are quite strong-minded people and I think
that is a good thing. Secondly, I think this is one of the
reasons why we have to be quite disciplined about the
nature of the sorts of issues that we choose to get
involved in, and there is a diYcult balance to strike
here because we are there to protect the taxpayers’
interest, but, equally, if we inundate these banks with
endless second-guessing questions from people who
may be actually less well qualiﬁed than those on the
boards of the banks to answer them, frankly, we are
never going to get decent people to run these banks,
and that goes to the point we were discussing earlier
about the number of people in our organisation and
the conscious decision that we have taken to keep it
reasonably lean. Now, I think that not everyone
would necessarily support that decision, but I
personally do think it is the right one.
Q624 Lord MacGregor of Pulham Market: I
understand your point about focusing, as a priority,
on risk, but, given that so many large organisations,
including the credit rating agencies, have frequently
got risks so badly wrong, with 11 to 15 staV, how do
you have the resource to actually assess that?
Mr Kingman: We deﬁnitely do not have the resources
to build the risk management systems for the banks.
I think we have the resource, particularly if we draw
on professional help, to understand whether the
banks are themselves doing what they say they are
going to do. Some of these discussions are very, very
sophisticated, and rightly so, around exactly what
models work and so on, but actually, in essence, what
went wrong in RBS and HBOS was really quite basic.
In RBS, I do not think it is a huge exaggeration to say,
this became a machine built around short-term
earnings growth and revenue growth and, when one
looks at some of the risks that were built up on the
balance sheet, they are really quite startling. I think
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that we now have in place a management team who
are determined to take a diVerent approach and what
we need to do is to hold them to account for
delivering the new approach that they tell us they are
going to put in place.
Q625 Lord Forsyth of Drumlean: Just following on
from Lord GriYths’ point, I am bound to say that, if
I were running either of these banks, I would be, like
Lord GriYths, thinking, “What is Mr King and his
colleagues’ reaction to this going to be?” Now, you
say they are strong characters and they would not do
that, but what about you? Are you not thinking,
“What would the Prime Minister’s or the
Chancellor’s reaction to this be?”?
Mr Kingman: Well, I always like to think what the
Prime Minister and the Chancellor would think
about anything, but I think I have been given a job to
do which is set out in the Framework Agreement and
I think I have a good understanding of what they
want from UKFI. They have taken a decision to ask
us to take a commercial approach to managing the
investments and that will occasionally involve things
that, I am quite sure, will be politically quite
challenging, and we have talked about some of them
today. If the Government wanted to manage these
assets directly, it would have chosen to manage them
directly. It has chosen to create an arm’s length
company to do so and I think we have been given a
reasonably clear—
Q626 Lord Forsyth of Drumlean: Is the answer to my
question yes or no?
Mr Kingman: My answer to the question is carefully
structured.
Q627 Lord Forsyth of Drumlean: We had this with
Lord Myners and, when he said that, it meant yes, so
does that mean yes? Is this Treasury speak for yes?
Mr Kingman: In all seriousness, if ministers wanted to
manage these assets directly, they could have chosen
to do so.
Q628 Lord Forsyth of Drumlean: I understand that
and, by the way, I think the Government did the right
thing in trying to establish the arm’s length
arrangement, and I am not critical of that at all, but I
am just wondering whether you, in carrying out your
duties, in the same way as, I think, Eric Daniels and
Mr Hampton will be thinking, “What would UKFI’s
view of this be?”, are thinking, “What would the
Government’s view of this be?”? An example is
remuneration policy, for example, where on
remuneration I think the FSA’s view is that perhaps
there is an opportunity, by looking at capital
requirements, to allow people to set that in order to
have competition. Now, you have already told us this
afternoon that on remuneration you have taken a

very active view, and I suspect that is because you are
thinking, “I wonder what the Government’s thinking
about this”.
Mr Kingman: Well, remuneration is an interesting
example because the discussions on remuneration at
RBS and Lloyds took place at the same time as those
banks were going to the Government for very
signiﬁcant additional ﬁnancial support and,
therefore, ministers could not avoid taking a decision
at the same time, and the role we came to play in that
situation was, to some extent, to be a broker in that
negotiation. I happen to think that we added value in
that negotiation by working with RBS, in particular,
to reshape that bonus structure in the way I have
described. In the future going forward, and both
banks, as I said, have agreed to review their
remuneration structures going forward, that is
something we intend to approach commercially, and
that is something I have been given by the
Government.
Q629 Lord Forsyth of Drumlean: But, if I were you,
let us suppose they come up with a remuneration
structure and they argue that, in order to be
competitive, they have to have this particular
structure, are you not thinking, “How is this going to
look on the front page of The Daily Mail and what is
the reaction going to be of ministers?”?
Mr Kingman: I think the banks themselves need to
think about, what you might call, a sort of franchise
issue for them which is how the public will feel about
some of the decisions that they take, but we are not
embarrassed. For example, we have announced this
afternoon that we are supportive of the remuneration
structures that have been put in place for Stephen
Hester and Philip Hampton going forward. Now,
both of those individuals are being paid large sums of
money and, in the case of Stephen Hester
particularly, his remuneration will be tied very closely
to his success in getting the share price up and, thus,
facilitating our exit. I am unembarrassed about that
and, if that results in headlines, well, so be it, the job
I have been given is to try and maximise value.
Q630 Lord Forsyth of Drumlean: While on the
subject of remuneration, do your concerns about
remuneration extend to the advisers who advise these
banks on their transactions?
Mr Kingman: Well, those relationships are
commercial matters for them. I would always expect
them to want to get value.
Q631 Lord Best: Can I ask whether it would have
been necessary to form UKFI at all if the 2009
Banking Act had been around when the ﬁnancial
crisis broke and indeed whether, now that we do have
the Act, it could be used to transfer your portfolio of
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companies for the Bank of England to control and
you could then be wound up?
Mr Kingman: Well, I think the answer to your
question is that the 2009 Banking Act provides for a
variety of routes through which banks can be
handled, including a bridge bank managed by the
Bank of England, but also including taking banks
into public ownership and, in that case, they could
either be managed by the Treasury directly or by a
company such as ourselves and owned by the
Treasury, so the 2009 Banking Act gives the

Government the full range of options open to it. As
a legal matter, I think the Bank of England could own
a bank and I think it could have owned a bank before
the 2009 Banking Act, so I do not think the 2009
Banking Act has changed that position, but it has
created new routes, such as the ability to run a bridge
bank and so on, which did not previously exist.
Chairman: Well, unless there are any other questions,
I think we will draw stumps now, and thank you very
much indeed for spending some time with us this
afternoon; it has been very helpful.
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Examination of Witness
Witness: Alastair Clark, former Adviser to the Governor, Bank of England, examined.
Q632 Chairman: This afternoon’s hearing is the last
in the Committee’s inquiry into Banking Supervision
and Regulation and members have already declared
their relevant interests. Welcome to the Economic
AVairs Committee and thank you for making time to
be here with us this afternoon. Would you like to
make any introductory remarks or shall we just
kick oV?
Mr Clark: I do not think so . . . I received a list of the
questions you suggest and am very happy to tackle
those.
Q633 Chairman: Perhaps I could start oV. Could the
recent ﬁnancial crisis have been prevented, or at least
mitigated, by more eVective regulation or supervision
of the ﬁnancial sector or was it just going to happen
anyway?
Mr Clark: Perhaps I should just say that from 1997
until 2003 I was the Executive Director in the Bank
responsible for ﬁnancial stability and from 2003 until
2008, with a short intermission when I thought I had
retired, I was adviser to Mervyn King on ﬁnancial
sector issues. On the ﬁrst question, at one level the
answer is certainly yes. Obviously if you make
regulatory provisions suYciently onerous you can
probably avoid instability, but at the cost of serious
impairment of eYciency. Most of the important
regulatory judgments are a matter of balancing those
two factors: how much are you prepared to pay for
incremental increases in safety? Putting that high
level observation to one side, there were aspects of
regulation within the structure that we did have
which may not have been capable of heading oV the
crisis completely but might have attenuated its eVect
and might have given us perhaps a bit more time to
think about other possible responses.
I am not sure where this would appear in the list of
questions, but it seems to me that one issue is not so
much the diagnosis, because a fairly broad view has
emerged that in terms of identifying the factors which
contributed to the crisis most of them were actually
identiﬁed. What did not happen was that action was
taken in response to that diagnosis. That is a question
almost irrespective of what regulatory regime you
have. If you are not in a position or for whatever
reason do not respond to the signals you are being
given, then you will not head off the problems.

Q634 Chairman: Just to clarify a little, you
mentioned structure earlier on. Do you think this is a
structural issue that things were not pursued?
Mr Clark: I think it is almost a psychological issue.
It is a balance between pre-emptive action which in a
sense is too early and can unnecessarily infringe on
the rights of private owners and managers of ﬁrms on
the one hand and, on the other, leaving it too late,
until you have a case beyond all reasonable doubt, by
which time it is almost certainly too late to intervene
eVectively. The tension between the balance-ofprobabilities criterion and the beyond-allreasonable-doubt criterion is one of the deeper
questions to be resolved. How far do you want to be
towards the balance-of-probabilities level of proof
before you intervene and how far do you want to wait
until it is all but certain, in which case there are
probably limited options to pursue.
Q635 Chairman: Which way would you have
jumped yourself? Are you a balance of probabilities
man or an absolute certainty man?
Mr Clark: I would go about 30 degrees towards the
balance of probabilities. I think we have been too far
towards the beyond all reasonable doubt end of the
spectrum. The counterpart of that is that there has to
be an acceptance on the part of the public and, may
I say, politicians that it will sometimes mean
intervening and infringing rights in circumstances
where conceivably things could have turned out all
right but where it is not suYciently clear they would
have turned out all right for it to be a safe bet.
Q636 Chairman: Do you think the reason why
supervisors in this case did not nip the problem in the
bud was a judgment that they were going to look for
certainty? Was this deliberate or was it eye oV the
ball?
Mr Clark: I am presenting a rather theoretical
perspective on what happened. But I am saying that
there is this underlying issue all the time and I think
there has been an inclination to wait for certainty or
as near certainty as is achievable before acting. There
were other factors as well. Frankly I am not sure
people did entirely spot was going on. What I am
saying is that even with an accurate diagnosis, which
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in many cases we had, the radar was not connected to
the defences..
Q637 Lord Forsyth of Drumlean: Is it not a bit like
being in a car crash and seeing that you are going to
crash the car but not grabbing the wheel until you
have hit the wall?
Mr Clark: Yes, that is a possible analogy. In those
circumstances though I am not quite sure what would
deter you from seizing the wheel, but in these
circumstances what deters one from acting sooner
rather than later is quite properly a concern about
unnecessarily infringing normal rights of ownership
of property and so on.
Q638 Lord Forsyth of Drumlean: Yes, but to
continue the analogy, there is a wall there. You might
not hit the wall but I would be inclined to grab the
steering wheel.
Mr Clark: That pushes you towards the balance of
probabilities.
Q639 Lord Forsyth of Drumlean: One of the things
which really has puzzled me as we have had the
evidence in this inquiry is that people were giving
warnings, they could see that banks like HBOS were
building huge property portfolios, presumably they
were aware that banks were making loans with
gearing levels of 90 plus and more. Now people are
saying we need to have more regulation but this is not
actually a failure of regulation or a failure of powers,
it was a failure to use the powers which were
available. I cannot quite understand why no-one
seemed to reach out to grab the steering wheel when
very bright and very able people could see that there
was a wall there and they were going oV the road.
Mr Clark: I must say I rather agree with you. It is not
obvious that the deﬁciency was lack of powers. There
are certain powers which it would have been helpful
to have, but even with the powers which existed, if
they had been used more determinedly, it would have
had some positive eVect. Why did that not happen? A
whole host of reasons, one of which is the basic point
I make that the psychology has been towards waiting
until you are absolutely ﬁreproof before acting. If you
are seen to act prematurely, you potentially attract all
sorts of ﬂak. Another may be something as mundane
as self-conﬁdence on the part of regulators. One of
the counterparts of having a principles-based
approach to regulation is that you have to have
people implementing it with suYcient experience and
self-conﬁdence to make judgments. If you are not in
that position, the tendency is to go for the box-ticking
approach and conﬁne yourself to what is actually
written down. That may be another reason why
people were not prepared to say yes, all the boxes are
ticked, but actually it does not add up.

Q640 Lord MacGregor of Pulham Market: You also
said in your ﬁrst answer that messages were being
given, presumably by the regulator and you said “If
you . . . do not respond to the signals you are given”.
Who is “you”?
Mr Clark: The authorities. I am not diVerentiating
between the FSA, the regulators, central banks,
Treasury and so on. Messages were being generated
internally and messages were certainly coming
externally about some of the risks. Collectively there
was, for reasons which we could discuss at length, a
lack of response and I do not want to point the ﬁnger
particularly at any one party; it is not particularly
productive to do that and I do not think it is the
essence of the issue.
Q641 Lord Eatwell: I want to take up your point
about people being a bit nervous about intervening
and therefore standing back. One of the things which
is built into FSMA is the role of the tribunal and the
appeals to tribunals and there is no doubt that the
FSA was beaten up a couple of times by the tribunal
and became very nervous and there was a general
nervous feeling that the tribunal was not on the
FSA’s side and indeed was not even balanced, was
hostile. I am not saying whether that was true or
untrue but that was the feeling in the FSA. Would
that be your experience as well and would that be one
of the factors which were contributing to this?
Mr Clark: Frankly I do not have suYcient case-bycase knowledge of the tribunal to be able to say
whether that is a reasonable judgment or not. It very
likely is; it may have been one of the factors
contributing to a reluctance to intervene, the feeling
that they would not get support. It comes back to the
point I made; it is ﬁne saying act more promptly, but
there has to be willingness on the part of various
other parties involved to say “You acted in good
faith; actually it turned out to be unnecessary but we
are not going to hang you as a result”.
Q642 Chairman: At least one of the witnesses we
have seen before came out strongly against
principles-based regulation on these grounds and
preferred a rules-based approach for the very reason
that it would take this psychological problem away
from the supervisor. Where do you stand yourself?
Mr Clark: Callum McCarthy was very keen to make
the point, and I agree with him, that . it was always a
slightly false dichotomy between principles and rules.
Even though the FSA was ostensibly pursuing a
principles-based approach it still had an 8,000-page
rulebook or whatever the number is. So the idea that
there was a ﬁve-page version of an 8,000-page
alternative does not really run. Emotionally I am
more towards the principles end because I do not
think you can draft rules in a suYciently precise and a
suYciently timeless way to be valuable over a period;
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they are likely to lead to distortions. However, if you
do go for the more principles-based approach, then
you do need to have people of experience, ability and
credibility to operate the system and people who are
perceived to be of that kind by those they are
regulating.
Q643 Lord MacGregor of Pulham Market: Like
others we have been having a lot of discussion about
systemic risk. How important in your view is speciﬁc
information from the institutions and banks for
seeing the growth of systemic risk, for its assessment
and its management? Was the Bank’s access to this
type of information seriously impaired when the FSA
assumed responsibility for bank supervision?
Mr Clark: It is important; in fact I think it is essential.
First of all it is the raw material for constructing a
systemic view. There are some issues here which we
should maybe not pursue now—for example the
information collected from individual ﬁrms is not
necessarily in a form which allows the aggregate
position to be constructed very easily; the data is
incompatible in one way or another. But in principle
it is essential to have that information. It is important
from the point of view of providing the context for an
assessment of systemic risk. It is also important from
the point of view of providing local colour, if I can
call it that. I do not just mean numbers but actually
having a view about why business is evolving in a
particular way, what factors are driving it, what the
perceptions of risk on the part of practitioners are in
doing that business. I would put all of those under the
information heading, not just whether we know what
the holdings of three-month Treasury bills were on a
particular date. All of that is important. It does not
necessarily imply, in fact it need not imply at all, that
whoever has the responsibility for systemic
assessment necessarily collects all that data
themselves. Going on to your question about how far
the separation of the FSA impacted on the Bank, I do
not think it need have had a major impact in this area.
What changed in 1997 was not so much that an iron
curtain descended between EC2 and E12 or whatever
the FSA’s post code is. It was that the habit of mind
which perhaps existed in the Bank for the
supervisors, at least at the senior level, to talk to
others became less part of the environment. It
required a more deliberate eVort. Knowing what
questions to ask is partly a function of being at some
level involved with the raw material as it comes in and
that became more diYcult. I do not believe that
Michael Foot, who was my opposite number at the
FSA through much of this period, and I ever felt that
there was any deliberate obstruction or deliberate
holding back of information. There may have been
isolated incidents but as a general proposition that
was not an issue. But it may have been that people in
the Bank were less clear about what questions they

should be asking. Certainly after 2003 there was, it is
now well recognised, a change in philosophy in the
Bank about the extent to which we should be looking
at individual ﬁrms, and reinforcement of the view
that this was not really the Bank’s territory.
Q644 Lord MacGregor of Pulham Market: On the
point you were making a moment ago about the
Bank deciding what areas it should be looking at
because it was physically in touch with ﬁrms, Mervyn
King told us in a hearing with us that he would prefer
it if the Bank were given the power to gather
institution-speciﬁc information for itself, rather than
having to rely upon the FSA. I take it you would
agree with that.
Mr Clark: I would but the context has changed
because that is in the context now of the Bank having
an explicit ﬁnancial stability remit. I am sure you are
well aware that one of the debates in 1997-98 was
exactly whether to include an explicit ﬁnancial
stability remit in the Bank of England Act and the
conclusion at that time was that it was just too
diYcult to formulate in a way which made sense and
was not going to be restrictive. So it was taken out.
Now that we have that responsibility in the new Act
then the counterpart would be this more formal
arrangement to have information provided.
Q645 Chairman: Could the FSA act as the agent of
the Bank in providing the information?
Mr Clark: Yes, I think so. Certainly in the discussions
when I was at the Bank the way we envisaged it was
very much as a reserve power. Not so much that the
FSA might refuse point blank to collect information
because they thought it was unwise or unwelcome,
but because the FSA might not perceive that a
particular kind of data or particular kind of
information was relevant to their objectives. To have
a reserve power to collect it in those circumstances,
because it was relevant to the Bank’s objectives,
seems perfectly sensible.
Q646 Chairman: Putting words in your mouth but
do spit them out again, is your view then that it would
be sensible for the Bank to operate as a principal in
asking for information on the macroprudential and
the FSA as the agent?
Mr Clark: My view is that it should have the option
of acting as principal, if it does not believe the agency
route is delivering what it needs.
Q647 Lord Forsyth of Drumlean: This is all too
complicated for me. You are hinting that in order to
have proper supervision and to ensure stability you
need to have clever people who are well informed and
know what is going on. So why would it not be
simpler to have the Bank doing that and not involve
the FSA at all? Why was it possible to put in
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legislation a responsibility for stability now but it was
so diYcult and complicated back in 1997-98?
Mr Clark: Let me take the two points separately.
Why not give the Bank the whole thing? You could
do. I do not know what the ﬁgure is now but the
rough proportion of the FSA’s eVort that has been
spent on prudential regulation is about one quarter
or 20%. The other 75% of the FSA’s activities are
concerned with what in the jargon would be called
conduct of business regulation, seeing that people
treat customers fairly, looking after the way products
are advertised and so on. That is territory where the
Bank and central banks generally have never really
had any particular locus or any great expertise. You
could make a case—and it has been done in the
Netherlands and it has been done in a diVerent way
in Australia—for having a separate prudential
regulator, capital liquidity, that sort of thing. You
could make a case for having that in the central bank
and that is the situation in the Netherlands, as I am
sure you know. There is no knock-down argument
against it. But it is a major undertaking: it would
involve in practical terms a signiﬁcant rejigging of the
structure and, again, it would involve areas like
insurance regulation where there is no great tradition
of central bank knowledge or involvement, but it
could be done. The notion of doing the whole thing
in the central bank, for all sorts of reasons, would be
unwise, not least because there are 3,000 people in the
FSA and 1,500 people in the Bank and probably a
diminishing number in the Bank so it would not be
predominantly a central bank.
Q648 Lord Forsyth of Drumlean: Forgive me but
that is the easy answer and no-one is suggesting that.
The question is whether it would not be sensible, as
far as macroprudential supervision and the ability to
deal with institutions are concerned, for that to be
clearly the responsibility of the Bank and that they
should have the ability. That is what I am ﬁnding it
diYcult to understand, what the arguments are
against that.
Mr Clark: I do not think there is a knock-down
argument against it and the fact that it has been done
in other places suggests it is perfectly possible to do
it. But it is not actually a sure-ﬁre recipe for an
improvement in the arrangements. I am not sure
thisquestion, whether it is the FSA, whether it is the
Bank, doing regulation is really the nub of the issue
in terms of what has gone wrong over the last two
years or the period running up to that. I must say I
would be nervous about getting too ﬁxated on
structural change of that kind as a remedy for what
has happened. It might have some contribution to
make but I would not be totally conﬁdent and I do
not think it is a critical contribution amongst the
other factors which have been involved.

Q649 Lord Best: A number of commentators have
said that, because the Bank took seriously its
responsibilities for monetary policy, after 1997 fewer
resources, including particularly human resources,
were then devoted to issues of ﬁnancial stability. You
were just saying that 1,500 people work in the Bank
and you know the answers from the inside. Was there
a switch of resources, a diminution in resources in
terms of manpower devoted to ﬁnancial stability
issues?
Mr Clark: May I just step back a pace? In 1997 before
the new structure came into eVect, the Bank had four
areas: monetary policy, market operations, what was
called supervision and surveillance, which was the
line supervision function and an area called ﬁnancial
structure, which was the area for which I was the
executive director. When the supervision and
surveillance function was cut out and transferred to
the FSA in 1997-98 we actually expanded the
ﬁnancial structure bit quite substantially and Eddie
was quite keen that we should do that. Over time we
came to some balance of views about how far that
should go. Everybody was very conscious of the need
not to duplicate or second-guess things which were
then being done by the FSA but equally it was driven
by the point we were just discussing about the need to
have ﬁrst hand information about what was going on
in the markets. That did change to a degree in 2003
because Mervyn took a diVerent view about the
appropriate scale and scope of that activity. I cannot
remember the numbers but I would guess that the
function which began in 1997 as ﬁnancial stability
was probably around 100 people. It went up to
around 150, 160 maybe, in 2002 and then came down
again over recent years to probably 120 or 110,
something like that. It did not all cut one way. The
emphasis on monetary policy post 1997 did not in
itself lead to a massive reduction in the eVort going in
other areas.
Q650 Lord Forsyth of Drumlean: You made a speech
in Beijing in 2006; I do not know whether you
remember it. How important do you think the shift
from the originate-and-hold model to the originateand-distribute approach to lending business was?
Did the Bank and other regulatory bodies have
enough information to evaluate the consequences of
this shift
Mr Clark: I am trying to remember what I said in
2006. The answer to the question of substance there
is yes, I do think it makes a diVerence. I would not
pretend for a second that all the implications were
identiﬁed but one of the implications which was
identiﬁed was the question of whether the originateand-distribute process and the enormous growth in
the use of credit derivatives, particularly credit
default swaps, did not act to impair the overall
quality of credit risk assessment in the ﬁnancial
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sector. The argument is a very simple one, that in the
traditional banking model a lender on the whole
would keep in touch with the borrower and would
maintain some sort of dialogue with the borrower
about the state of their ﬁnances. On the other hand,
in the originate-and-distribute model the people who
end up holding the credit risk often have a very
distant or no relationship with the borrower. Unless
you put some pretty strong posts in the ground to
lean against that it will very likely lead to an erosion
of credit risk assessment capacity and quality. We
have seen that borne out. A report was written in
about 2003 by the Committee on the Global
Financial System in Basel about the implications of
credit risk transfer. This was one of the concerns
highlighted in that report. It is a broader version of
originate- and- distribute issue, the point being that
the capacity to transfer credit risk to remote parties
with no direct relationship to the borrower does
potentially cause concern. And the people who were
arguably supposed to provide a substitute credit
assessment, the rating agencies, fell down on the job.
Q651 Lord Forsyth of Drumlean: That is what you
said in Beijing, you said it should be monitored. You
also said that the shift was important but you were
pretty ambivalent about the scale of the problem and
you gave four reasons why disintermediation in the
credit markets was not as far-reaching as a casual
reading of the ﬁgures appeared to suggest.
Everything is easy with hindsight but this made me
wonder whether the Bank really had suYcient
information to evaluate the consequences of a shift
which was deliberately taking place.
Mr Clark: Let me just put the positive side; I am sure
it is familiar but let me put it anyway. The great plus
about the capacity to transfer credit risk is that if you
are a bank with a set of customers predominantly
concentrated in a particular area or a particular
industry, the capacity to dispose of some of that
exposure and acquire exposure in another area,
another industry, is in principle a useful thing to be
able to do; it is a way of diversifying risk. There are
beneﬁts potentially. The question is whether it can be
done in a way which does not erode the quality of
credit assessment generally. In fact there are various
ways of doing that, one of which is actually to insist,
and this is being suggested again now, that the
originators should retain part of the exposure
themselves so that they do have some skin in the
game. Things of that kind are certainly elements of a
potential package of measures in the future. The
other point to make is that in 2006—I cannot
remember the numbers but certainly when we wrote
the report in 2003—the total of credit default swaps
outstanding had just passed one trillion. It then grew
pretty well exponentially, so I would think that by
early 2006 it was probably eight trillion or something

like that. Before the roof fell in it was 60 trillion, so
there was a vast expansion in the outstanding
amount.. What might have seemed an open question
in the mid 2000s was not an open question by the time
we got to 2007-08.
Q652 Lord Tugendhat: I should like to ask you two
questions. One is one which I have asked a number of
people. Do you think that it is possible for one
institution to have responsibility for monetary policy
and for bank supervision, whether microprudential
or macroprudential, for two reasons, one is that it
faces a conﬂict of interest potentially because it might
be unwilling to raise interest rates if that
compromises supervisory objectives. The other
because there is so much odium attached to banking
supervision that that would contaminate its capacity
in fulﬁlling its monetary objectives. I wondered what
your view of that would be. You were at the Bank of
England when it was getting a lot of stick over
various regulatory issues.
Mr Clark: In principle both points have some force.
On the conﬂict-of-interest issue ﬁrst, yes, there could
be. I must say I am a bit doubtful though about how
important this really is. The classic example of a case
where you can argue whether or not action was taken
for self-serving reasons, the classic example of
tweaking monetary policy to respond to regulatory
concerns, was the US in the 1980s with Latin
American debt where there was some reasonably
clear evidence that the Fed was cautious about
raising interest rates until the banks had sorted out
their balance sheets. What that instance of the US in
the 1980s does illustrate quite well is that to cry
conﬂict of interest is not a knock-down argument for
separation of responsibilities. If there is a genuine
conﬂict of interest, the issue is not that, it is how to
resolve it. What is the mechanism for resolving it?
There may well be a tension between diVerent policy
objectives. The issue is: what is the institutional and
decision-making structure within which you try to
resolve it? I do not think it is obvious that alternatives
to having it done within a single institution are
necessarily preferable. If we go back to the US in the
1980s, if the Fed had aggressively pursued a policy of
raising interest rates when it saw inﬂation threats and
if the result had been that a number of the US major
banks had gone bust, I suspect somebody would have
wanted to strike a diVerent balance. The question is:
who does that? So in terms of conﬂict of interest—
Yes, there may be but I do not think that is necessarily
an absolutely convincing case for institutional
separation. Fallout? Again, I think there can be. It
was said after Barings, for example, and said after
BCCI, that this was impairing the credibility of the
Bank. There is something in that. If the general
perception is that the institution is damaged, it
probably does have some impact on the credibility in
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monetary policy terms. But I would not attach
enormous weight to that either. I think it does have
some weight, but it is not an absolute killer argument.
The more telling thing in a way is a practical point
and that is that if the top management are
simultaneously struggling with supervisory and
monetary policy issues, there are only 24 hours in the
day and there is a real question about the capacity to
give due emphasis to the diVerent components. As
you will know, in circumstances where there are
institutions under stress, it is a potentially serious call
on resources.
Q653 Lord Tugendhat: A question which I do not
think we have asked before but maybe I was not here.
Do you think, again from your vantage point, the
fact that so many of the players in the ﬁnancial
services industry in this country have their
headquarters outside this country has had any
signiﬁcant eVect in any direction at all as to the
capacity of the supervisor to supervise?
Mr Clark: Taken cold, the answer must be yes, it does
have some eVect. That is the rationale, of course, for
all the time and eVort that have gone into developing
international understanding, MoUs, colleges of
regulators and other structures to deal with banks
operating in a number of diVerent countries. Without
that, yes the capacity would be seriously undermined.
You have to have that sort of infrastructure to
support the individual national regulators if you are
going to have substantial cross-border businesses.
The area where it is all the more diYcult is in crisis
management. One dog which has not barked in the
current crisis and something which concerned me was
that countries would ﬁnd it politically diYcult to
provide ﬁnancial support to ﬁrms when a signiﬁcant
part of that ﬁnancial support was actually sustaining
operations in countries outside their home base. I say
the dog which did not bark because the Americans
have been quite free in providing support to Citibank
et cetera without trying to carve out the portion of
their business which was in the United States from
the portion which was outside. We could have
reached a situation where people said they could not
justify spending US or German or whatever
taxpayers’ money sorting out the business of a
ﬁnancial ﬁrm outside their territorial boundaries.
That did not happen. The question of ﬁnancial
intervention to resolve a problem and so-called
burden-sharing is still unresolved. It has worked out
okay this time but looking to the future one would
like to think there was a better articulated framework
in place.
Q654 Baroness Kingsmill: Do you think that
liquidity should be more carefully regulated in the
ﬁnancial sector? What sort of regulations do you
think would be appropriate?

Mr Clark: The answer to the ﬁrst part is yes. In fact
liquidity was very much the country cousin to capital
regulation and one could say, and indeed it was said
with justice, that the time and resources which were
deployed on Basel II were actually unhelpful because
the whole of this vast machine was deployed on
developing ever more detailed reﬁnements of capital
requirements against diVerent categories of business,
and perhaps not thinking about what other elements
of prudential regulation mattered. One of them
clearly was liquidity regulation. The diYculty with
liquidity in contrast to capital is that whereas the
standard way of looking at capital would be to look
at the default experience of loans made to particular
sectors, come to some view in the light of historical
experience what a normal default rate on that
exposure was likely to be and therefore what level of
capital it would be reasonable to hold if you wanted
to have a chance of surviving in 99 out of 100 years
or whatever criterion you wanted to set, the problem
with liquidity is that it is, in the jargon, endogenous.
A ﬁrm will remain liquid as long as other people are
prepared to buy its IOUs. If you can persuade people
to buy your certiﬁcates of deposit or put money with
you on deposit, you can carry on for ever. But the
question of when people will lose conﬁdence is not
something to which it is at all easy to apply statistical
techniques.
Q655 Baroness Kingsmill: It sounds rather as though
you think it is impossible to regulate.
Mr Clark: The “capital” approach is attractive in
principle and worth pursuing, indeed I can say we
have pursued it in the Bank but without really being
able to take it to a point where one felt conﬁdent
about the quantitative results. The fallback position
is to say we do not know what precisely the level of
certainty is but we want to insist that banks have
plausible contingency plans against pressure on their
liquidity. That may be in terms of holding a particular
quantum of government assets where you are as sure
as you can be that they are going to be acceptable for
discount with the central bank. It might be, although
this is obviously less certain, through having secure
credit lines from other banks, but there is a circularity
in that because everybody cannot prop up everybody
else. However, you are left with a kind of menu of
rather scrappy options and have to say what you are
going to look at is how a bank puts these together
into an overall contingency plan for dealing with
liquidity pressures. That is probably about the best
you can do at present.
Q656 Baroness Kingsmill: This conservative
approach, this cautious approach to liquidity which
you are suggesting could be seen to limit innovation
and entrepreneurialism, could it not?
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Mr Clark: I am not sure why it would do that in itself.
How conservative or how aggressive it is depends on
where you set the numbers. If you insisted, as we did
30 years ago that banks should hold, I think it was,
28 per cent of their balance sheet in a rather narrow
group of liquid assets, that is conservative in the sense
that it is narrow but it is not conservative in the sense
that it is a pretty draconian requirement. You can
impose quite stringent requirements even with
relatively simple instruments. I think it is possible to
be somewhat more ﬂexible but, as has been pointed
out on a number of occasions in the press, as against
28 per cent or whatever the number was it is now
down to one or two, which is probably a little low.
Q657 Baroness Kingsmill: The collective memory of
this current crisis is going to tend towards caution, is
it not?
Mr Clark: Yes and no doubt that is a good thing. But
it is of course a wasting asset.
Q658 Lord Eatwell: I have little bits and pieces of
questions really but the ﬁrst point I should like to ask
is that you mentioned a couple of times 2003 as a
benchmark in which the policy of the Bank changed.
Could you elaborate on that a little bit?
Mr Clark: Nothing more elaborate than the fact that
Eddie stood down and Mervyn became Governor
and they took diVerent views on a number of things
-I do not think one is unequivocally right or wrong—
including the proper extent of the Bank’s
involvement in ﬁnancial market, ﬁnancial stability
issues. I know Mervyn has appeared before you and
no doubt made this point. He is very clear that to
have responsibilities without instruments is not a
good place to be and it is quite true that in the rather
fuzzy, ill-deﬁned ﬁnancial stability context which
existed post 1997 there were no very clearly deﬁned
instruments. One of your questions was about
instruments and we shall perhaps come on to that,
but whatever one says, the framework was not clear
and to be held to account in the way that the original
MoU in theory required was unrealistic.I do not
know whether you are familiar with the 1997 version
of the MoU but it says in the introduction to one of
the early paragraphs that the Bank will be responsible
for the maintenance of the stability of the ﬁnancial
system as a whole and in this context, one, two, three,
four, ﬁve, six. Read literally that is a completely
impossible remit to have. Even if you had all the
instruments you could not be responsible for the
ﬁnancial system as a whole; and that was certainly
true with a rather ill-deﬁned set of instruments which
in many cases amounted to not much more than
talking about problems. All that is by way of
background but just to say that Mervyn felt ﬁrmly
that to have responsibility without the instruments to
discharge it was unwise. In fact we did amend the

MoU in 2006 to say instead of “have responsibility
for” “will contribute to”, which makes it somewhat
easier. Even so we are left with the question of
instruments and the argument since then has been
about whether one can specify instruments which
would maintain ﬁnancial stability more convincingly.

Q659 Lord Eatwell: Some clarity has been
introduced by the Banking Act which made ﬁnancial
stability a key objective; I must say I thought it
always had been but there we go. It set up this
Financial Stability Committee which is an entirely
internal committee of the Bank. In his review Adair
Turner has argued that committee should have been
a joint committee with the FSA and the Bank. I was
wondering whether, in institutional terms, you had a
view as to whether things had been clariﬁed by the
Banking Act and whether Adair Turner’s case is a
strong one.
Mr Clark: It would be optimistic to say that it has
been entirely clariﬁed. In a sense I am the wrong
person to ask because I did not draft the current
legislation but I think the notion that underlay it was
that in parallel with a separate objective one should
try to reproduce the monetary policy framework of
decision making. Now of course that falls at the ﬁrst
hurdle because the FSC is not an executive group, it
is an advisory group, whereas the MPC is obviously
an executive group. But I think that was the basic
notion. Could it be helpful as an advisory group? It
could in principle but then it requires that
appointments to Court provide a suYcient pool of
people with expertise and knowledge to contribute to
the debate. The Court has been shrunk quite
signiﬁcantly. I cannot remember how many people
are supposed to be on the FSC, but let us say four or
ﬁve, so at least half the outside members of court will
have to be people with a fairly strong ﬁnancial
background. This may not be a bad idea. One of the
questions about the composition of Court over recent
years has been whether there were enough people
with a ﬁnancial background. I do not think that is
necessarily pushing in the wrong direction. But there
is this point, which is a well-known issue, of ﬁnding
people who are knowledgeable but not conﬂicted.
You want to get people on the Court who are
knowledgeable and in the past we had a number of
people who were current practitioners. But it is quite
diYcult in some circumstances to see them being able
to function even in an advisory capacity. I cannot
remember the words in the Act precisely but I think
one of the sub clauses refers to oVering views on
individual situations or individual ﬁrms. I ﬁnd it very
diYcult to see how that can be squared with having a
current practitioner involved.
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Q660 Lord Eatwell: It is how the old regulatory
system worked. The Securities and Futures
Authority was all practitioners.
Mr Clark: It depends what they are being asked to
do. It is one thing taking a view on the rules and the
framework. It is a diVerent question if you are talking
about response to a particular problem. Of course
you can do whatever you like, but there is an issue
about the consistency of that.
Q661 Lord Eatwell: One other aspect of Adair
Turner’s report. One thing he makes a major issue of
is that the theory of ﬁnancial markets and the theory
of regulation are wrong. He just says this. He says it
in an eYcient markets hypothesis and you have to see
the whole thing and there is a tremendous focus on
microregulation at the end. If the regulators on the
FSA side or in Basel had an incorrect theory in their
heads about what was going on, was that incorrect
theory shared by the Bank? Indeed, just to take it
beyond Adair Turner’s point, Alan Greenspan said
the same thing about the Fed, that their theory of risk
management was wrong. Do you think that incorrect
view was also characteristic of things in the Bank?
Mr Clark: I am not sure what the theory was. Just
before coming onto that, you asked about the
jointness of the FSC with the FSA. In a sense we have
already had that because the FSA have been de facto
if not de jure a member of the internal ﬁnancial
stability committee anyway. But if one were to
formalise it and pitch it at a higher level, it would
raise a question about what the tripartite group was
supposed to do. That was supposed to be the forum
for pooling views about the functioning of and the
risks in the ﬁnancial system. On the theory question,
I am not quite sure what theory we are talking about.
Were the focus of regulatory thinking and the
construction of capital requirements defective? Yes,
in some ways they were. They were defective partly
because they focused too much on the individual ﬁrm
in isolation and did not give suYcient weight to the
aggregation of those ﬁrms into the system. If one
were redesigning the structure, that is something you
certainly would want to remedy. But I do not really
understand what is meant by the theory more
generally. Obviously there are major questions about
whether the mathematical models that were used
were half as reliable and useful as the enthusiasts
maintained, partly because they were estimated on
data sets which were far too short, partly because the
structure in the ﬁnancial sector is changing all the
time so it is very diYcult to pin down the parameters,
but also because it is just genuinely diYcult to model,
especially these conﬁdence eVects. The overemphasis on mathematical models has been one of
the factors but I am not sure, in terms of a new grand
theory, what either Adair or others have in mind

beyond recognising that some of the assumptions
that underlay the existing arrangements were false.
Q662 Lord Moonie: Can a macro-prudential
supervisor be eVective without a policy tool?
Mr Clark: I think it can have some eVect. I know that
this is perhaps a slightly unfashionable view. It
depends in a way how explicit the policy tool has to
be. I do think that conveying clear messages on the
basis of analysis can have some eVect on how people
behave and on people’s thinking. But there is always
this dilemma that if you are too strident you are in
danger of precipitating the problem you are trying to
avoid. If you tell everybody that the commercial
property market is about to bomb, then you will very
likely encourage a decline in the commercial property
market. Part of the art of conveying ﬁnancial stability
messages is to put up a clear signal without causing
alarm and that is one of the challenges that you face
without another instrument. What the debate now
probably needs to focus on is that, if short-term
interest rates are hypothecated to delivering an
inﬂation target, in other words that is one instrument
and one target, what other policy instruments could
we deploy to deal with excessive credit growth or
some other ﬁnancial stability objective? We do need
to ﬁnd such instruments and one of the principal
areas of debate now is about the nature of those other
instruments and which ones are likely to be most
eVective. Is it some kind of adjustment to capital
requirements, is it some changes in the collateral
arrangements and what ﬁrms have to put up for
various kinds of transactions and so on? It is clear
that while short-term interest rates can only be
expected to deliver one target, they can nevertheless
aVect other targets including ﬁnancial stability. To
the extent you cannot address those eVects through
short-term interest rates, which by hypothesis you
cannot, you have to ﬁnd some other instrument to
tackle them.
Q663 Lord Moonie: How do you think information
exchange between the tripartite authorities should be
managed? Are the current arrangements for
information sharing adequate? There has been some
suggestion from other witnesses that information
ﬂow is sometimes poor.
Mr Clark: I was a member of the tripartite committee
of deputies for some ten years and I do not think we
ever felt there was a major problem of that kind. In
any case it would not be sensible to think about
information exchange, transfer, through the medium
of a committee as being the principal conduit. To my
mind the key thing is to develop a habit of mind
amongst the staV of the FSA, staV of the Bank and
staV of the Treasury, to the extent they want to be
involved; a habit of mind of talking, discussing
developments with their opposite numbers just as a
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matter of course. Trying to get to that position seems
to me far more likely to lead to a free exchange of
information than trying to formalise some committee
process. We have tried to develop that approach and
I think with some success. To be honest, initially in
1997-98, there were some sensitivities. There was, as
is well recognised, a concern that the Bank might be
trying to hang on to some of its responsibilities, that
it wanted to keep its ﬁnger in various pies that it
should keep out of and so on. Those sensitivities have
pretty much gone; in fact I think they have gone.
There is no sensitivity of that kind now and it seems
to me that the objective should be to develop a habit
of mind amongst the diVerent tiers of all three
organisations.
Q664 Chairman: We are going to leave the domestic
issues of the UK for a moment and look at the global
scene. Perhaps you could tell us how you think the
international coordination of macroprudential
supervision is best managed. Is the new Financial
Stability Board which was announced in the G-20
communiqué the right way of doing it? Can an
international supervisory body ever be eVective if its
role is entirely advisory?
Mr Clark: On surveillance ﬁrst of all, there are several
groups, starting with the IMF itself, who are engaged
in global surveillance at present. My general
comment on it is to say that I am sure you could
improve it, but it is back to this issue of connecting
the radar to the defences. The context in which some
of the recent problems arose was actually fairly well
identiﬁed but I think the priority is to reinforce the
follow-through to action. That is one of the
intentions in the revamping of the FSF into the
Financial Stability Board, to give a bit more push. As
I am sure everyone is aware, however, this runs into
all kinds of national, legal and other constraints
where people are bound by law to do certain things in
relation to their national ﬁnancial markets. The FSA
for example has some objectives deﬁned in terms of
UK markets and likewise elsewhere. It is quite
diYcult to envisage an arrangement whereby some
central body can insist that others do this, that and
the other. You can try over time to encourage people
to reach a similar understanding about what
objectives are reasonable and how they can be
pursued, but I do not think we are at that point yet.
My feeling is that to try to jump from where we are
now to an arrangement with a highly centralised
body would be unwise because I think you would just
get stuck.
Q665 Lord MacGregor of Pulham Market: What is
your view of the recommendations in the de Larosière
report for improving EU supervisory arrangements?
How would that ﬁt in with wider international
arrangements?

Mr Clark: I thought a lot of the diagnosis in the de
Larosière report was very much on the nail I must
say; it was a good report and it identiﬁed quite a
number of the factors and was quite realistic about
what had gone wrong. Some of it is expressed in
slightly vivid terms but it was a perfectly reasonable
critique of what had gone wrong. I do part company
with it though in terms of the proposals for
revamping
and
strengthening
European
arrangements. I was looking at the report again over
the weekend and there is a lot of talk about
committees and liaison, et cetera, et cetera. The
danger is that it becomes bogged in process again. To
my mind reinforcing the college approach, which is
one of the things they do suggest, trying to make that
work well, could actually deliver quite a lot. Trying to
do a few things better is better than trying to redesign
the whole thing from the ground up because there are
too many elements of the picture which are still not
suYciently clear and still not suYciently widely
agreed for that to be feasible. There is another more
general issue though which is that you have this
triumvirate of the ﬁscal authority, the central bank
and a regulator and all three of them need somehow
to be brought into the picture. The problem we have
in Europe is that there is no actual or potential
centralised ﬁscal authority. I cannot remember where
it was, but there was some suggestion that in order to
be credible in providing ﬁnancial support across the
Community to banks in diYculty, the centralised
budget would have to be 20 to 25% of GDP in the
Community as opposed to two per cent or whatever
it is now. It is of a completely diVerent order. The
diYculty is that there is a centralised central bank,
not for the EU but for the euro area; you can conceive
of having some institutionally centralised regulatory
arrangements; but you would not have a matching
ﬁscal authority. As we have seen vividly over the last
few months, the ﬁscal authority potentially has a
critical role to play. There is a real question around
whether national ﬁscal authorities would be happy to
go into bat on the basis of a judgment from a
centralised authority, a regulatory authority, over
which they had little or no inﬂuence. In terms of
improving regulatory coordination, yes, there are
things to do; in terms of homogenising the rules,
within reason there are things to do. When it comes
to maintenance of ﬁnancial stability, particularly
while we have this fragmented ﬁscal position, it really
has to fall back to the national level.
Q666 Lord Tugendhat: I remember when Eddie
George was governor he quite often—and I cannot
remember which particular case, it must have been at
the time of BCCI or something like that—used to
make speeches in which he pointed out that if you are
going to have a vibrant and eVective ﬁnancial services
sector people had to be able to fail. He used to dwell
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was not very big but it certainly managed to create
havoc when it did fail.
Mr Clark: That is perfectly fair. I characterised it
rather crudely. One can nevertheless ask in relation to
all of those cases whether one possible remedy is just
to say that actually these ﬁrms are too big or they
have too high a concentration of business of a
particular kind.

on that theme quite often. I think he was right but
could that apply now or have we reached a point
where in practice nobody can fail?
Mr Clark: I do not think the no-one-can-fail
proposition is really quite that. I think what Eddie
had in mind and certainly what I have in mind is that
we should avoid disorderly failures. In other words,
if you have a process which leads to an orderly winddown of a bank which is bankrupt that is ﬁne; indeed
one needs to have that. What you do not want to have
is some disorganised failure with all sorts of
unpredictable consequences and the potential for
many other ﬁrms to fail at the same time. So there is
not necessarily a conﬂict. I do think however that
there is an issue about the scale of some ﬁnancial
ﬁrms. I would not rule out, in the debate about where
we go from here, the view that some ﬁrms are just too
big—not too big to fail or too big to rescue but just
too big in relation to the economy—and indeed, as
has been pointed out, in relation to GDP in the UK
ﬁnancial intermediation as a whole has gone up by a
factor of three over the last ten years measured by
gross balance sheet size. There is an issue about
whether the ﬁnancial sector as a whole and some
individual institutions are just too big.

Q669 Lord Forsyth of Drumlean: We have had
evidence that the principals of the tripartite
committee have only met once in the run-up to the
crisis since it was established. Was I wrong to draw
any conclusions from that? Why was it that they had
only met once?
Mr Clark: There has been a little confusion on this.
They did only meet once from 1997 up until I do not
know when precisely but let us say 2004-05. It is not
true that they had only met once when we got to 2007;
the principals were in more or less continuous
session.

Q667 Lord Tugendhat: We could stay here all night
and I do not want to do that but just let me pursue
that. Surely there are three parts to that: one is the
question of size; the second is the question of whether
size is something which has been a characteristic of
the institution for a long time, such as HSBC for
instance, or something very recently acquired such as
Royal Bank of Scotland for instance; the other point
is that it may not be a question of too big to fail, it
may be a question of too complex to fail. Lehman

Q670 Lord Forsyth of Drumlean: Yes, once we had
the car crash, but it does seem strange that this
tripartite group did not meet at principal level.
Mr Clark: Yes, that is a fair observation. I think it is
recognised that for all sorts of reasons, including
simply the individuals getting to know each other
better, it would have been helpful to have more
exposure.
Chairman: That is a good point to draw this session
to a close. Thank you very much indeed for spending
time with us; it has been extremely useful.

Q668 Lord Forsyth of Drumlean: In your earlier
remarks you said that you were on the committee of
deputies in the tripartite committee.
Mr Clark: Yes.
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Written Evidence
Memorandum by Dr. Kern Alexander
1. UK banking supervision and regulation has come under intense scrutiny as a result of the credit crisis.
Before the credit crisis, UK banking supervisors and their practices were universally esteemed and their
regulatory regime of principles-based regulation was emulated across many countries. The credit crisis,
however, has exposed major weaknesses in UK banking supervision and regulation. It is the purpose of these
written comments to set forth the main principles of prudential bank regulation and supervisory practice, and
to comment on the weaknesses in the UK regulatory regime which contributed to the recent ﬁnancial crisis.

Banking and Prudential Regulation
2. The role of banks is integral to any economy. They provide ﬁnancing for commercial enterprises, access to
payment systems, and a variety of retail ﬁnancial services for the economy at large.1 Some large banks have
a broader impact on the macro economy by facilitating the transmission of monetary policy and making credit
and liquidity available in diYcult market conditions.2 The integral role that banks play in the national
economy is demonstrated by the almost universal practice of states in regulating the banking industry and
providing, in many cases, a government safety net that compensates depositors when banks fail and lender of
last resort facilities for banks when they have diYculty accessing credit and liquidity.3
3. The main rationale of prudential bank regulation has traditionally been the safety and soundness of the
ﬁnancial sector and protection of depositors.4 A safe and sound banking system requires the eVective control
of systemic risk.5 Systemic risk arises because banks have an incentive to underprice ﬁnancial risk because
they do not incur the full social costs of their risk-taking.6 The social costs of bank risk-taking can arise from
the solvency risks posed by banks because of imprudent lending and trading activity, or from the risks posed
to depositors because of inadequate deposit insurance that can induce a bank run.7 Systemic risk can also
arise from problems with payment and settlement systems or from some types of ﬁnancial failure that induce
a macroeconomic crisis.8 Prudential regulation and eVective supervision therefore aim to reduce the social
costs which bank risk-taking creates by adopting controls and incentives that induce banks to price ﬁnancial
risk more eYciently.9
4. Prudential regulation mainly includes capital adequacy requirements, asset composition and concentration
rules, ﬁt and proper standards for bank oYcers, senior management and board members and internal controls
for bank operations. EVective supervision involves surveillance of individual bank risk-taking along with
overall leverage levels in the ﬁnancial system. It also involves enforcement actions which can take the form of
authorisation and licence revocations and administrative penalties and civil sanctions imposed against ﬁrms
and individuals who violate regulatory rules. Capital adequacy has attracted the most regulatory attention in
recent years because of the adoption of the Basel II international capital adequacy standards. UK capital
adequacy rules are found in the FSA Handbook and derive through secondary legislation from the EU Capital
Requirements Directive (2006), which implements Basel II into EU law.10
1
2
3
4
5
6

7
8
9
10

See M. Dewatripont and J. Tirole, “The Prudential Regulation of Banks”, (1995) (MIT Press, Cambridge, MA) 17-18.
See J. Hawkins & P. Turner, “Managing foreign debt and liquidity risks in emerging economies: an overview”, pp. 8-9, BIS Policy
Papers (Sept. 2000) http://www.bis.org/publ/plcy08 (last accessed 15 Jan 2009).
See J. Stiglitz, “Principles of Financial Regulation: A Dynamic Portfolio Approach” (Spring 2001) 16 World Bank Research Observer
1:. 1-18, 1-2.
See T.L. Holzman (2000) “Unsafe or Unsound Practices: is the Current Judicial Interpretation of the Term Unsafe or Unsound?” 19
Annual Review of Banking Law 425-54.
See E.P. Davis, Debt, Financial Fragility and Systemic Risk (1995) ch. 5, (Oxford: OUP).
The social cost of bank risk-taking can take the form of a general loss of conﬁdence by depositors in the banking sector (bank run)
which will force banks to sell oV their assets at prices far below their historic costs. Also, a defaulting bank’s uninsured liabilities to
other banks or ﬁnancial institutions can serve as a source of contagion that can create substantial losses for other banks whose
unfunded exposures to counterparties derive from the original defaulting bank. Bank risk-taking therefore creates a negative
externality for the broader economy that provides the major rationale for banking regulation. See F.S. Mishkin (2004) The Economics
of Money, Banking and Financial Markets (7th ed.) pp. 271-74 (Pearson, Addison-Wesley, UK).
Under-priced ﬁnancial assets can result in imprudent lending and trading activity for banks and lead to increased solvency risks.
See Dewatripont and Tirole, above n. 1, 23-24
J. Eatwell and L. Taylor (1999) Global Finance at Risk chap.1.
EU Capital Requirements Directives (2006).
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5. Basel II’s main aim is to make bank regulatory capital more sensitive to the economic risks which individual
banks face, while ignoring the larger social risks which bank risk-taking poses to the ﬁnancial system. Basel
II permits banks to use their own economic capital models to measure credit, market and operational risk and
to estimate lower levels of regulatory capital than what regulatory rules would normally require. An important
weakness of Basel II is that fails to address liquidity risk, which precipitated the present credit crisis, and allows
banks to hold lower levels of regulatory capital for assets which banks securitise into special purpose vehicles
in the wholesale debt markets. Moreover, another weakness of Basel II is that it is procyclical because
regulatory capital calculations are based on the riskiness of assets on the bank’s balance sheets. Rather,
regulatory rules should impose counter-cyclical capital requirements, such as higher capital charges during an
asset price boom and lower charges during a market downturn. Prior to the credit crisis, the FSA had
implemented the Capital Requirements Directive which incorporated Basel II principles into the UK
regulatory regime. This contributed to the under-capitalisation of the UK banking system and exposed the
broader ﬁnancial system to systemic and liquidity risk that arose from excessive risk-taking in collateralised
debt obligations that originated from US subprime mortgages. The FSA has acknowledged its mistakes in its
2008 review of its handling of the Northern Rock collapse and has published a paper containing liquidity risk
management principles for UK banks. Despite this progress, UK banking regulation still suVers from many
of the ﬂaws contained in the CRD and Basel II. It is now time to amend substantially Basel II and the CRD
based on principles that recognise the true social costs posed to the ﬁnancial system by bank risk-taking.
6. In addition, eVective supervision and regulation require banks to have robust corporate governance
arrangements that incentivise bank management and owners to understand the risks they are taking and to
price risk eYciently in order to cover both the private costs that such risk-taking poses to bank shareholders
and the social costs for the broader economy if the bank fails.11 Corporate governance plays an important
role in achieving this in two ways: to align the incentives of bank owners and managers so that managers seek
wealth maximisation for owners, while not jeopardising the bank’s franchise value through excessive risktaking; and to incentivise bank management to price ﬁnancial risk in a way that covers its social costs. The
latter objective is what distinguishes bank corporate governance from other areas of corporate governance
because of the potential social costs that banking can have on the broader economy.12
7. Major weaknesses in UK bank corporate governance have resulted not only in substantial shareholder
losses, but also have contributed signiﬁcantly to the signiﬁcant contraction of the UK economy, which has,
among other things, led to massive layoVs in the ﬁnancial services industry and related economic sectors and
dramatically curtailed the availability of credit to individuals and businesses. Most UK bank senior managers
and board members did not understand the risky business models that drove UK bank lending and which led
to much higher levels of leverage in deposit banks and investment banks. Moreover, they failed to grasp the
true risks which their banks’ risk managers had approved based on faulty value-at-risk models that were used
to determine credit default risk and market risk. Equally important, they allowed irresponsible compensation
packages to be awarded to bankers which incentivised them to book short-term proﬁts based on excessively
risky behaviour which increased systemic risk in the ﬁnancial system and weakened the medium and long-term
prospects and proﬁtability of the bank. Moreover, weak governance contributed to the poor performance of
banks and in some cases to their failure and bailout or nationalisation by the government.
8. The UK regulatory regime should establish new corporate governance standards that cover most areas of
bank management, including controls on remuneration that are linked to the long-term proﬁtability of the
bank, while foregoing short-term bonuses. The FSA should exercise the power to approve bank director
appointments and ensure that bank directors have the knowledge and training to understand the bank’s
business and risk models and its ﬁnancial implications not only for the bank’s shareholders, but for the broader
economy. Bank management should be required to understand the technical aspects of stress-testing, which
the regulator should require to be done on a much more frequent basis than what was done prior to the crisis.
Essentially bank corporate governance regulation should focus not only on aligning the incentives of bank
shareholders and managers, but also on aligning the broader stakeholder interests in society with those of bank
managers.
11
12

13

H. Mehran, “Critical Themes in Corporate Governance”, (April, 2003) FRBNY Economic Policy Review; see also, J. Macey, and M.
O’Hara, “The Corporate Governance of Banks” (2003) FRBNY Economic Policy Review, Federal Reserve Bank of New York, 91-107.
Moreover, it should be noted that regulatory intervention is necessary to address the social costs of bank risk-taking because the
regulator is uniquely situated to assert the varied interests of other stakeholders in society and to balance those interests according to
the public interest.
See Consultation Document of the Bank of England, HM Treasury and the Financial Services Authority (FSA) “Financial stability
and depositor protection: special resolution regime” (July 2008). See UK Banking Bill 2009, discussed below.
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Bank Special Resolution Regimes
9. The social costs that banks pose for the economy also demonstrate the need for a special resolution regime
for banks that provides a legal framework for the regulator to decide whether to attempt to save a bank by
recapitalisation or other restructuring pre-insolvency, and if this fails, to oversee in insolvency the unwinding
of the bank’s multiple positions and to sell oV its viable assets to other banks or investors.14 For many
countries, including the UK,15 ordinary insolvency law procedures have applied to the administration and
liquidation of a failing bank. Generally, corporate insolvency law applies an elaborate framework to rank the
economic claims of creditors and other stakeholders against a ﬁrm which is unable or unwilling to honour its
ﬁnancial obligations. Insolvency law may prove socially costly, however, for certain ﬁrms, such as banks,
because insolvency procedures may result in restrictions on a bank performing its essential function as a
ﬁnancial intermediary in the economy.16 The inadequacies of general insolvency law to address the risks which
banks pose to the broader economy has led many countries to enact special bank resolution regimes.
10. An important element of these resolution regimes is that they permit the regulator to take certain measures
pre-insolvency which may alter or reduce shareholder rights and the claims of third parties in order to protect
depositors in the weakened bank and to maintain overall ﬁnancial stability. The rationale for a pre-insolvency
intervention regime is that the regulator should have the authority to take certain measures in response to a
rapid loss of market conﬁdence which may result in the bank losing access to the short-term inter-bank loan
market and wholesale capital markets which may result in increased systemic risk in the banking system.
Through regulatory intervention, a market-based solution may become possible. If a market solution is not
possible, however, the intervention may be the ﬁrst step by the regulator or central bank taking control of the
failing bank and transferring its shares and other property, including contractual rights and obligations, to a
state-owned bridge bank or a private purchaser. Further steps may involve the bank being declared insolvent
and being subject to administration or liquidation.
11. The credit crisis of 2007–09 has demonstrated the importance of bank special resolution regimes and the
need to balance the competing interests of shareholder rights with the regulatory objectives of ﬁnancial
stability and depositor protection. The constraints of corporate insolvency regimes can be too cumbersome
for eVective resolution of a banking enterprise, especially during a ﬁnancial crisis when a failing bank needs to
maintain open lines of credit with other ﬁnancial institutions and to manage its balance sheet while achieving
regulatory objectives. Bank resolution regimes must be designed not only to protect shareholders and
creditors, but also to achieve other regulatory objectives that are vital for the eYcient operation of the
economy. The UK Banking Bill 2009 contains a special resolution regime that seeks to achieve these objectives
by granting the Treasury and the Bank of England sweeping powers to restructure a failing bank and to
transfer its shares and property to a government-owned bridge bank or to a private purchaser. Although the
stabilisation regime provides a comprehensive framework for bank corporate restructuring and insolvency, it
suspends corporate governance rules for shareholders and thus interferes with shareholder rights. This raises
important issues under EU company law and the European Convention on Human Rights regarding the
protection of property rights and interests in a bank that is undergoing restructuring to achieve regulatory
objectives.
The UK Tripartite System
12. The UK Tripartite System was established by a legally non-binding Memorandum of Understanding in
1998 that was designed to provide ﬂexibility to the FSA, the Bank of England and the Treasury to coordinate
their regulatory interventions and systemic oversight in times of crisis. Although the Chancellor chaired the
tripartite bodies and exercised ultimate decision-making authority, there was no clear delineation of
responsibilities between the three for acting in a ﬁnancial crisis. The FSA, the Bank and the Treasury had only
committed themselves to consult and there was no clear procedure for determining how the bodies would act
in a banking or ﬁnancial crisis and who would take what decisions. The Tripartite Arrangement failed to work
eVectively in the summer of 2007 when Northern Rock failed and had continuing diYculties in its operations
until the Banking Act 2008 was adopted that established stronger legal grounds and procedural rules for the
Tripartite system’s operations. Presently, the Banking Bill 2009 reinforces many of the reforms that were made
to the Tripartite system’s operations in 2008. One weakness, however, which should be remedied is the Banking
Bill’s creation of a Financial Stability committee which is chaired by the Bank of England. Membership of the
committee is composed of two of the Bank’s deputy governors and representatives from the Treasury, but there
14
15
16

See Consultation Document of the Bank of England, HM Treasury and the Financial Services Authority (FSA) “Financial stability
and depositor protection: special resolution regime” (July 2008). See UK Banking Bill 2009, discussed below.
See Consultation Document of the Bank of England, HM Treasury and the Financial Services Authority (FSA) “Financial stability
and depositor protection: strengthening the framework” (Jan. 2008) 2-4.
For instance, insolvency law may result in a stay on payments and a balance sheet freeze, which would make it diYcult, if not
impossible, for the bank to rely on the wholesale funding markets and to manage its counterparty exposures through netting.
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is no representation from the Financial Services Authority on the Committee. It is necessary to have the FSA
as a member of the committee for the oversight of systemic risk because we have learned in the credit crisis
that systemic risk can arise not only from individual banks (which the FSA regulates), but also from the
broader wholesale capital markets (which the FSA also regulates). Therefore, the FSA should be given
statutory authority to supervise both individual institutions and to oversee the broader ﬁnancial system (ie.,
wholesale capital markets) to ensure against systemic risk and other threats to ﬁnancial stability.
February 2009
Memorandum by the Association of Chartered, Certiﬁed Accountants
We noted with interest the recent session of the Economic AVairs Committee’s inquiry into Banking
Supervision and Regulation. In particular, we were interested to hear the comments of your witness Mr. John
Varley, Chief Executive of Barclays, on the role of “mark-to-market” accounting methods in the credit crunch.
The Association of Chartered, Certiﬁed Accountants (ACCA) support the concept of fair value and do not
believe that accounting caused the ﬁnancial crisis. Accounts are intended to inform shareholders on the aVairs
of the company, rather than to provide a ﬁnancial stability tool for regulators.
There are certainly many questions for the standard-setters relating to issues of fair value. Above all, the crisis
has shown the urgent need for clariﬁcation on the purpose of accounts so that expectations from diVerent
stakeholders can be met. But the International Accounting Standards Board should never again be put in the
position of having to abandon due process under political pressure. That way lies the demise of much-needed
global standards.
For your interest, we have attached ACCA’s recent paper on Fair Value17 in which we outline the key issues
and discuss the future role of accounting. The key arguments of the paper are outlined below:
— Fair value is transparent—all information, good or bad, is out in the open and fair value is the only
realistic method of accounting for derivatives and getting them on the balance sheet.
— The extent of the optional use of fair value has arguably been too wide. This has made the accounting
for ﬁnancial instruments harder to understand, comparability between entities even within the same
sector has been diminished and it has probably increased the use of less reliable values. IASB should
not allow further classes of liabilities to be stated at fair value, beyond those currently permitted.
— ACCA does not believe that fair value accounting is a cause of the banking crisis. The calls for its
suspension can be seen as trying to sweep the problems under the carpet, which would, if allowed,
risk undermining the remaining conﬁdence in the ﬁnancial system.
— The IASB could use the ﬁnancial turmoil as an opportunity to establish deﬁnitively its long-delayed
conceptual framework for ﬁnancial reporting. The fair value crisis has shown the need for
clariﬁcation of the purpose of accounts so that expectations of stakeholders are appropriately set and
a clear framework established for the improvement and application of standards.
ACCA is the global body for professional accountants. We aim to oVer business-relevant, ﬁrst-choice
qualiﬁcations to people around the world who seek a rewarding career in accountancy, ﬁnance and
management. Globally, we support our 131,500 members and 362,000 students throughout their careers,
providing services through a network of 80 oYces and centres around the world.
We are working with our partners in the ﬁnancial sector to provide key thought leadership on many aspects
of the credit crunch and the regulatory response to the ongoing diYculties.
We would be happy to discuss these issues further with the committee at a time of your convenience.
March 2009
Memorandum by P R E Double, Remembrancer, the City of London Corporation
This letter responds to the Committee’s call for evidence as part of the inquiry into banking supervision and
regulation.
The City of London Corporation aims to promote and reinforce the competitiveness of the UK-based ﬁnancial
services sector by tackling issues which may impact upon the open, eYcient and competitive environment for
doing business. In the current economic climate it is clear that constructive collaboration is required between
authorities and industry, but the City Corporation also believes that industry must be proactive in seeking to
improve the situation before solutions are imposed. Conﬁdence in the ﬁnancial services sector’s ability to
generate growth has been dented and the business community is aware that maintaining the status quo in terms
17

Not printed here.
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of banking supervision is no longer a realistic option. Some adjustment to the regulatory framework is
therefore inevitable.
Whilst the City Corporation is not in a position to respond speciﬁcally to the questions posed by the
Committee, I thought the Committee may wish to have notice forthcoming research commissioned it has with
the London Investment Banking Association (LIBA), and other stakeholders focusing on the eVectiveness of
enforcement and capital market regulation in diVerent countries. The aim of the research, due for publication
at the end of this month, is to contribute to the debates, stemming from the sub-prime crisis, on the recent
and ongoing developments in capital markets and moves by some regulatory authorities to consider mutual
recognition of comparable regulatory regimes. The research attempts to shed light on the magnitude of market
and regulatory failures which have prompted reconsideration of the approach towards regulation of the capital
markets. It also challenges regulatory authorities interested in reaching mutual recognition agreements to
assess other regimes on the basis that they deliver broad equivalence in terms of outcomes, and avoid
defaulting to measures of regulatory inputs. More speciﬁcally the study will aim to identify the links between
enforcement and regulation, the cost of raising capital, and listing decisions. I will ensure a copy is forwarded
to you as soon as it is published.18
10 February 2009
Memorandum by the CBI
1. The Confederation of British Industry (CBI) is the national body representing the UK business community.
It is an independent, non-party political organisation funded entirely by its members in industry and
commerce and speaks for some 240,000 businesses that together employ around a third of the UK private
sector workforce. The CBI’s membership includes 80 of the FTSE 100, some 200,000 small and medium-sized
enterprises (SMEs), more than 20,000 manufacturers and over 150 sectoral associations.
2. The CBI welcomes the opportunity to respond to the House of Lords Economic AVairs Committee inquiry
into banking supervision and regulation.
The tri-partite structure
The tri-partite structure failed its ﬁrst real test…
3. The Tri-partite structure introduced to oversee the ﬁnancial system, when supervision of banks was
transferred from the Bank of England to the Financial Services Authority, failed its ﬁrst real test.
4. The model was designed so that the FSA supervised individual banks, the Bank of England would deal with
the stability of the ﬁnancial system as a whole, and the Treasury provided the taxpayer funds.
5. The Northern Rock crisis exposed failings around communication and co-ordination, which were
inadequate to cope with the decisions that needed to be made. In addition, there were problems regarding the
depositor protection scheme, uncertainties around any proposed interaction with the EU’s Market Abuse
Directive, a ﬂawed bank insolvency regime, and limited powers to deal with banks in distress.
But the structure is not inherently ﬂawed and lessons have been learnt since the events concerning Northern Rock
from 2007…
6. The primary structure itself whereby the responsibilities are allocated across the three bodies is not
fundamentally ﬂawed nor fundamentally at fault. However, clear problems have been observed with the
responsibilities themselves, the exercise of those responsibilities and the communication between the diVerent
organisations, together with the leadership role to be played in a crisis situation. There have been a series of
reviews and consultations since the Northern Rock episode which have set out the principal issues and the
recommended solutions.
Enhanced co-operation, communication and clarity around the different roles and responsibilities is required…
7. One of the main ﬁndings from the investigations into the treatment of Northern Rock was the need for
enhanced co-operation and communication. Further clarity as to how the diVerent responsibilities would be
split between the component parts of the tri-partite is essential. In particular it needs to be clear who will lead
in diVerent crisis situations. The FSA has appropriately issued a consultation paper about its responsibilities
moving forward.19
18
19

Report received but not printed here.
CP08/23 “Financial Stability and Depositor Protection: FSA Responsibilities”, December 2008
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8. There continues to be much discussion at a European and Global level about supervisory co-operation,
particularly with respect to cross-border institutions. As recent events have demonstrated very well, banks may
be international in life, but are very much national in death, and so a concrete and clear UK functional
structure is essential.
9. One key area for debate is whether it was appropriate to separate the monetary and supervisory
responsibilities of the central bank. Given that supervision is a key instrument in the maintenance of ﬁnancial
stability, depriving the central bank of this instrument makes the pursuit of the goal of ﬁnancial stability more
diYcult. The creation of a new role at the Bank of England to deal speciﬁcally with Financial Stability should
be beneﬁcial and should be followed by further clarity on its responsibilities and how they ﬁt within the tripartite structure.

Competence of regulatory supervision and investor/non-executive oversight
Banks have become incredibly complex organisations…
10. During the past decade the ﬁnancial system has increased in its complexity, with a rapid growth in the use
of derivatives (particularly credit derivatives), oV-balance sheet ﬁnancings through Special Investment
Vehicles (SIVs) and use of securitisation (approximately tenfold increase in amounts outstanding in the last
decade). Complex investment banks continued to push more of their business into trading books rather than
the banking books. They tended to over-produce complex instruments, over-trade, especially through
proprietary trading, and focus on the accumulation of assets at all costs.

This increase in complexity poses added challenges for risk management, and for senior management, non-executives
and investors in overseeing the business model…
11. Boards and non-executive management have come under increasing pressure as the ﬁnancial crisis has
evolved for failing to exercise suYcient oversight and control. Surveys have shown a lack of risk and core
banking expertise in senior positions, and this has led to an inability to provide suYcient checks and balances.
12. Lessons to be learned from the crisis include the need for management to have an increased focus on
appropriate risk management controls, implementing appropriate systems, and developing an ability to
question the outputs from complex mathematical models conditioned on recent benign history.
13. Investors too have an important role to play in actively scrutinising business models, and in determining
if they stand up to robust challenging on issues such as risk and leveraging.

Regulators need to up their understanding of the businesses they are regulating…
14. It is a perennial challenge for regulators to keep pace with the ﬁrms they are trying to regulate. A big factor
in the success of London as a ﬁnancial centre has been its ability to innovate, and the introduction of a
principles-based regime for regulatory supervision was in part designed to be an antidote to the tendency for
clever people to ﬁnd ways around a system of rules.
15. There are three main constituents of employers in the ﬁnancial markets: the ﬁrms themselves, the advisers
to the ﬁrms (lawyers, accountants, consultants etc) and the policy makers/regulators. Not surprisingly, the
ﬁrms and advisers have historically been able to oVer the most competitive remuneration packages, which
have helped them attract the brightest and best talent.
16. As part of its response to the ﬁnancial crisis, the FSA has explicitly stated a need to reinforce the number,
quality and expertise of its personnel.

The global nature of the ﬁnancial crisis suggests a failure of execution rather than a failure of structures and regulation…
17. There are many arguments for a fundamental overhaul of the structure of the regulation oversight regime
(see comments on the Tri-partite structure above). However it should be borne in mind that the ﬁnancial crisis
is not simply a UK problem, and it is not just the “UK model” of regulation that failed.
18. Across the world a variety of diVerent models (single peak, twin peaks, functional, organisational) of
regulation have been operating over the past decade, and none have stood up well to the current crisis.
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19. There are a range of senior management governance models in operation as well. These include the UK
approach, the German twin board structure or the mechanisms in US, Australia or the Far East. In all cases
there have been problems, and there is no single right answer to organisation structure in ﬁrms, management,
investors and regulators.
20. All of which suggests that the response to the crisis should focus on the failure of execution of the roles
and responsibilities of the constituent parts, rather than the inherent design of the structures themselves.

Remuneration
Any changes to executive remuneration in response to the ﬁnancial crisis should focus on aligning incentive structures
with long-term performance…
21. The ﬁnancial crisis has once more put the spotlight on executive pay, with particular attention focused on
the extent to which the City bonus culture has promoted short-termism and “excessive” risk-taking. The UK’s
ability to attract global talent is a critical ingredient in its success as a global ﬁnancial centre, and competitive
remuneration packages will continue to play a signiﬁcant role in this.
22. Equally, the CBI has a well-established position on, and is unequivocally against, “rewards for failure”.
23. The FSA’s approach outlined in its “Dear CEO” letter on remuneration, linking ﬁrms’ regulatory capital
requirements to excessive risk incentives in remuneration structures appears a sensible way forward, and the
CBI is supportive of moves to align incentive structures with long-term performance.

Capital adequacy regulation
Basel 2 and the EU’s Capital Requirements Directive was not the cause of the ﬁnancial crisis…
24. The development and implementation of the Capital Requirements Directive has been a lengthy and
resource-intensive process for ﬁrms, advisers and regulators. It has resulted in the current approaches to capital
adequacy, and to some improvements in the core infrastructure for managing risks.
25. Basel 1 was widely acknowledged to be inherently ﬂawed and arguably encouraged some of the creative
ﬁnancial engineering that was a contributory factor to the crisis, such as oV-balance sheet ﬁnancing, a shift
from banking book exposures to lower capitalised trading book exposures, and an increase in securitisations
and risk transfer products. Basel 2 sought to address some of these ﬂaws, including a more detailed focus on
signiﬁcance of risk transfer, liquidity facilities and risk-based lending.
26. Given that Basel 2 was not in operation for much of the time leading up to the global ﬁnancial crisis it is
wrong to say that it was to blame for the crisis. But it has since been found to constrain ﬁrms’ ability to respond
to the crisis, and in some cases has reinforced the downturn.

But the capital adequacy rules need to be reviewed and amended to address these ﬂaws…
27. Further improvements that are required to capital adequacy rules include:

The need to tackle the pro-cyclicality of capital requirements…
28. The Basel 2 prudential capital has been known to be pro-cyclical for a long time. This was a prominent
issue during the development process, and certain adjustments were made to soften the impact of changing
economic circumstances. The diYculty is to develop an approach that is counter-cyclical in spite of the natural
human tendency of bankers to be pro-cyclical anyway (ie the boom/bust cultural mindset encourages certain
forms of lending).
29. It should be possible to learn from the experiences of Spain which has operated a form of dynamic
provisioning since 2000. This system is not counter-cyclical in that it did not prevent the build-up of excessive
lending (Spain still had an extensive exposure to property lending and a big property crash). However, it has
left the large Spanish banks seemingly in a better position to withstand some of the impacts of the ﬁnancial
crisis.
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The need to separate fair value treatments from prudential capital…
30. Fair value is simply a better measure than the alternative mechanisms for accounting, namely cost
accounting. Given the issues with establishing fair values over the past 18 months due to the illiquid markets,
then the clariﬁcation and guidance on valuation issued by the IASB20 is welcome. Future developments and
examination of fair value accounting should be done in a considered manner, with international co-operation
and consistency to reach international standards.
31. There is a need to separate accounting treatments (prepared for the capital markets and owners of
businesses) and the prudential regulatory requirements associated with ﬁrms operating in the banking system.
For banks, given that the natural human tendency is to exacerbate the boom/bust cycle, a prescriptive
mechanism for allowing capital buVers to be built up during the good times to allow them to be eroded in the
bad times is necessary.
32. It is very diYcult to determine the state of an economic cycle and to judge one’s position within the cycle,
and therefore the mechanism for introducing counter-cyclicality should be determined analytically and
automatically to avoid undue dependence on management judgement. Reducing capital during bad times will
be diYcult to convey to analysts and will require increased conﬁdence in the competence of regulators.
Improvements to capital requirements for the trading book…
33. It is generally accepted that the internal models based approaches to the calculation of trading book
capital requirements have been shown to be inadequate during the crisis of the past 18 months. The Basel
Committee has been working on improvements in this area, particularly on the calibration of a so-called
“incremental risk charge” to capture the risks associated with illiquid markets.
The FSA did aim to ensure that banks followed the Basel standards and guidelines…
34. The FSA has been one of the most open global regulators in terms of the degree to which it communicated,
consulted and engaged with the industry in terms of its implementation of the Basel framework through the
European Capital Requirements Directive (CRD). This policy of engagement and consultation should
continue.
Conclusion
The future shape of ﬁnancial regulation must be robust and internationally consistent…
35. In determining the future shape of the UK ﬁnancial regulatory architecture, and banking regulation in
particular, the overarching objectives should be to develop robust regulation to restore conﬁdence in the
system, to ensure it is within a consistent international framework, and that it does not damage the UK’s
historic strength as a global ﬁnancial centre. Our key recommendations are to:
— Ensure clarity of leadership, roles and responsibilities within the Tri-partite structure to ensure that
it is ﬁt for purpose for business as usual and future crises;
— Focus on ensuring the competence of all those in a supervisory capacity: regulators, non-execs, senior
management and investors, to provide appropriate oversight and challenge;
— Deliver a competitive remuneration framework which enables the UK to attract global talent, whilst
further aligning incentive structures with long-term performance; and
— Build on the technical and infrastructure developments in risk management to evolve prudential
capital regulation for the next decade, learning from the lessons of the current crisis.
February 2009

20

IASB Expert Advisory Panel “Measuring and disclosing the fair value of ﬁnancial instruments in markets that are no longer active”,
31 October 2008
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Memorandum by the Council of Mortgage Lenders
Introduction
1. The Council of Mortgage Lenders (CML) welcomes the opportunity to submit evidence to the Economic
AVairs Committee inquiry into banking supervision and regulation.
2. The CML is the representative trade body for the residential mortgage lending industry. Its 137 members
currently lend over 98% of the residential mortgages in the UK mortgage market.
3. We have grouped our answers to the questions raised by the Committee under several heading in the
interests of clarity.
Counter-cyclical regulatory measures
4. Financial systems have a strong tendency to act in a pro-cyclical fashion, and it is this pro-cyclicality, the
so-called credit cycle, that is at the root of the current ﬁnancial instability. Although some banks have proved
to be more exposed than others, the current crisis is systemic in nature, and the solutions will need to be
system wide.
5. We agreed with the Governor of the Bank of England when he stated that, if monetary policy is to remain
focused on achieving the objective of price stability in the goods and services market, another policy
instrument is needed to control asset prices and monetary aggregates. Although he did not deﬁne what such
an instrument might look like, it seems clear that it should involve the control of credit creation and therefore
is likely to directly aVect ﬁnancial intermediaries (banks, building societies and other suppliers of credit), given
their pivotal role in the creation of broad money, in a manner that acts to smooth the credit cycle.
6. One policy measure that explicitly aims to control banks’ exposure to risk over the cycle and may help to
smooth the credit cycle itself is dynamic provisioning, which has been a regulatory requirement in Spain for
some time. This requires banks to build up general credit loss provisions when the economy is performing well,
which can then be drawn upon in times of economic distress. Dynamic provisioning is an accounting approach
which is designed to improve banks’ ability to weather the cycle. But it also has the advantage that, by reducing
the amount of banks’ capital that is available to support new lending in an upswing, it controls the level of
bank capital available to support new lending in a way that could smooth the credit cycle. Policy makers could
consider such an approach which, if implemented, would come into eVect only once the next cyclical upswing
was underway.
7. Regulators will need to ensure that mechanisms to control excessive credit creation address the entire
ﬁnancial intermediary sector rather than just regulated deposit takers. In the US in particular, non-deposit
taking institutions were a major source of growth in credit in the last upswing. While non-deposit takers can
play an important positive role in the ﬁnancial system, the so-called originate and distribute business model
is typically more pro-cyclical than the on-balance sheet banking model. This is because it operates on lower
capital requirements and because of its tendency (in the US) to recognise proﬁts from lending immediately
upon origination, which can lead to a rapid growth of lenders’ capital in upswings.
8. It is important that regulators also take account of the changes in the structure and business model of
ﬁnancial intermediaries. For example, there has been a shift from the traditional on-balance sheet banking
model, where loans were held to maturity at book value less any impairment charge, with the proﬁt accruing
over the life of the loan, to intermediation via securities where capital and proﬁt ﬂuctuate in line with the
market value of the securities. Although institutions that use the latter model should have greater liquidity,
since their assets are in theory sellable at short notice, their level of capital is likely to be more volatile and
regulators should take this into account when considering the right regulatory capital framework going
forward.
9. Regulators need to understand that the “intermediation by securities” model outlined above creates the
risk of “positive and negative feedback loops” (virtuous and vicious circles) because a rise in the value of the
securities creates capital for lenders, driving further lending, with the process working in reverse when
securities prices fall. Thus, as we have seen since summer 2007, the supposed liquidity that securities oVer may
not always provide the beneﬁt that might be supposed. By comparison, a traditional bank loan book is highly
illiquid but this can actually support stability because it prevents the kind of destruction of capital through
mark-to-market losses at a systemic level that we have recently seen.
10. This is not entirely an accounting issue because some ﬁnancial intermediaries, such as whole loan sellers,
hedge funds and structured investment vehicles (SIVs) are, by the nature of their business models, mark-tomarket. It is their model that requires them to mark their book to market prices rather than the accountants—
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for example, a hedge fund must determine the value of its investors’ stake with regard to current market prices.
But where the lender’s business model is one of hold to maturity, it seems perverse to impose fair value (markto-market) accounting. For example, in the US there was a dramatic reduction in the value of Fannie Mae’s
equity capital in early 2008 on a fair value basis which undermined conﬁdence in the institution. Yet Fannie
Mae’s business model is to hold its mortgage assets (mainly in the form of securities) to maturity.

Regulators appreciation of systemic risk
11. Regulators in the UK and elsewhere did not devote suYcient resources to understanding the global
ﬁnancial system and how it had evolved in recent years. It was clear that the total amount of leverage in the
system had increased substantially and that the system had become substantially more complex. However, the
implications of these developments were not properly analysed and, as a result, regulators, particularly in the
US, gave the impression of being relaxed about systemic risks.
12. The banking crisis, and the failure of the authorities and other observers to foresee it, has important
lessons for regulators. The lack of depth of analysis of innovation in the global ﬁnancial system seemed to
result in a general acceptance by regulators that innovations in risk assessment and wholesale ﬁnancial market
instruments were capable of dispersing and mitigating risk, allowing the system to operate with greater
leverage. Traditional warning signs, such as excessive growth in lending, broad money aggregates and asset
prices were not given suYcient weight.
13. While the exceptionally long period of economic growth and stability in the world economy from the mid
1990s to 2007 encouraged private agents to form excessively optimistic expectations, it also appears to have
dampened the healthy scepticism that might have been expected from regulators and central banks.
14. As part of any enhanced analysis of the ﬁnancial system, regulators do need a thorough understanding of
that part of ﬁnancial intermediation that takes place outside of the formal banking system. This so-called
shadow banking system is made up of entities that are explicitly supported by banks (as SIVs usually were)
and others that are independent, such as leveraged hedge funds, but all tend to have commercial relationships
with banks. While the authorities will no doubt explore which additional regulations are needed for such
entities, they will need to consider any proposals carefully and not rush to judgment before a full and thorough
assessment in consultation with the industry has been undertaken.

The operation of the tripartite
15. It is not clear that the current structural arrangement of the tripartite is responsible for the failure to
appreciate the build up of risk in the ﬁnancial system. However, with the Bank of England having primary
responsibility for monitoring ﬁnancial stability and the FSA responsible for bank regulation, it is vital that
concerns the Bank may have on systemic risk are properly incorporated into the regulatory view on individual
banks. Strong communication and co-ordination between the Bank of England and the FSA is a necessary
prerequisite for this system to work eVectively.
16. It seems clear that, in its regulation of banks, the FSA placed far too little emphasise on understanding
how stresses in ﬁnancial system as a whole might impact on individual ﬁrms. However, it is not clear that the
decisions that were made in respect of Northern Rock for example, once it had signalled diYculties in funding
its operations, would have been any diVerent if the Bank of England had been responsible for banking
supervision.

Basel regime
17. There are concerns that there is a degree of pro-cyclicality in the Basel II capital adequacy regime.
18. This comes about because lenders’ risk models will tend to predict lower risk of credit losses as an upswing
proceeds and credit ratings, which also determine capital under Basel II, have themselves exhibited a degree
of pro-cyclicality. Regulators need to ensure that Basel II capital requirements operate in a fashion that fully
takes account of predicted credit losses across the cycle to minimise the extend of any pro-cyclicality. It is
preferable that regulators concentrate on removing any pro-cyclicality rather than undertaking more farreaching reform of Basel II.
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Regulation of specific financial instruments
19. The regulation of speciﬁc ﬁnancial instruments is unlikely to deliver tangible beneﬁts to the ﬁnancial
system but rather will require regulators to tie up scarce resources focused on very detailed analysis of
particular instruments when the over-riding lesson of the banking crisis was a failure to understand how, at a
system level, excessive risk was building up. One example is provided by securitisation. This technique allows
funds to ﬂow from savers to borrowers without having to be intermediated through a bank balance sheet, while
allowing the originator of the securitised loans to maintain an economic interest in the loans, but capping its
credit risk. This can greatly reduce risk in the system as a whole because the credit and repayment risk
associated with the loans to borrowers are no longer managed entirely through banks’ balance sheets.
Securitisation can thus potentially improve risk management at a systemic level.
20. However, in practice by the mid 2000s, residential mortgage backed securities (RMBS) were increasingly
bought by leveraged entities such as SIVs and hedge funds, which took on the credit, maturing mismatch and
funding risks that banks had oV-loaded through the securitisation process. Thus the risk to the system was not
in the design of the instrument but with nature of the purchasers that came to dominate the market. A return
to a securitisation market dominated by cash (unleveraged) investors such as insurance companies would help
to reduce risks in the ﬁnancial system in future.
21. The disadvantages of product regulation apply even to so-called complex securities or instruments. The
problem comes, as much as anything, in even determining what constitutes a complex security. This point is
illustrated by the inquiry’s question “Should complex ﬁnancial instruments, such as credit default swaps, be
traded through clearing houses?” A credit default swap is simply an insurance contract on credit losses on a
deﬁned pool of loans, which we would certainly not describe as particular complex.

Settlement
22. The clearing of trades through exchanges or clearing houses should be encouraged by the authorities as
it can enhance the conﬁdence of market participants and improve transparency and the authorities’ ability to
monitor markets. The collapse of Lehman Brothers exposed the systemic risks when contracts such as
derivatives are cleared directly between the counter-parties.

Regulation of government supported and unsupported lenders
23. The package of measures announced by the government on 8 October and 19 January to support the
banking system is already and will continue to have a profound eVect on the ﬁnancial system. We supported
these announcements and recognised the need for action to underpin conﬁdence. However, we believe that
the government has given insuYcient consideration to the unintended consequences on competition in lending
markets.
24. Non-deposit taking lenders have been excluded from all the support mechanisms announced to date,
including the guarantee scheme for asset backed securities, despite the recommendation by Sir James Crosby
that they be included. Smaller building societies have also been excluded from some of the schemes, for
example the asset protection scheme which is available only to deposit takers with more than £25 billion of
eligible assets. These societies have also been unable to access others schemes such as the special liquidity
scheme (SLS) in a meaningful way because of the requirement to post collateral in the form of RMBS or
covered bonds. The ﬁxed cost of undertaking a RMBS or covered bond programme makes it uneconomic for
smaller lenders to participate. The eVect is to put these institutions at a large competitive disadvantage,
undermining their ability to compete eVectively, and thereby limiting consumer choice. This is especially
ironic, given the government’s desire to see more lending and its pleas to banks to lend more.
25. We believe that the government should now give urgent consideration to the issue of competition and
widen the availability of support to non-deposit takers and smaller building societies. We also believe
government needs to give urgent consideration to it temporarily assuming responsibility for payments under
the ﬁnancial services compensation scheme (FSCS). The present requirement that other deposit takers must
pay where one fails may work satisfactorily in a normal environment but at a time of systemic stress, it gives
rise to an undue burden on deposit takers which risks creating a domino eVect that will cost taxpayers more
by putting otherwise viable ﬁrms at risk.
26. The regulatory system should also continue to apply equally to banks where the government has a stake
and those where it does not. It is the government’s stated intention to see institutions returned to the private
sector and in the interests of a level competitive playing ﬁeld, regulatory rules should apply equally across the
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board. We welcomed the government’s initial line, before the announcement of 8 October 2008 that its banks
would be run on an arm’s length commercial basis.
27. But we are concerned that political as well as commercial objectives have subsequently been imposed on
state owned or part owned banks, requiring them to lend whilst keeping down the cost of past lending and to
support schemes (unnamed at the time) to help people struggling with mortgage payments despite lenders’
existing commitment to repossess only as a last resort. These requirements are not necessarily compatible with
the banks’ commercial interests. From a commercial perspective, banks need to strengthen their capital
positions, reduce risk and ensure that the risks that are retained are properly priced.
28. The banks concerned are likely to ﬁnd it diYcult to manage these conﬂicting objectives from government.
We recognise that the various objectives set out by government are all perfectly legitimate policy wishes but
would welcome greater clarity as to how they are prioritised and how they can be implemented without
distorting competition.
Conclusion
29. The authorities, both home and abroad, have been eVective at addressing the immediate crisis in the global
ﬁnancial system. No doubt they will now increasingly turn to the issues associated with altering the regulatory
framework to prevent similar crises in the future.
30. A range of measures could be considered to lessen the risk of future cyclical excesses building up. The
authorities could consider whether housing costs can be included in the measure of inﬂation targeted by the
MPC in a fashion that does not add excessive volatility to that series. The list of measures to be evaluated could
also include dynamic provisioning and the establishment of units with regulators or central banks dedicated
to analysing the ﬁnancial system in real time in greater depth. The extent to which measures can be agreed
on an international basis will have a profound eVect on their eVectiveness and address the risk of competitive
distortions that would arise if they were introduced in only some jurisdictions.
10 February 2009

Memorandum by Experian
Attached is our response to your request for evidence to the Economic AVairs Committee in its inquiry into
“Banking Supervision and Regulation”. As requested we have focused our response into how better to manage
risk in securitised products.
This note provides a brief introduction to Experian, and our qualiﬁcations in commenting on this issue given
our position as a credit reference agency, an approach to increasing transparency as to the risk in the
securitisation markets, and a perspective on developments in the USA.
We see scope for credit bureau data and risk scores to help “thaw” wholesale funding markets for banks by
helping to determine the likely future performance of the loan. Studies conducted in the US demonstrate that
use of risk scores would have warned of growing default risk in consumer loan portfolios in 2005, two years
before rating agency downgrades.
We would be happy to provide more detail on any of these issues if required.
A. About Experian
Experian is a global leader in providing information, analytical and marketing services to organisations and
consumers to help manage the risk and reward of commercial and ﬁnancial decisions.
Combining its unique information tools and deep understanding of individuals, markets and economies,
Experian partners with organisations around the world to establish and strengthen customer relationships and
provide their businesses with competitive advantage.
For consumers, Experian delivers critical information that enables them to make ﬁnancial and purchasing
decisions with greater control and conﬁdence. Clients include organisations from ﬁnancial services, retail and
catalogue, telecommunications, utilities, media, insurance, automotive, leisure, e-commerce, manufacturing,
property and government sectors.
Experian plc is listed on the London Stock Exchange (EXPN) and is a constituent of the FTSE 100 index.
Experian has corporate headquarters in Dublin, Ireland, and has operational headquarters in Costa Mesa,
Calif., and Nottingham, UK. The Group employs approximately 15,500 people in 38 countries worldwide,
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supporting clients in more than 65 countries around the world. Revenue for the year ended 31 March 2009,
was c.$4 billion.
For more information, visit http://www.experianplc.com.

B. Credit Referencing in the UK
The UK has three main consumer credit reference agencies. ExperianC is one of them while also being one of
the world’s largest suppliers of information on consumers, businesses, property and vehicles. Its databases
bring together data from many diVerent sources—public, proprietary and self-reported by consumers—to
provide the basis for informed and timely business and public sector decisions.
Credit reference agencies (or credit bureaus) are fundamentally diVerent from credit rating agencies. Credit
reference agencies provide comprehensive information on the credit status of individuals by combining
publicly available records with credit account details received from many thousands of credit grantors.
Lending institutions (such as banks, utilities and telecommunications businesses) use credit bureau
information to verify the identity of those applying for credit and assess their credit worthiness. The ability to
bring to bear the full picture of a consumer’s borrowing and repayment activities allows organisations to
predict loss estimates ahead of lending money. In the chart below, we demonstrate that the addition of bureau
data improves the eYcacy of a probability of default model by nearly 400% in the case of a mortgage loan.

Impact of adding Credit Bureau Data to individual
account data, % uplift for accounts in early
arrears
Mortgage
Accounts, 371
400
300
200

Banking and
Finance, 94

Retail
Accounts, 129

100
0
The credit reference agencies collect data from a variety of sources and crosscheck and match that data for
accuracy and veracity. This process of checking against a wide range of sources results in wider coverage and
higher levels of accuracy than is achieved in any other non-public UK-wide consumer database. As at March
2009 Experian’s CAIS database of credit agreements held information on over 423 million credit accounts
from mortgages to mobile phones, contributed by over 400 CAIS members. That data covers accounts that
have been both open and settled in the last six years. For open accounts the information will show the balance
and utilisation month on month as well as the payment history.
By contrast, our understanding is that credit rating agencies rely largely upon publicly available data and due
diligence information prepared by the banks that currently cannot include insight from the credit bureaus, and
takes a loan rather than consumer view. In addition, the information tends not to be updated on a dynamic
basis.

C. Re-invigorating securitisation markets
Credit bureau data could help to “thaw” the wholesale funding markets for banks by improving the
transparency around the underlying risk of the assets, and the borrowers underlying those assets whose creditworthiness ultimately determines the performance of the loan. There are concerns about the weakness of
current risk assessment. Investors are wary of investing in asset backed structures, and uncertain about the
value of the assets they currently hold. Restoring conﬁdence will require an increase in transparency and a
greater equality of information between banks and investors, so they both understand the credit quality of
assets.
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To give an example of how transparency could be increased, we have attached the chart below of an actual
US-originated security with ratings for multiple tranches as well as the VantageScore risk score (Experian’s
model for estimating the probability of default of a consumer or loan in the USA). This shows that the use of
credit bureau information would have identiﬁed worsening risk two years before rating agency downgrades.
Similarly, we might expect that rating agency upgrades will lag improvement in the underlying consumers as
the economy starts to improve.

Aegis Asset Backed Mortgage Securities Trust: AABST 2004–06
Rating
A
BBB+
M3

677.1

BBB

672.8

B1

670
665

663.5
660.8

660

BB

B2

B3

B+
B-

Average card balance
Probability of default
Installment credit delinquency
Credit card delinquency
% with balance ( $5k

4Q08

2Q08
3Q08
3Q08

4Q07
1Q08
1Q08

2Q07
3Q07
3Q07

4Q06
1Q07
1Q07

2Q06
3Q06
3Q06

4Q05
1Q06
1Q06

1Q05
1Q05

N

2Q05
3Q05
3Q05

VantageScore

M3
B1
B2 680
B3
675
N

1Q 2005

2Q 2005

3Q 2005

4Q 2005

$5,900
11.0%
20%
22%
15%

$7,100
11.9%
20%
23%
19%

$7,900
13.7%
22%
23%
21%

$8,800
14.3%
23%
24%
22%

— Coloured lines show ﬁve diVerent tranches of the security, and actual agency ratings.
— The solid black line at the left shows the VantageScore, a powerful and predictive risk score developed
by the three national credit reporting agencies (Experian, Equifax and TransUnion). The table shows
key additional risk information on the underlying consumers at an aggregated level.
This worsening risk is demonstrated in several diVerent ways. Firstly the probability of default, measured by
a VantageScore (Experian metric which combines a number of risk factors) aggregated from reviewing
underlying consumers in the security, worsened by 30% between 1Q05 and 4Q05—warning of signiﬁcant
worsening in credit quality. Average card balances and delinquencies were also increasing each quarter, a sign
of higher default risk.
Bureau data adds to the ability to understand and price credit quality for the following reasons. (1) It takes a
holistic and consistent view of a consumer’s borrowing from the bottom up and over time. This consumer view
is much more indicative of the risk of an asset than a loan view, as it shows an aggregated view of individuals’
ﬁnancial commitments, behaviour and debts in the round. (2) The data is up to date and can be monitored on
a monthly basis. This avoids discontinuities in ratings that have shocked the markets, because trends can be
picked up quickly. (3) A standard approach can be created that would allow investors to compare performance
in a consistent manner across asset classes, geographies and institutions.

Processed: 26-05-2009 23:47:22

Page Layout: LOENEW [O]

PPSysB Job: 424792

banking supervision and regulation: evidence

Unit: PAG1

231

In the US, the type of information that the credit bureaux hold and could provide on the consumers underlying
a securitisation include the following aggregated metrics for each borrower. These could be provided as
frequently as daily if required:
1. Credit risk trend and migration.
2. Debt burden, debt capacity, credit utilisation and trends.
3. Historical payment performance and recent trends on other obligations (eg, auto loans, credit cards).
Identify borrowers who are starting to encounter ﬁnancial stress and factor this into predictive risk
models and cash ﬂow forecasts.
4. Through predictive analytics, assess the likelihood of default.
5. For loan modiﬁcations, ensure that these are being targeted to borrowers most likely to succeed in
the modiﬁcation; target other measures at borrowers likely to default again.
6. Through linkages to other providers, assess property valuation relative to debt balances to establish
probability of default.
7. Match the borrower’s primary address of record with the property address to indicate whether the
property is a primary residence or a potential investment property, the latter which may be a
riskier asset.
8. Benchmark the security to similar securities across a broad range of predictive and descriptive
analytic metrics to facilitate valuation and pricing.
In the UK, while the data held by the bureaux is similar, there are diVerent restrictions on the use of the data.
Commercial bureau data is available, however consumer data is restricted to members of the 400 strong closed
user group as established under the Principles of Reciprocity. These rules are not derived from the Data
Protection legislation but the representatives of the members of the shared credit databases held by the credit
bureau of which Experian’s is called Credit Account Information Sharing (CAIS). Credit reference agencies
may currently only provide information on total market activity and that data may only be segmented by
certain high level proﬁles and post codes. Performance data (ie, payment and arrears) on speciﬁc pools of
assets (anonymised and then aggregated up for the pool) is not currently permitted to be disclosed to
organisations outside the closed user group.
In addition to the credit bureau Experian operates the Geo demographic proﬁling systems such as Mosaic and
the Financial Strategy segments system mentioned in the report at exhibit 1.19 (page 31) which can be used
to proﬁle those taking and using diVerent forms of credit. Indeed, Experian has done signiﬁcant amounts of
analysis work to support Government’s work on ﬁnancial inclusion using similar proﬁling tools.

D. Developments in the USA in the securitisation markets
A series of initiatives have been launched in the USA to determine the challenges around the securitisation
markets and what it will take to restore those markets. In 2008 the President’s Working Group on Financial
Markets working with the OCC and the Federal Reserve Bank of New York issued a series of
recommendations which included a focus on improving transparency.21 Following on from that, the
American Securitisation Forum, through Project (RESTART Residential Securitisation Transparency and
Reporting) has focused on developing those recommendations, and their eVorts were commented on by
Secretary Paulson in a press release of 16 July 2008.
“Today’s announcement by the American Securitisation Forum is a meaningful commitment from
market participants and is consistent with the March recommendations from the PWG. Improved
disclosure is exactly what investors need to enhance their risk management practices and to give
conﬁdence to market participants. These types of actions should aid the return of the securitisation
market and help facilitate additional mortgage credit in the longer term.”
Essentially, those recommendations focus on creating additional, standardised data sets for mortgage backed
securities that are accessible to investors and can be tracked on a dynamic basis; key elements of those data
sets will be consumer credit scores, as well as additional consumer and loan level data that credit reference
agencies currently hold.
21

“The recommendations oVer steps to improve market transparency and disclosure, risk awareness and risk management, capital
management and regulatory policies and market infrastructure for products such as over-the-counter derivatives. The statement
focuses on changes needed from ﬁnancial regulators and all market participants, including mortgage originators and brokers, ﬁnancial
institutions, issuers of securitised products, credit rating agencies and investors. The statement also discusses the challenges presented
by securitisation and over-the-counter derivatives.” US Dept of Treasury Press Release, 13 March 2008.
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In addition to these eVorts, the US government and government entities have been reaching out to credit
reference agencies, including Experian to review the collateral underlying currently held securitisations, as well
as support the stress testing activities.
These eVorts give some indication that there is a broad recognition of both the importance of improving
transparency, as well as the opportunity to use credit reference data to support those eVorts.
8 May 2009
Memorandum by the Guernsey Financial Services Commission
This submission by the Guernsey Financial Services Commission (the Commission) focuses on issue 1 of the
list of issues included in the call for evidence, namely “Can the regulatory authorities eVectively control the
risks taken by banks, especially in today’s globalised markets? How can the international dimension be
addressed?” Please note that the Commission also responded to the Treasury Committee inquiry into the
banking crisis—a copy of our response is attached.22

1. Key points
1.1 Cross-border co-operation between regulators is essential to the success of global ﬁnancial services and
global ﬁnancial stability.
1.2 Regulating a subsidiary of a banking group based elsewhere presents particular challenges. The regulator
has to be able to rely on information from and co-operation by the regulators of the parent and other
important parts of the group.
1.3 Both economic activity and ﬁnancial services are global in nature. Recent events have emphasised that in
order to regulate eYciently, regulators must be able to rely on eVective communication with and information
exchange from regulators in other jurisdictions.
1.4 In the Commission’s view, there are systemic weaknesses in the international regulatory system which need
to be addressed in order to provide ﬁnancial stability and the best protection for all depositors of a banking
group.
1.5 All “onshore” and “oVshore” ﬁnancial services jurisdictions are vulnerable to a collapse of the global
ﬁnancial market. The globalisation of the ﬁnancial services industry means that all ﬁnancial centres are
aVected. “OVshore” jurisdictions which are transparent and well regulated do not create inherent risk.
Guernsey is not an exporter of contagion in the ﬁnancial services sector.
1.6 A protectionist approach to regulation, by which each regulator pursues its own domestic agenda, cannot
support a globalised industry, or protect consumers eVectively—relationships between regulators will only be
as good as they are allowed to be by the principles which govern the way that each regulator must act.
1.7 The Landsbanki Guernsey Limited (“LGL”) situation is an example of what can happen when crossborder co-operation is not as eVective as it might be, and protection of domestic interests is used as a basis to
justify the withholding of relevant information and unilateral decision making. LGL was placed into
administration on 7 October 2008 as a result of the refusal by its parent to repay deposits placed with it by
LGL, and because of the inability of the UK based bank Heritable Bank Limited (Heritable)—itself a
subsidiary of LGL’s parent bank—to repay deposits placed with it by LGL.
1.8 The Commission has raised with the FSA questions concerning the adequacy of the current approach to
and eVectiveness of regulatory co-operation in the context of LGL and the future regulation of other Guernsey
banks with UK parents and major counterparties.

2. Banking and Regulation in Guernsey
2.1 On 31 December 2008 48 licensed banks from 17 jurisdictions were based in Guernsey. Deposits totalled
£157 billion of which approximately £4.9 billion were retail deposits by UK residents. All Guernsey’s banks
are members of groups based elsewhere. There are no indigenous Guernsey banks. The types of business
carried out by the banks include community banking, deposit gathering, international private banking,
custodial and sub-custodial services for investment funds, and banking for the trust, ﬁduciary and insurance
industries.
22

Not printed here.
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2.2 The Commission was one of the world’s ﬁrst unitary regulatory bodies and regulates banks, insurance
companies, insurance intermediaries, and investment ﬁrms. Guernsey is also one of the few jurisdictions in the
world to fully regulate trust and company service providers. The Commission has a full range of supervisory,
investigative and enforcement powers.
2.3 The Commission regulates banks according to standards established by the Basel Committee on Banking
Supervision. These include requirements in respect of integrity and skill, honesty, ﬁnancial soundness,
corporate governance, anti-money laundering and combating the ﬁnancing of terrorism, record keeping and
systems of control. The Commission supervises banks by using a combination of oV-site monitoring and onsite inspections.
2.4 Guernsey is a well regulated, open jurisdiction, and has no bank secrecy laws.

3. The Regulatory Challenge
3.1 The Commission has direct recent experience of cross-border regulatory situations in relation to the
Northern Rock and Landsbanki groups. In each case we regulated a Guernsey subsidiary, the parent bank
being regulated respectively by the FSA in the UK and the FME in Iceland.
3.2 Like other jurisdictions Guernsey is vulnerable to shocks aVecting the wider international ﬁnancial
system. It has no central bank or lender of last resort.
3.3 The most eVective way to safeguard the global ﬁnancial services industry is through cross-border
regulatory co-operation. Industry, depositors and creditors are linked internationally. There is, therefore,
clearly a need for regulators to be similarly linked.
3.4 If regulators do not cooperate eVectively to enable each other to make informed assessments, national
authorities will have little alternative but to insist that ﬁnancial services ﬁrms based in their jurisdictions must
be ring-fenced from external exposures and risks even where those external factors arise within the same group
of companies. Such an approach would increase ﬁrms’ costs and reduce their economic viability and ﬂexibility,
thereby curtailing economic recovery and growth. EVective cross-border regulatory co-operation is therefore
essential in order to support global ﬁnancial services and global ﬁnancial stability.
3.5 International regulatory bodies are working together to make it a priority to enhance and strengthen
global ﬁnancial regulation by individual regulatory authorities, including by achieving greater cross-border
co-operation and more eYcient and prompt information sharing. For example, the Financial Stability Forum
is working to develop supervisory colleges (groups of regulators interested in the same bank or ﬁnancial
services group) and cross border crisis management. Bank regulators are drafting principles for international
ﬁnancial crisis management under which information is to be shared at all times, in both normal and
exceptional circumstances, and actions are to be co-ordinated during periods of crisis.
3.6 As Guernsey has no indigenous banks, the Commission is therefore a “host country” regulator for banks
from a number of other jurisdictions. As such, it has to deal with several “home country” regulators—the
regulators in the jurisdictions where the banks have their main base. Basel Committee requirements provide
that home and host regulators must co-operate. The home regulator is in a unique position to assess the
strengths and weaknesses of a bank’s international operations and will frequently possess greater levels of
relevant information and have a deeper involvement with and knowledge of the group as a whole. A 2006 Basel
Committee paper states: “These discussions have conﬁrmed the need to develop more robust informationsharing arrangements between home and host supervisors”.
3.7 In a crisis situation, there is the danger that a regulator may take the view that protecting depositors in
its jurisdiction is more important than co-operating with other regulators and protecting depositors with that
banking group’s operations in other jurisdictions. If, as a result, a host regulator is not provided with
information and is not involved in developing and implementing a strategy to address a problem, it may not
be aware of the risks its bank faces and therefore may be unable to provide eVective protection for its bank’s
depositors. Indeed, it is possible that depositors in one jurisdiction may be prejudiced by the actions of a
regulator in another jurisdiction, as we believe happened in respect of LGL.
3.8 Cross-border co-operation is an issue facing regulators in all sectors, not just banking. Guernsey has been
adversely aVected in recent years by problems arising in other jurisdictions relating to Equitable Life, splitcapital investment trusts, Northern Rock and LGL. The Commission’s Director General has made
presentations at a number of international gatherings to explain Guernsey’s experience of cross-border cooperation and information sharing.
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3.9 The events aVecting LGL are an illustration of the Commission’s perception of the wider problem. The
home regulator for the Landsbanki group (of which both LGL and Heritable are members) is Iceland’s FME.
However, the FSA regulated both Heritable and a UK branch of Landsbanki Islands hf (Icesave). The UK was
also the most important country for the Landsbanki group outside Iceland. As such, the FSA was in receipt of
more information and in a far more inﬂuential position than the Commission. It was better placed to assess
the overall risk represented by the Landsbanki group to depositors in the UK and Guernsey. It was also aware
of the extent to which action that it was about to take would adversely aVect depositors in a diVerent part of
the group. Action was taken to protect UK depositors which was not disclosed to the Commission (at the very
time when it was discussing with the FSA measures necessary to protect depositors) and which has had a
detrimental eVect on the position of LGL depositors.
3.10 In July 2003 the Commission and the FSA signed a Memorandum of Understanding (“MOU”)
conﬁrming their commitment to co-operate. In the wake of the Northern Rock aVair, the FSA reaYrmed its
commitment to co-operate and share information, including conﬁdential information. The Commission
approached the authorisation and supervision of LGL conﬁdent in its ability to rely on co-operation with the
FSA in order to be able to protect depositors. It would appear that the Commission and the FSA do not share
a common understanding of the eVect of the arrangements reﬂected in the MOU, or of the commitment to
co-operate.
3.11 Information available to the Commission raises questions about the eVectiveness of the present level of
collaboration with the FSA, particularly in respect of matters concerning LGL. The Commission has written
to the FSA conﬁdentially under the terms of the MOU setting out its concerns in detail. This correspondence
is ongoing, as is correspondence relating to regulatory cooperation in respect of other banks operating in
Guernsey.
3.12 In relation to LGL/Heritable, the FSA took action to protect UK depositors, without communicating
to the Commission its intention to do so. The FSA’s action inevitably prejudiced the interests of Guernsey
depositors. The Commission feels that the FSA considered that it was justiﬁed in taking action in pursuit of
a domestic agenda, in other words looking only at its own position and that of UK depositors, even in
circumstances where they will have known that their actions would be damaging to the interests of Guernsey
depositors. That the FSA felt able to do so points to a need to overhaul international cooperation between
regulators.
3.13 Protectionism has no part to play in the eVective multi jurisdictional regulation of international banking
groups. Regulators should be required to provide information openly to those other authorities who have a
common objective so that each regulator shares a collective responsibility for the depositors and creditors of
the wider group.
3.14 Only when individual regulators are judged by reference to this shared responsibility will we have in
place an international regulatory system which can, to the greatest extent possible, be relied on by depositors.
February 2009
Memorandum by Peter D. Hahn, PhD, FME/ESRC Fellow23, Sir John Cass Business School,
City University of London
Introduction
1. British banking supervision, regulation, corporate governance, shareholder controlling mechanisms, selfinterest, and, indeed, the marketplace all appeared to have failed miserably as the UK approaches the
beginning of its third year of the credit crunch and likely the worst year to date. Such a conﬂuence of failure
on a national scale should raise serious debate beyond the ﬁnancial services industry to our failings as a society,
but similar failings in other major economies suggests more of a systematic problem that many sophisticated
global players failed to observe, anticipate, or respond to eVectively. However, whist we are not unique in
experiencing the crisis; its causes and eVects vary by country. For Britain, a key distinguishing factor worthy of
extraordinary consideration is the size and concentration of economic and political power of ﬁnancial services
relative other industries. Corrective actions for current problems and improvement require a combination of
international and local eVorts. We should avoid blaming failings in other countries for those in our country
and we should not expect that corrective eVorts in other countries will correct our short comings. Furthermore,
23

The author is the Foundation for Management Education—Economic & Social Research Council Fellow in Corporate Finance &
Governance and beneﬁts from funding from a private foundation supporting business education and HM Government. Prior to joining
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calls for international eVorts to correct current problems are at best likely to take years, if ever, to agree and
implement. Thus, these remarks are focused on issues with British headquartered banks (which may have
international activities) and banking activity in Britain with brief international comparison provided where
necessary. These responses are also largely focused on the corporate governance challenges of large banks
which may be the central issue for banking supervision of the future. This point could not be better illustrated
by the dearth of skilled banking executives available for replacement as many bank executives were forced to
depart across the globe. Few men or women could be found with the broad investment banking, corporate
banking and retail banking experience to replace those who had failed to manage their diverse businesses. The
failure of prior executives, and their lack of obvious replacements, strongly suggests that a large number of
the world’s major banks were unmanageable and raises questions of our banking and governance models. As
a result of the crisis, UK banking will have fewer participants, provide reduced credit availability at higher
prices, and have questionable competitive aspects in the near term.

Question 1 Can regulatory authorities control the risks taken by banks (also internationally)?
2. (a) In large part, UK banking regulation was not designed to control risk but to monitor institutions’ risk
taking and assess the overall risk of each institution for potential remediation. Fundamentally, this is a
retrospective exercise with corrective action only reducing risk or adding safety (eg more capital). It is the
board of directors (corporate governance) that sets the risk parameters or strategy of each bank and monitors
it on a timely basis. Establishing a regulatory regime to control risk would be at a massive cost and would
likely create a severe drag on the economy through bureaucratic, non-commercial delays to decision making.
Regulators can do a great deal more to verify that boards elevate risk strategy debate. (b) The international
risk dimension of banks is both an economic and political consideration. Economically, there are risks and
rewards (eg foreign exposure is at once more diYcult to manage but oVers diversiﬁcation and growth
opportunities that may not exist in Britain). Politically it is hard to conceive of a trading nation such as Britain
without ﬁnancial outposts overseas to facilitate trade. Yet, should a future British bank fail because a
catastrophe in a foreign market how politically feasible is it to ask British taxpayers to backstop liabilities in
the foreign jurisdiction(s)? In the current environment, many sophisticated countries will also re-consider the
desirability of headquartering international banks in their jurisdictions. The Swiss appear to be consciously
reducing their major banks’ international liabilities. Only two years ago a few British banks were rumoured
to consider moving country for tax purposes; today, it is likely that many a ﬁnance minister would block such
an arrival due to the cost of provision of central banking, deposit insurance and other back-stopping ﬁnancing.
(c) A major ﬂaw of the banking system to 2007 was that diVerent banks provided diVerent amounts of
regulatory capital for similar assets. It is beneﬁcial for ﬁnancial institutions to perceive risk diVerently, but it
is inexcusable for regulatory capital to be applied diVerently (see 3(b) below). Regulators can improve their
control of this systematic risk ﬂaw.

Question 4 How can regulators employ people of the right calibre?
3. (a) Upgrading staYng at regulators must be viewed in the light of the recent past, particularly amongst the
Tripartite System, where until 2007 the Financial Services Authority was in the process of reducing its overall
staV to reduce its costs (hardly an upgrading exercise), the Bank of England had largely evolved its core activity
into interest rate policy (stability functions appeared as an afterthought and low career potential), and the
Treasury’s staV of civil servants were not expected to have ﬁnancial services experience (though some staV have
been reported to have had investment banking—largely government advisory experience). Similar to the
banks regulated, this was another failure of governance with neither the board of the FSA or the Court of the
Bank of England having either the appropriate skills or power for their tasks. To address an improvement in
regulators employing the “right” people, the oversight of such institutions must ﬁrst add more skills and be
given more power. (b) The current debate on upgrading staV at regulators includes admirable goals of hiring
with greater related experience and providing improved pay structures. While these eVorts are virtuous and
may work in the current job market, they do not assure a continuing in-house up to date understanding in
global ﬁnance. I suggest that regulators consider a scheme whereby risk professionals from ﬁnancial
institutions rotate through regulators (for a minimum three to ﬁve years). “Seconded” risk managers would
not review their originating institutions. Details of such a scheme are beyond this discussion, but undoubtedly
best practice risk management would spread. A basis for such eVorts is the universal agreement that improved
risk management beneﬁts all market participants and should not be the least common denominator system
currently followed. Such a new system of rotation would not need to be complex, but would likely force
regulators to pay risk professionals “market salaries”. . . a seemingly worthwhile cost.
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Question 5 Could regulatory authorities have foreseen the banking crisis?
4. Dangerous, unsupportable levels of debt in sectors such as housing were widely reported in the press. The
risk, clearing, opaqueness and massive volume problems of credit derivatives were well known by 2005. Socalled oV-balance sheet Structured Investment Vehicles (SIVs) issued hundreds of billions of dollars of
securities globally and hardly in secret. Few individuals or institutions focused on such risks collectively. In
many ways, regulators misunderstood the risks posed by ﬁnancial innovations or struggled with whose
responsibility it was for supervision and action. Yet had regulators decided to take a stand, did they have the
political base to overcome the power of world’s largest banks? I believe that this was most unlikely and that
regulators globally had become the servants of their industry or political objectives more than serving longterm stability goals. By 2007, the economic contributions of banking sectors (employment and taxation) had
created much stronger political bases than ﬁnancial regulators—particularly those regulators whose costs were
viewed as a “tax” to reduce by industry participants directly paying to be regulated (a substantial corporate
governance conﬂict exist when the regulated pay for the regulators’ salaries directly). For example, only a
handful of bank CEOs in Britain and France represented almost one million employees and massive tax bases
that could potentially move overseas massively concentrating political power. By 2007, arguably the
regulatory system globally had lost its way and didn’t have the political strength to make a diVerence if it
wanted to.

What Changes Might Help Authorities Predict Such a Crisis in Future?
The causes of the current ﬁnancial crisis will be incorporated into regulatory reviews (eg liquidity measures,
capital for treasury/trading assets) which should limit a similar crisis repeating itself. The next crisis will arrive
from another failing. The only possibility of preventing or mitigating a new crisis is greater understanding of
the institutions regulated (and this may require more specialised or limited activity institutions). There is an
inherent conﬂict for regulation as simpler business model institutions with limited diversiﬁcation (risk
concentration) are easier to understand and regulate but have more systematic risk. Thus, large, focused
institutions beg restrictive regulation and may force a reconsideration of the desirability of very large banks.

Question 6 What changes should be made to banking regulations?
5. (a) To improve governance, consideration should be given to the FSA’s running cost being paid by the
Treasury and not banks. Government should determine value for money of the regulation and not the
regulated. (b) Regulation moved to permit institutions determining their own risk appetites with the market
(largely rating agencies) determining appropriate capital levels. EVectively, lower ratings increased bank costs
more than regulatory diYculties. Global regulation’s granting greater “governance” to banks occurred without
consideration of the governance structures of ﬁnancial institutions. This should be one of two pillars of new focus
for regulators: (1) improving the governance structure of ﬁnancial institutions. Shareholders should have
achieved this objective and failed for numerous reasons. It is unclear whether governments, as controlling
shareholders, can or have the will to establish improved governance structures, but for most banks
governments have become their ﬁrst “inﬂuential” shareholder in decades. The second pillar of new focus for
regulators: risk supervision must be taken back from the rating agencies. The two major rating agencies provide
opinions and narrowly; the Basel II regime accorded ratings agencies too much weight in the regulatory
process. National regulators need to dominate this space.

Question 8 Did the FSA ensure that banks followed the Basel standards and guidelines?
6. There are three Pillars to Basel II and virtually all regulators and supervisors globally focused on Pillar I
(quantitative measures) whose failings are now well known. Regulators largely did not focus enough on Pillar
II (subjective judgements) which provided the power to look at corporate governance and incentive structures,
for example. Positive steps under Pillar II are being implemented now; however, it is unlikely that the FSA
could have succeeded in pursuing such an agenda prior to 2007 without substantial political ramiﬁcations.
Frankly, banks would have complained and politically defeated such eVorts.
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Question 11 Are bank directors, especially non-executives, in a position to exercise effective oversight? In particular,
do they have sufﬁcient understanding of the complex assets held by banks? If not, can any changes be made which will
ensure effective oversight?
7. The crisis has exposed numerous failings at regional and global banks’ boards, particularly their
understanding of their institutions. My research shows that few banks had any non-executive directors with
any banking experience and this remains inexcusable and a legacy of another age. It is also a major weakness
and ﬂaw in our corporate governance codes. Whilst industrial experience is often transferable at the board
level, lack of “ﬁnancial institutions” experience cannot be compensated for at the board level. Bank boards to
2007 were unlikely to have understood their institutions’ businesses and risks further questioning how they
established management remuneration and could judge achievement. Part of the regulatory supervision
process should be to establish and strengthen risk and banking knowledge on the board (and how it keeps up
to date). Failures or deﬁciencies in such knowledge should require greater supervision and higher capital levels
from regulators (penalties). A bank without board understanding of banking risk poses systematic risk. I
suggest that regulators require a minimum of banking and risk expertise amongst non-executive directors. In
a private paper written for Chinese regulatory authorities in early 2008, I recommend that a minimum of two
bank experienced directors for smaller banks and three for larger banks be considered. Such directors should
also form a board “banking committee”, meet more regularly than the average board and attend annual
updated risk seminars at regulators. They should also have superior remuneration.

Do Any Other Governance Issues Need to be Addressed?
Regulators should focus on a number of governance issues (and question their process regularly). Amongst
these are (a) board access to key employees such as risk managers, (b) does the board have any of its own staV
or is it CEO dependent, (c) how strong is the risk function and conﬂicts with business areas, (d) staV turnover,
(e) types and forms of remuneration for all employees, and (f) the drivers of senior management
remuneration.24

Question 12 Did the remuneration structure of banks contribute to the crisis and, if so, how should it change?
8. (a) The remuneration structure of senior bank managers has largely been focused on short term and
proﬁtability objectives and failed to consider risk measures. Senior management remuneration structures often
appeared to encourage excessive risk taking throughout the business. Senior oYcers of banks should have pay
structures that incorporate their achievement of goals in respect to risk measurements. Regulators should not
approve pay structures but should review pay awards of senior managers in light of their measures of ﬁrm risk
particularly penalising (with increased capital) if they judge reward was provided for increasing systematic
risk. (b) Much discussion of staV incentive structures has taken place, but I believe that it would be wrong to
regulate the pay of staV. If board level management lacks incentives for excess risk taking, incentives for staV
will become aligned as part of the management process. The danger of regulating staV incentives is job transfer
(not institutional) to less restrictive jurisdictions.

Question 16 Are there lessons Britain can learn from the experience of other countries’ banking systems during the
ﬁnancial crisis, such as Spain and the US?
9. Amongst the strengths demonstrated by other countries’ regulators probably the most salient has been the
speed with which the US system has dealt with errant ﬁnancial institutions. We appear to have learnt this
lesson with our speedy handling of the Bradford & Bingley rescue. Other US eVorts to address problems have
yet to demonstrate results we can use. A fundamental diVerence of the US rescue plan compared to the that
of Britain, is the general lack of expressed interest in active shareholding and the lower cost (primarily of
preferred share dividends) provided by the US. We may need to adjust our costs in 2009. Switzerland, whose
approach has similarities to the US, has not voiced interest in active shareholding eVorts but would appear to
be exerting substantial unobserved inﬂuence in changing the business model of its major banks. Amongst the
most discussed regulatory regimes in Europe is Spain’s frequently referred to counter cyclical capital
requirement and oV-balance sheet controls. While laudable in principle and providing greater strength to its
banks, Spanish requirements did not stop a housing bubble that may be worse than Britain’s and arguably
24
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for their sessions on executive remuneration in banking. (Not printed here).
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Spain’s commercial property sector is more speculative than Britain’s. Indeed, it may be argued next year that
counter cyclical capital controls encourage excessive risk taking to pay for increased capital costs (only time
will judge if such requirements may have encouraged excess emerging market exposure for the Spanish banks).
Spanish banks did not make excessive use of securitisation or oV-balance sheet capital management and
funding tools which fuelled UK mortgage growth. Finally, while Spain’s eVorts may have assisted its large
banks it seems likely that many smaller building society equivalents (Caja and Caixa) may suVer in contrast
to Britain where many building societies appear currently to have taken more conservative lending positions.

Question 17 Other aspects?
10. Competition in a more concentrated banking environment will require a totally new form of regulation.
In a banking sector with substantially reduced domestic participants and reduced foreign interest, fewer
participants will dominate availability of product and pricing. The increased scale of the largest players may
also limit the possibility of new entrants due to scale requirements for minimum proﬁtability. There is a strong
possibility of cartelisation, with reduced innovation and excessive costs. Indeed, economies of scale may have
the perverse eVect of requiring the largest banks not to lower their prices or increase availability of credit in
order to preserve second tier participants’ viability. Substantial thought on new regulatory functions in this
regard is merited.
5 January 2009
Memorandum by The Institute of Chartered Accountants in England and Wales

Introduction
The Institute of Chartered Accountants in England and Wales (ICAEW) welcomes the opportunity to submit
evidence in response to this Economic AVairs Committee inquiry.
The ICAEW is a world leading professional body working in the public interest. The ICAEW provides
leadership and practical support to over 132,000 members in more than 160 countries, working with
governments, regulators and business to uphold the highest technical and ethical standards. The
recommendations in this submission are consistent with our oral testimony at three recent UK parliamentary
hearings and draw on the practical experience of members and wider stakeholders in the ICAEW’s Financial
Services Faculty and Financial Reporting Faculty. Our overriding objective is to identify and help implement
workable solutions to the problems of the global credit crisis and economic downturn.

Executive Summary
— The ICAEW believes that banking supervision and regulation should be enhanced to address a wider
appreciation of systemic risk coordinated at the global level. Better information ﬂows—between
ﬁnancial services providers, consumers, regulators, as well with auditors—are required to build an
effective early warning system that identiﬁes and monitors market wide systemic risk.
— Communication and coordination between the tri-partite authorities can be improved. The Financial
Services Authority (FSA), Bank of England and Treasury each had responsibilities for systemic risk,
but there was insufﬁcient clarity over the interaction between their respective responsibilities.
However, we do not believe that there is a compelling case to transfer supervisory powers from the
FSA to the Bank of England.
— The future approach to public intervention and crisis management of ﬁnancial institutions should be
understood and agreed by all of the tripartite authorities. While the regulatory system must be able to
respond to changing circumstances, greater consistency on the approach over the economic cycle
would enhance conﬁdence.
— Principles based regulation should not be confused with light touch regulation. The ICAEW supports
the policy of principles based regulation as it provides the basis for a more robust system, better able
to cope with changing circumstances.
— Reform of the regulation of liquidity risk management will be as important as reform to the capital
adequacy framework.
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— Better tools for measuring the extent of correlation across the market of decisions taken by individual
institutions are needed. This may require more sophisticated methods in the market, for example of
tracking and sharing information on both inter-institutional transactions and the total level of
indebtedness of individuals. The audit profession may be able to contribute to greater conﬁdence in
banks by providing objective, expert opinions on the information reported by banks.
— While not appropriate in all cases, existing requirements within International Financial Reporting
Standards (IFRS) for certain ﬁnancial instruments to be measured according to fair value accounting
are there for good reason and reﬂect the relative weakness of historical cost accounting, the main
alternative, for these particular items. Transparent ﬁnancial reporting will be a key requirement for
rebuilding conﬁdence in the ﬁnancial services sector.
— The ICAEW supports the “comply or explain” framework to UK corporate governance regulation and
underlining principle of shareholder responsibility, which allows shareholders to analyse director
decisions and “vote with their feet”. However, the ICAEW believes that improvements can be made to
strengthen the ability of shareholders to scrutinise the appointment process for non-executive directors
(NEDs), therefore better ensuring that NEDs possess the abilities to fulﬁl their oversight role.
— While, in the longer term, the ICAEW supports full international inquiry into how different corporate
governance models performed leading up to the credit crunch, we believe that the challenge of
achieving sustainable long-term decision making, particularly in ﬁnancial markets, is far greater than
relating to corporate governance considerations alone.
— Companies, investors, regulators as well as consumers must play a role in encouraging a responsible
and ethical approach to business marked by a continuous attention to the long-term and systemic
implications of business activity as well as concern for more immediate competitive issues.
— The ICAEW supports a greater degree of regulatory consistency and coordination across the EU,
provided it results in workable arrangements that address public interest needs without posing
disproportionate compliance burdens on businesses and regulators.
— The ICAEW encourages EU work streams to be synchronised with the ongoing international dialogue
taking place within the G20 framework.
Consultation Questions
1. Can the regulatory authorities effectively control the risks taken by banks, especially in today’s globalised markets?
How can the international dimension be addressed?
The global nature of modern ﬁnance has provided for huge beneﬁts, but its long-term sustainable operation
requires an appropriate framework of oversight and an awareness of global systemic risk. The credit crunch
has illustrated the extent to which global ﬁnancial institutions are interconnected, their regulators are
interdependent and awareness of systemic risk was lacking.
Better methods of monitoring and co-ordinating the regulation of banks are needed due to the systemic risk
inherent in the system. Such methods must be developed at an international level, due to the global nature of
ﬁnancial markets. Measures adopted in a single jurisdiction will not be suYcient to address the weaknesses in
the regulatory framework as the risks are global. This does not, however, necessarily require a new
international regulator to be created.
To date, the ability of the global ﬁnancial architecture to monitor and respond to systemic risk has been
lacking. One key factor has been the increasing tendency, around the world, for the regulation of banks to be
separated from central banking functions. Whilst many banking regulators may have responsibilities for
managing ﬁnancial stability, most of the regulatory tools at their disposal focus on individual institutions and
the risks they may take. Traditionally, the main tools for addressing systemic risk have been ﬁscal and
monetary policy, which are blunt instruments controlled, in the UK, by HM Treasury and the Bank of
England. In addition, the risk-based capital requirements under the Basel II framework focus on the risks
taken by individual banks not on systemic risks. New tools are needed for monitoring and regulating
systemic risk.
The ICAEW believes that regulatory attention should also focus on a wider appreciation of systemic risk, that
this should be coordinated at the global level. We congratulate current G20 leadership in attempting to
respond to the ﬁnancial crisis in a globally coordinate manner. In addition, better information ﬂows—between
ﬁnancial services providers, consumers, regulators as well with auditors—are required to build an eVective
early warning system that identiﬁes and monitors market wide systemic risk.
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2. Has the supervision of individual banks been handled effectively under the Tripartite System of the Treasury, the
Financial Services Authority and the Bank of England? Should banking supervision remain with the FSA or be
returned to the Bank of England?
3. How is responsibility for stability of the ﬁnancial system divided in the Tripartite System? Has oversight of the
banking system been lost due to a focus on individual banks? What has been the nature of coordination between the
different regulators before, and since, the Northern Rock crisis in the summer of last year?
4. How can regulators employ people of the right calibre to regulate the banking system effectively?
Regulatory Structures
Weaknesses in the tripartite regulatory supervision have been mainly in the operation, rather than design, of
the system. One weakness may have been that the UK system has focussed upon supervising individual banks
over supervising the wider banking system. The FSA has acknowledged the need to increase their focus upon
systemic issues, in addition to their focus on supervising individual banks.
We do not believe that there is a compelling case to transfer supervisory powers back to the Bank of England.
In any regulatory or control system, there are advantages in separating responsibilities to avoid concentrating
too much power within one body. There will always be tensions over where dividing lines should be set when
more than one organisation is involved. Clear deﬁnitions of the respective responsibilities between the
tripartite authorities are more important than the choice of which organisation takes on which role.

Light touch regulation
Principles based regulation should not be confused with light touch regulation. The ICAEW supports the
policy of more principles based regulation as it provides the basis for a more robust system, better able to cope
with changing circumstances. Compliance with principles can be more demanding than applying rules, as a
good set of principles addresses substance rather than legal form, which rules tend to focus upon. We note that
the more rules based US system of regulation did not cope demonstrably better with the current crisis.
Principles based systems need to be supported by eVective supervision, because the application of principles
involves an element of judgement. This does not require the regulator to re-open each and every decision, but
does need eVective challenge of management, including appropriate scrutiny of the systems and information
supporting management decision making. It is in these areas that the FSA might have been described as light
touch, and where weaknesses have been identiﬁed. To be able to do so requires skilled personnel. The FSA has
acknowledged the need to strengthen its supervisory processes and increase the skills of its supervision team.

Better Communication
Communication and coordination between the tri-partite authorities can be improved. The FSA, Bank of
England and Treasury each had responsibilities for systemic risk, but there was insuYcient clarity over the
interaction between their respective responsibilities. As a result, while each of the tri-partite authorities may
have issued warnings over various macro-economic risks, none took responsibility for addressing those risks.
The FSA has acknowledged the need to not only focus on regulating individual institutions, but pay greater
attention to systemic risk.

Risk-based Approach
The risk-based approach also requires dialogue. It is essential to take a risk-based approach. A zero-failure
regime would risk prohibitive costs and economic stagnation, and a non zero-failure approach would increase
systemic risks. Ideally, there would be no diVerences between the policies set by the tripartite authorities,
political will, public expectations and the expectations of ﬁnancial institutions in respect of the extent of risk
acceptable under the system.
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Public Policy Considerations
There is a tendency to focus on deregulation in the good times, with insuYcient attention being paid to risk
by public opinion, while economic crises can be characterised by regulatory over-reaction. The regulatory
system needs to work eVectively in both good and bad times, but pressure to change regulatory structures is
greatest at the top and bottom of the market, which exacerbates the potential for regulation to have
unintended consequences.
Public expectations can be hard to deﬁne, due in part to low levels of ﬁnancial literacy. It is therefore important
that protection mechanisms should be consistent and easy to understand. An example of the diYculties of lack
of consistency was the Government’s decision to compensate Icelandic bank investors, even where the deposits
were signiﬁcantly above the maximum compensation limits in the UK. Considerable eVort had been put into
revising and explaining the new UK depositor protection scheme. The action taken may have added to the
confusion through its inconsistency with earlier decisions, rather than increased conﬁdence.
The future approach to public intervention and crisis management of ﬁnancial institutions should be
understood and agreed by all of the tripartite authorities. While the regulatory system must be able to respond
to changing circumstances, greater consistency on the approach over the economic cycle would enhance
conﬁdence.

5. Could the regulatory authorities have foreseen the banking crisis? What changes might help the authorities predict
such a crisis in future? What could then be done to avoid a repeat?
The regulatory authorities carry out periodic risk assessments where risks are identiﬁed. The FSA, for
example, in its January 2007 Financial Risk Outlook identiﬁed a number of risks to ﬁnancial stability,
including many which occurred. Two plausible risk scenarios explored were a global reappraisal of risk
appetites and a sharp deterioration in personal credit quality, both of which have been linked to the current
crisis. It should also be recognised that the Financial Risk Outlook identiﬁed a number of other risks which
did not crystallise.
If the regulatory authorities had taken action to prevent all of the risks identiﬁed from crystallising, the
unintended consequences might have been as severe as the current crisis in terms of destabilising ﬁnancial
markets and signiﬁcantly slowing economic activity. Furthermore, it was not expected that the risks across the
market would have the eVect of stopping inter-bank lending.
Better tools for measuring the extent of correlation across the market of decisions taken by individual
institutions may be needed. This may require more sophisticated methods in the market, for example of
tracking and sharing information on both inter-institutional transactions and the total level of indebtedness
of individuals. There may be signiﬁcant costs of setting up such systems as well as data protection and civil
liberty considerations.

6. What changes should be made to banking regulations?
7. For example, should capital adequacy regulations be tightened? Should they take account of the quality and liquidity
of the assets held by the banks? If so, how? Do regulators need to create different sets of rules for different assets held by
banks? Should fair value accounting rules be adjusted?
8. Do Basel banking standards and guidelines need to be changed? Did the FSA ensure that banks followed the Basel
standards and guidelines?
Capital Adequacy Framework
The ICAEW supports ongoing eVorts to review the global capital adequacy framework. There is considerable
public debate about introducing counter-cyclical capital adequacy requirements. The ICAEW supports
exploring more sustainable, robust levels of conﬁdence in the ﬁnancial system, and is devoting signiﬁcant
resources into exploring the barriers to this through our Financial Services Faculty’s “Inspiring conﬁdence in
ﬁnancial services” thought leadership campaign. However, we also recognise the limitations of the objectives
of introducing a counter-cyclical regulatory system. One problem with counter-cyclical regulation is that it will
always run counter to public opinion—in the current situation, it would advocate relaxing the capital
requirements of banks, for example. Further problems are that it is impossible at any time to know what the
next move will be in the economic cycle and that there is a signiﬁcant time-lag between regulatory action and
their impacts upon the economy. As a result mistimed attempts to be counter-cyclical may become pro-cyclical
in practice.
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The new regime must be suitable to deal with market wide stress scenarios not just stress scenarios at the ﬁrm
speciﬁc level. Consideration should be given to adding a systemic risk layer to the capital requirements,
increasing capital requirements for institutions most exposed to systemic risk or ﬁnancial contagion. This may
require new regulatory monitoring tools to be developed, working with central banks given their
responsibilities in respect of ﬁnancial stability.
However, we also believe that it is important to base the new regulatory system on a framework of principles,
rather than the creation of ever more detailed rules to cover every possible scenario. Given that we are
operating a global ﬁnancial system, the Basel Committee on Banking Supervision should lead on examining
improvements to the capital framework.
Liquidity Regulation
The ﬁnancial crisis has highlighted weaknesses in the regulation of liquidity. The Basel II framework focuses
on prudential capital requirements and does not deal with liquidity management adequately. Reform of the
regulation of liquidity risk management will be as important as reform to the capital adequacy framework.
Liquidity risk has had insuYcient attention from regulators in recent years. Regulatory regimes need to be
updated to address the current and potential future liquidity risks in the ﬁnancial system. As international
banks are often managing liquidity on a group-wide, international basis, the regulatory tools need to be
international in nature. Previous attempts to strengthen the regulation of liquidity management have failed
due to lack of international consensus.
The ICAEW is making representations to the G20 nations in particular to lead the eVort to develop a new
international system to regulate liquidity, which we believe can strengthen and support banks’ own systems
for managing liquidity.
Relationship between auditors and regulators
The relationship between bank auditors and regulators has been generally weakened in recent years. The Basel
II framework does not speciﬁcally require the involvement of external auditors for supervisory purposes.
However, the audit profession can contribute to greater conﬁdence in banks by providing objective, expert
opinions on the information reported by banks, so that those relying on that information can be conﬁdent that
it has been properly prepared.
There are various examples of ﬁnancial information not currently subject to audit, including bank capital
ratios published alongside the accounts, Basel II Pillar 3 disclosures as well as certain bank regulatory returns.
In addition, the FSA could make greater use of its existing powers to commission reports by skilled persons
to provide greater assurance, for example, on risk management processes, internal control systems or provide
intelligence for monitoring ﬁnancial stability. The ICAEW provided written suggestions to the Treasury
Committee in this area as part of their inquiry into the banking crisis, which are set out in the appendix to this
document.
Fair Value Accounting
Conﬁdence in ﬁnancial reporting is vital if ﬁnancial stability is to be maintained. In our view, while fair value
is not appropriate in all cases, existing requirements within International Financial Reporting Standards
(IFRS) for certain ﬁnancial instruments to be measured according to fair value accounting are there for good
reason and reﬂect the relative weakness of historical cost accounting, the main alternative, for these
particular items.
The current ﬁnancial crisis is principally an economic issue not an accounting one and there is insuYcient
evidence to conclude that fair value accounting has either caused or exacerbated the recent issues in the
banking sector. Therefore, the ICAEW believes that to abandon the current use of fair value accounting as
applied to ﬁnancial instruments, would be to “shoot the messenger” at a time when investors need more
transparency not less.
The Japanese ﬁnancial crisis in the 1990s, characterised by ﬁnancial institutions’ failure to report the extent
of their non-performing loans and subsequent slow economic recovery, arguably highlights how not facing up
to the scale of such problems as soon as possible can make their resolution more prolonged and painful.
However, inconvenient the economic reality may be in the short term, transparent reporting is a key ingredient
in long term economic recovery and must be protected and maintained at all times—those characterised by
turmoil as well as by stability.
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One of the main criticisms of fair value accounting in the current crisis is that it contributed to pro-cyclicality,
ie exacerbated the business cycle. The objective of ﬁnancial reporting is to provide transparent information to
providers of capital, not to counter the business cycle. These objectives are diVerent to those of banking
regulators. The ICAEW’s view is that banking regulators have the power to introduce counter-cyclical
measure in their prudential capital regimes, but it would be inappropriate to introduce such measures into the
accounting system given its diVerent objectives.
The ICAEW—through its Financial Reporting and Financial Services Faculties—is committed to continual
review of the appropriateness of ﬁnancial reporting requirements both generally and with speciﬁc reference to
the ﬁnancial sector.
The ICAEW will continue to examine the issues through our “Information for better markets” and “Inspiring
conﬁdence in ﬁnancial services” thought leadership campaigns and contribute to the assessment of these issues
by the US Financial Accounting Standards Board and the International Accounting Standards Board, and to
the forthcoming major review by the two Boards of measurement issues generally.
We note that on 11 November, the UK Treasury Committee heard evidence on the role of “Accountancy in
the banking crisis”. The committee set out to scrutinise the “The role that fair value accounting has played in
the banking crisis, and whether any change to fair value reporting rules and requirements is appropriate.”
During the committee hearing representatives of the British Bankers’ Association; the Association of British
Insurers; the Investment Management Association; the Chartered Financial Analyst Institute; and the
ICAEW all broadly supported current use of fair value.

9. Is better testing and regulation needed of new ﬁnancial products, especially complex securities? If so, how? Should
complex ﬁnancial instruments, such as credit default swaps, be traded through clearing houses?
We have no comments on these questions.

10. Should there be tighter regulation of off-balance sheet vehicles in which some banks held “toxic” assets associated
with US sub-prime mortgages? Is there a case for requiring greater public disclosure of banks’ balance sheets?
Off balance sheet entities
Some of the criticism of oV-balance sheet accounting may relate more to US Generally Agreed Accounting
Principles (US GAAP) than International Financial Reporting Standards (IFRS). US GAAP has a category
of “qualifying special purpose entities” (QSPEs) which are permitted to be held oV-balance sheet, so long as
certain rules are met. IFRS does not have a similar provision, but takes a more principles based approach that
focuses upon the economic substance of the structures. Where a bank controls an asset and related liability
and has a share in its risks and rewards, they must be accounted for on the balance sheet. Many special purpose
entities were held on-balance sheet under IFRS, including for example Northern Rock’s Granite vehicles. The
IASB has been working over a number of years to improve their asset and liability recognition criteria and
signiﬁcant progress has been made. We welcome the IASB initiative to review the accounting standard dealing
with consolidation.

11. Are bank directors, especially the independent non-executives, in a position to exercise effective oversight? In
particular, do they have sufﬁcient understanding of the complex assets held by banks? If not, can any changes be made
which will ensure effective oversight? Do any other governance issues need to be addressed?
12. To what extent has the ﬁnancial crisis been caused by the failure of banks’ business models rather than by that of
banking supervision? Did the remuneration structure of banks contribute to the crisis and, if so, how should remuneration
structures be changed?
Non-Executive Directors
Non-executive directors (NEDs) in ﬁnancial institutions are expected to have the necessary ability to ask
challenging questions in order to understand (and positively inﬂuence) the business model and inherent risks
within their company.
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To achieve their role, NEDs require a continuous understanding and independent perspective on
the:
—
—
—
—
—
—

conduct of the business;
performance of other directors;
development of strategy;
adequacy of ﬁnancial controls and risk management processes;
level of remuneration within the business; and
appointment and replacement of key personnel succession planning.

In the UK, the Financial Reporting Council (FRC), through the “Combined Code”, sets comprehensive
standards on board balance and composition, independence criteria, the provision of information and
professional development for directors against which companies must disclose their practice.
The Combined Code (the code) is founded in the principle of shareholder responsibility. The FRC does not
monitor or enforce the code’s implementation by individual boards nor is full compliance with the code
compulsory. Instead the primary responsibility for monitoring the behaviour of company boards are the
company’s shareholders. Company boards are under a responsibility to “comply or explain” to shareholders
why they have chosen not to comply with a speciﬁc requirement of the code.
The ICAEW supports the “comply or explain” framework and underlining principle of shareholder
responsibility. Comply or explain, when characterised by transparency of information, allows shareholders to
analyse director decisions and “vote with their feet”. We believe that, given greater transparency and a
commitment on behalf of the shareholder themselves, “comply or explain” is a suitable basis for ensuring that
non-executive directors (NED) are in a position to provide eVective oversight and, therefore, encourage the
company to make sustainable decision making.
Shareholders should be in a position to assess for themselves whether NEDs possess the capabilities necessary
to provide eVective oversight. For ﬁnancial institutions, this may involve an assessment of whether NEDs
display the appropriate understanding of “complex assets held by banks”, as necessary to fulﬁl their role to
maintain an informed position on the conduct of the business.
However, the ICAEW believes that improvements can be made to strengthen the ability of shareholders to
scrutinise the appointment process for NEDs, therefore better ensuring that NEDs possess the abilities to fulﬁl
their oversight role. We would encourage greater transparency and disclosure of the Nominations Committee
process and subsequent appointment processes. If market participants are aware of the board and individual
director evaluation process, they will be able to make a more informed investment decision based on an
understanding of the company’s strategy on human capital.
The ICAEW does not believe that it is appropriate to regulate boards to the extent of introducing compulsory
pre-requisite qualiﬁcation for NEDs, or making ﬁnancial qualiﬁcations mandatory for board positions on
ﬁnancial institutions. Most organisations have full induction procedures for new NEDs and on-going training
programmes. We believe that organisations, on the whole, will themselves be better placed to deliver the
training and insight that the company requires and that rules based regulation in this area would be unhelpful.
Shareholders, not regulators, should decide whether a detailed knowledge of ﬁnancial services and a senior
level of ﬁnancial qualiﬁcations are required.
Other governance issues
A full and thorough debate is needed on the implications of the ﬁnancial crisis for corporate governance
arrangements, for ﬁnancial institutions in particular.
However, corporate governance considerations for ﬁnancial institutions should not be seen as a “silver bullet’
in response to the ﬁnancial crisis. The global ﬁnancial crisis and the collapse of conﬁdence aVected ﬁnancial
institutions throughout the world, across jurisdictions that employ substantially diVerent corporate
governance regimes. For instance the UK “comply or explain” Combined Code framework diVers
substantially from the, more prescriptive Sarbanes-Oxley regulation in the US. At these early stages, there
appears to be no appreciable diVerence in outcome between the major corporate governance models in
responding to the pressures of the ﬁnancial crisis.
While, in the longer term, the ICAEW supports full international inquiry into how diVerent corporate
governance models performed leading up to the credit crunch, the ICAEW believes that the challenge of
achieving sustainable long-term decision making, particularly in ﬁnancial markets, is far greater than relating
to corporate governance considerations alone.
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On a broader level, corporate governance seeks to address the agency issues that arise from a separation of
ownership and control. The ICAEW believes that eVective risk management depends on shareholders, as
owners, holding an active interest in the board’s long-term sustainable decision making. Companies, investors,
regulators as well as consumers must play a role in encouraging a responsible and ethical approach to business
marked by a continuous attention to the long-term and systemic implications of business activity as well as
concern for more immediate competitive issues.
Remuneration structures
The credit crunch has increased the scrutiny on remuneration in its broadest sense both in terms of investor
expectations and behaviours and in terms of compensation and bonus systems that may reward risk-taking
and extreme short-termism within the ﬁnancial services sector.
Innovative thinking is needed in this area. Remuneration structures must be developed in order to incentivise
boards, managers and employees to act in the long-term interests of those that they are meant to serve in an
ethical and sustainable manner rather than short term performance. Remuneration structures must also
comply with regulations and at the same time enable the company to attract and retain the best available
executives and reward outstanding performance.
There are fundamental areas that need to be looked at include:
— Why certain incentives are failing;
— Whether incentives have encouraged short-termism at the expense of strategic objectives;
— The governance of pay and human capital (the capabilities of people; the internal governance of
company structures and ensuring appropriate remuneration incentives are in place to support those
structures);
— The existing mechanisms for ensuring appropriate remuneration and incentives are in place and the
oversight of those mechanisms.
The fundamental areas of review call into question the eVectiveness of pay structures and incentives both in
terms of “rewarding failure” in and terms of “failing to reward” which can be equally as damaging in human
capital terms.
13. How should the regulatory system take account of the Government’s position as a majority shareholder in a number
of banks?
14. Where should the boundary be drawn between the institutions that are covered by banking regulations and those
that are not? For example, does there need to be a clear division between commercial banks, with relatively strict
supervision, and investment banks? Should banking regulations address the role of credit rating agencies?
We have no comments on this question.
15. How far can banks circumvent UK regulations by, for example, setting up offshore operations? How far should
changes be made at the UK-level and how far through international agreements? What is the impact of EU
banking regulations and how do they interact with UK regulations?
In many areas, the ﬁnancial crisis has emphasised that the global interconnectedness of ﬁnancial systems
requires greater coordination at the global level. As we have outlined above, this includes—ﬁnancial reporting,
capital adequacy and liquidity management.
EU capital markets are highly integrated. The European Commission estimates that approximately 80% of
Europe’s banking assets are held in 45 systemic cross-border banking groups. EU Internal Market policy in
this area broadly aims to achieve a level playing ﬁeld across Member States, matching the level of integration
of EU capital markets.
The De Larosière Report on EU banking supervision was published on 25 February 2009. This much
anticipated report supported enhanced EU supervisory arrangements and structures. The report follows
considerable debate over the need for pan-EU oversight of large banks that operate across borders. In
addition, there have been several calls for formal crisis management mechanisms at an EU level to be
established to guide public intervention in troubled ﬁnancial institutions, when respective ﬁnancial institutions
have signiﬁcant operations in more than one Member State. Broadly, the ICAEW believes that ﬁnancial crisis
management should be considered in a pragmatic manner. It may not be appropriate for the EU to lead crisis
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management of every cross-border ﬁnancial institution in diYculty. In every case, policy makers should clearly
identifying the issues at stake and the most suitable way of addressing them, taking into account the diVerent
national environments.
The ICAEW will respond to the issues of Pan-EU oversight raised by the De Larosière report following full
and detailed consideration the report. The ICAEW supports a greater degree of regulatory consistency and
coordination across the EU, provided it results in workable arrangements that address public interest needs
without posing disproportionate compliance burdens on businesses and regulators. A number of initiatives
are already in the legislative process, including major regulatory change in relation to credit rating agencies
and capital requirements.
EU initiatives should be seen as part of the broader international eVort to rebuild conﬁdence in the ﬁnancial
system. The ICAEW encourages EU work streams to be synchronised with the ongoing international dialogue
taking place within the G20 framework. While progress in regulatory consistency and coordination should be
pursued at the Internal Market level, in many cases an eVective regulatory response to issues raised by the
ﬁnancial crisis can only be tackled at the global level.
16. Are there lessons Britain can learn from the experience of other countries’ banking systems during the ﬁnancial
crisis, such as Spain and the US?
17. Should other aspects of the system of banking regulation be changed?
We have no comments on these questions
27 February 2009
APPENDIX ONE
ICAEW Supplementary evidence to Treasury Committee
IDEAS FOR ENHANCING CONFIDENCE IN BANK REPORTING
Introduction
The Treasury Committee, at its hearing on the role of auditors in the banking crisis on 28 January 2009, invited
the major auditing ﬁrms to suggest areas where the role of auditors might be strengthened in the audit of banks.
The ICAEW Financial Services Faculty is responding to this invitation after consulting with practitioners in
the six largest UK auditing ﬁrms.
In summing up these sessions, the Chairman, the Rt Hon John McFall MP, said that auditors had done a
decent job of fulﬁlling the duties expected of them in statute but questioned whether that role was appropriate.
The relationship between auditors and the Financial Services Authority (FSA) is central to that question. To
help the Committee consider these matters, we set out ﬁve areas where the role of auditors could be extended:
1. Financial information outside the accounts
2. “Pillar 3” risk disclosures
3. Regulatory returns to the FSA
4. Control activities chosen by the FSA
5. Bank-speciﬁc meetings with the FSA
The aim of these ideas is to contribute to enhanced public conﬁdence in banks by increasing trust in the
information that banks report to the public and to the regulator. Currently, auditors focus on banks’ ﬁnancial
statements speciﬁcally and work in the interests of shareholders. The wider public may not understand that
auditors have only limited involvement with other ﬁnancial information provided by banks.
The audit profession can contribute to greater conﬁdence in banks by providing objective, expert opinions on
the information reported by banks, so that those relying on that information can be conﬁdent that it has been
properly prepared. In assessing each of the suggestions we make for extending the auditor’s role, the following
would need further consideration:
— the exact nature of work to be performed, how this ﬁts with current professional standards and
whether new guidance would need to be developed;
— consulting stakeholders to ensure that any new measures are practical and add value;
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— identifying the costs of implementing change, ongoing costs and how they compare to beneﬁts;
— avoiding the creation of expectation gaps which could damage conﬁdence. For example, assurance
work does not provide guarantees and it focuses on the quality of the reported information rather
than the appropriateness of the underlying reporting requirements; and
— the international context, including maintaining UK competitiveness and drawing on the best of
current thinking.
The following paragraphs set out our ideas in more detail.
1. Financial information outside the accounts
Some of the ﬁnancial information reported by banks does not form part of the audited accounts. For example,
banks normally provide capital ratios, which are the regulatory measure of the amount of capital they hold,
in their annual report. At the moment, auditing standards require that where information is in the annual
report but not part of the accounts “the auditor should read the other information to identify material
inconsistencies with the audited ﬁnancial statements”. Auditors are not, however, required to obtain
additional evidence to support the other information. The UK Government has previously taken the view,
after extensive consultation, that it is not necessary to extend the audit scope beyond the ﬁnancial statements.
The FSA and Government should consider doing so for banks, at least in relation to ﬁnancial information
such as capital ratios.
2. “Pillar 3” risk disclosures
In 2009, banks will be required to report greater detail of their risk positions under new regulations introduced
by Basel II, called “Pillar 3” disclosures. Basel II includes an option to require Pillar 3 disclosures to be audited.
After consultation, the UK government and FSA took the view that it would not take up this option to require
an audit of the disclosures. Many banks are likely to make these disclosures in their annual report, but outside
the accounts. In this case auditors will only need to read the disclosures for inconsistency with the ﬁnancial
statements as in 1 above. The rules also allow banks to make Pillar 3 disclosures outside the annual report, for
example on their web-site, in which case there is no requirement for auditors to check them. The FSA should
reconsider the decision not to require an audit of Pillar 3 disclosures in the light of changed circumstances.
3. Regulatory returns to the FSA
Banks’ regulatory returns to the FSA include a range of ﬁnancial information, for example on liquidity, large
exposures, a bank’s balance sheet and capital. At present, these returns are not subject to review by auditors.
The present regime for banks arose under the Financial Services and Markets Act 2000 (FSMA). It diVers from
the insurance sector, where regulatory returns are reported on by auditors. Before the introduction of FSMA,
banks’ returns were subject to periodic review by auditors. The FSA should consider whether reintroduction
of a review of key bank regulatory returns by auditors would be useful.
4. Control activities chosen by the FSA
The FSA has powers under section 166 of FSMA to commission reports by auditors on speciﬁc issues. These
reports are used mainly when a speciﬁc problem has been identiﬁed and tend to be forensic in nature and
relatively expensive. While it is for the FSA to decide what type of information best supports its supervisory
approach, more general reports looking at banks’ controls used to be commissioned under the previous
regime, when section 39 of the old Banking Act applied. The FSA could make greater and more regular use
of their existing powers under section 166 to obtain more information about the operation and application of
controls or compliance with regulations.
5. Bank-speciﬁc meetings with the FSA
Bank auditors are required to communicate with the FSA in speciﬁc circumstances, including when they
suspect management fraud, consider there are going concern issues or for signiﬁcant rule breaches. Depending
on the nature of the concern, some communications will involve banks’ management while others will not.
Written communications may be followed up by meetings. Outside these prescribed circumstances, the need
for additional contact between auditors, management and the FSA is up to the judgement of the supervisor.
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The current situation diVers from the old regime where there were regular bipartite and tripartite meetings to
discuss the ﬁnancial statements audit and section 39 reports. It is worth looking at whether more regular
meetings with auditors would help the FSA gain additional insights into the banks they regulate. The
knowledge that such meetings were taking place ought also reassure the public. Indeed, it could even be made
a requirement that periodic meetings are held with the auditors for particularly important regulated banks, so
that it is not left to the discretion of the supervisory team. In support of this, we note that the FSA’s supervisory
enhancement programme is advocating annual bilateral meetings with the auditors of all high impact ﬁrms.
ICAEW Financial Services Faculty
10 February 2009
APPENDIX TWO
ICAEW—WHO WE ARE
1. The Institute of Chartered Accountants in England and Wales (ICAEW) is the largest accountancy body
in Europe, with more than 132,000 members. 3,000 new members qualify each year. Our membership includes
Financial Directors and Chief Executives across all sectors of the UK economy, from large multinationals to
SMEs, including micro businesses.
2. The prestigious qualiﬁcations oVered by the Institute are recognised around the world and allow members
to call themselves Chartered Accountants and to use the designatory letters ACA or FCA.
3. The Institute operates under a Royal Charter, working in the public interest. It is regulated by the
Department for Business, Enterprise and Regulatory Reform through the Financial Reporting Council. Its
primary objectives are to educate and train Chartered Accountants, to maintain high standards for
professional conduct among members, to provide services to its members and students, and to advance the
theory and practice of accountancy, including taxation.
Memorandum by Sir David Tweedie, Chairman, International Accounting Standards Board (IASB)

Introduction
1. This paper responds to an invitation dated 17 December 2008 for the submission of written evidence
in connection with the Economic Affairs Committee’s inquiry into “Banking Supervision and
Regulation”.
2. The IASB is an independent standard-setting body responsible for the development and promulgation
of International Financial Reporting Standards (IFRSs), required or permitted by over 100 countries
around the world. The IASB has no responsibility or involvement in prudential regulation and is
therefore only able to comment on a subset of a limited number of questions presented in the call for
evidence (sections of the question that the IASB has responded to are underlined).
3. This paper addresses the following points.
— Executive summary (paragraphs 4-14)
— Response to question 7: “For example, Should capital adequacy rules be tightened? Should they take
account of the quality and liquidity of the assets held by the banks? If so, how? Do regulators need to
create different sets of rules for different assets held by banks? Should fair value accounting rules be
adjusted?” (paragraphs 15-21)
— Response to question 8: “Do Basel banking standards and guidelines need to be changed? Did the FSA
ensure that banks followed the Basel standards and guidelines?” (paragraphs 22-24)
— Response to question 10: “Should there be tighter regulation of off-balance sheet vehicles in which
some banks held ‘toxic’ assets, associated with US sub-prime mortgages? Is there a case for requiring
greater public disclosure of banks’ balance sheets?” (paragraphs 25-29)
— Response to question 16: Are there lessons Britain can learn from the experience of other countries’ banking
systems during the ﬁnancial crisis, such as Spain and the US? (paragraph 30)
— Conclusion (paragraphs 31-33)
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Summary
4. Established in 2001, the IASB is the standard-setting body of the International Accounting Standards
Committee (IASC) Foundation, an independent private sector, not-for proﬁt organisation. The IASB
is committed to developing, in the public interest, a single set of high quality, global accounting
standards that provide high quality transparent and comparable information in general purpose
ﬁnancial statements. In pursuit of this objective the IASB conducts extensive public consultations and
seeks the co-operation of international and national bodies around the world.
5. The banking and credit crisis has demonstrated the need for a global approach to the regulation and
oversight of capital markets. One area where international co-operation is well advanced is accounting
standard-setting. IFRSs, promulgated by the IASB, are used in more than 100 countries, including the
Member States of the European Union.
6. The IASB is therefore well placed to act and should continue to play a role in helping enhance
conﬁdence in the ﬁnancial markets. The IASB will continue to respond in a timely manner that
improves transparency and provides greater global consistency in ﬁnancial reporting. Any steps taken
in relation to ﬁnancial reporting should, however, be measured against the benchmark of improving
investor conﬁdence in reported ﬁnancial results.
7. At the heart of the crisis were bad lending practices—accounting treatments are just reﬂecting the
economic reality that real losses have occurred. Bad lending was compounded by the absence of prices
in the secondary markets for some structured credit products and uncertainty about the location and
size of potential losses. This in turn led to funding difﬁculties caused by the reluctance to extend credit
to a number of ﬁnancial institutions thought to hold low quality liquid assets. Financial reporting enters
the scene by way of its requirements to value these assets and to alert the markets to risks associated
with their existence.
8. It has been the view of the IASB that showing the changes in values of these securities, even if
challenging in practice, provides much-needed transparency and enables markets to adjust in a
necessary, even if painful, manner. This view is supported by ﬁnancial analysts. The CFA Institute,
representing ﬁnancial analysts throughout the world, asked its members whether fair value
requirements for ﬁnancial institutions improve transparency and contribute to investor understanding
of the risk proﬁles of these institutions. 79% said yes.25
9. While the current crisis plays out, it’s important that all those who have a stake in the efﬁcient
functioning of capital markets consider what improvements can be made. The IASB is no exception;
it recognises the need to enhance accounting requirements and has already undertaken improvements;
it is now considering others in the light of developments. However, it is equally important that any
response should be measured and appropriate.
10. The IASB has been working on a number of urgent projects also identiﬁed by the G20 Summit in
Washington. It has issued guidance for valuation of securities, particularly the valuation of complex,
illiquid products, especially during times of stress. It has published proposals to improve the
information available about fair value measurements of ﬁnancial instruments and liquidity risk and an
exposure draft of a standard on fair value measurement will be published shortly.
11. Furthermore, standard-setters have acted on the need to bring greater visibility to previously off
balance sheet items. They have been revising their standards dealing with derecognition of ﬁnancial
assets and liabilities, and the consolidation of controlled entities. The IASB has also been working on
weaknesses perceived in disclosure standards for off balance sheet vehicles.
12. The IASB has also consulted widely in formulating its response to the crisis. Public round table
discussions have been held in Asia, Europe and North America to gather input on other reporting issues
emanating from the global ﬁnancial crisis, including responses from governments, regulators and
others.
13. In addition, the IASB and the US Financial Accounting Standards Board (FASB) have established a
high-level Financial Crisis Advisory Group (FCAG), in direct response to the G20’s request to further
the understanding of the current crisis. This group of senior leaders with broad international
experience in ﬁnancial markets is tasked with considering how improvements in ﬁnancial reporting
could help enhance investor conﬁdence in ﬁnancial markets, identifying the accounting issues requiring
urgent and immediate attention of both the IASB and the FASB, as well as issues for longer-term
consideration.
25

See http://www.cfainstitute.org/memresources/monthlyquestion/2008/march.html.
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14. In the lead up to the G20 meeting in London attention among policymakers and banking supervisors
has turned towards addressing ﬁnancial stability, part of which relates to the issue of procyclicality.
Some have expressed an interest in counter-cyclical regulatory systems used by other countries, most
notably Spain. This is a complex area that requires much consideration. The IASB is well advanced in
discussions with the Basel Committee on Banking Supervision. These discussions are designed to
ensure that efforts addressing procyclicality through changes in prudential regulation are dealt with in
a way that will not harm investor conﬁdence in ﬁnancial statements, which would itself be a cause of
further ﬁnancial instability. Furthermore, the FCAG is addressing the issue of procyclicality as well,
and the IASB will consider their input in an expedited fashion.
Response to Relevant Questions:
Question 7: “For example, Should capital adequacy rules be tightened? Should they take account of the quality and
liquidity of the assets held by the banks? If so, how? Do regulators need to create different sets of rules for different assets
held by banks? Should fair value accounting rules be adjusted?’
15. The objective of ﬁnancial statements is to provide information about the ﬁnancial position,
performance and changes in ﬁnancial position of an entity that is useful to a wide range of users in
making economic decisions.”26 Stated differently, the purpose of ﬁnancial reporting—and therefore
the objective of the IASB’s standard-setting activities—is to provide an informed decision maker with
the necessary information to make a rational judgement regarding the allocation of capital. IFRSs are
designed to provide an economic assessment of an entity at a particular date—to record the value of an
entity today, not what it was worth yesterday or to predict the value of it tomorrow. Whilst not perfect,
fair value accounting has shown to be effective in providing an independent, comparable and veriﬁable
assessment of the value of assets and liabilities, particularly for the measurement of complex ﬁnancial
instruments.
16. Fair value provides much needed transparency and enables markets to adjust in a necessary, even if
painful manner. A large number of investors share this view. The CFA Institute evidence from March
2009 cited in paragraph 8 is a demonstration of investor support for fair value accounting. In a later
survey of its European members, the CFA Institute found:
— 79% of those who responded do not support the suspension of fair value standards under the
International Financial Reporting Standards (597 respondents)
— 85% also think that a suspension of fair value standards would further decrease conﬁdence in the
European Banking System (559 respondents)27
17. Indeed, history demonstrates that failure to acknowledge losses (even acknowledging imperfections in
valuing technique) could delay the resolution of banking crises. In the United States in the 1980s, the
US government created a new and more liberal regulatory accounting scheme to enable savings and
loan institutions to state that they had more capital, when US GAAP would not.28 The result was that
the cost of saving the S&Ls in the United States escalated.29 The same could be said for the Japanese
banking crisis of the 1990s, when Japanese ﬁnancial institutions failed to take write downs immediately.
The Japanese banking sector remained in crisis for nearly eight years, and the Japanese economy barely
grew during that time.
18. That is not to say that fair value measurement techniques cannot be improved. In May 2008, and in
response to the recommendations of the Financial Stability Forum in their April 2008 report Enhancing
Market and Institutional Resilience, the International Accounting Standards Board (IASB) formed an
expert advisory panel. The recommendations in the report called for the IASB to:
— enhance its guidance on valuing ﬁnancial instruments when markets are no longer active
(Recommendation III.6) and
— strengthen its standards to achieve better disclosures about valuations, methodologies and the
uncertainty associated with valuations (Recommendation III.5).
26
27
28
29

Framework for the Preparation and Presentation of Financial Statements, IFRS Bound Volume 2008.
http://www.cfainstitute.org/aboutus/press/release/08releases/20081002 01.html.
See The S&L Crisis: A Chrono-Bibliography, the FDIC Website, http://www.fdic.gov/bank/historical/s&l/.
“It turned a $25 billion problem into a $350 billion problem,” said Robert R. Glauber, who was under secretary of the Treasury from
1989 to 1993 and put together the Resolution Trust Corporation, which eventually sold oV all the bad assets the government received
from failed savings and loan associations. Floyd Norris, “Mistakes of the Past Live Again,” New York Times, 2 October 2008, http://
www.nytimes.com/2008/10/03/business/03norris.html?scp%2&sq%s&1%20crisis%20norris&st%cse.
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19. The expert advisory panel comprised measurement experts from preparers and auditors of ﬁnancial
statements, users of ﬁnancial statements, regulators and others. They met on seven occasions in June—
October 2008. The panel identiﬁed practices that experts use for measuring and disclosing ﬁnancial
instruments when markets are no longer active.
20. Input from the panel formed the basis of educational guidance for fair value of ﬁnancial instruments
when markets are no longer active, published by the IASB in October 2008. The educational guidance
takes the form of a summary document prepared by IASB staff and the ﬁnal report of the expert
advisory panel established to consider the issue. The summary document sets out the context of the
expert advisory panel report and highlights important issues associated with measuring the fair value
of ﬁnancial instruments when markets become inactive.
21. The IASB has also published proposals to improve the information available about fair value
measurements of ﬁnancial instruments and liquidity risk. Further proposals to revise fair value
measurement guidance will be published in the ﬁrst quarter of 2009.
Question 8: “Do Basel banking standards and guidelines need to be changed? Did the FSA ensure that banks
followed the Basel standards and guidelines?”
22. The IASB has a long history of working cooperatively and having a regular dialogue with prudential
regulators including the Basel Committee, however we are not in a position to comment on the
application of regulatory requirements.
23. Whilst not diluting our primary objective (to provide useful information to users, investors) ﬁnancial
statements also provide information that is helpful to other interested parties, including prudential
regulators, insurance regulators, and others. The fair value option amendment in 2003 / 2004 is a good
example of where the IASB worked cooperatively with the Basel Committee and other regulators to
create an accounting requirement that met the needs of users of ﬁnancial statements whilst also
allowing prudential regulators to fulﬁl their own objectives of ﬁnancial stability.
24. However, the objective of the IASB is not prudential regulation or ﬁnancial stability, even though
much of the information it provides is useful to prudential regulators. As an international standard
setter, rather than a prudential regulator, we do not feel qualiﬁed to pass judgement or fully answer
these questions.
Question 10: “Should there be tighter regulation of oV-balance sheet vehicles in which some banks held “toxic”
assets, associated with US sub-prime mortgages? Is there a case for requiring greater public disclosure of banks’
balance sheets?”
25. The purpose of general purpose ﬁnancial statement is to provide decision-useful ﬁnancial
information to users of ﬁnancial statements. There are examples over the past months whereby
vehicles that were oV-balance sheet have subsequently been brought on-balance sheet because the
sponsoring bank has had to step in to provide support or demonstrate in essence that the bank
controlled the oV-balance vehicle. In many of those situations however, there was no contractual
requirement for the bank to step in—this is what is often referred to as reputational risk. The IASB
is, however, committed to continued cooperation with prudential and other regulators in considering
these issues.
26. Reputational risk is a diYcult area in which much judgement is required from the entities in whether
or not to consolidate another vehicle. The overriding principle in both IFRS and US Generally
Accepted Accounting Principles (GAAP) is determining whether or not the bank controls that other
vehicle and that is where judgement is required.
27. The IASB has acted on the need to bring greater visibility to previously oV balance sheet items by
developing revisions to standards dealing with derecognition of ﬁnancial assets and liabilities, and the
consolidation of controlled entities. The IASB has also been working on weaknesses perceived in
disclosure standards for oV balance sheet vehicles.
28. In December 2008 the IASB published proposals to strengthen and improve the requirements for
which entities a company controls, known as consolidation. The proposals included enhanced
disclosure requirements that would enable an investor to assess the extent to which a ﬁnancial
institution has been involved in setting up special structures and the risks to which these special
structures expose the institution.
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29. At the end of March 2009 the IASB will publish proposals regarding changes to requirements around
derecognition (securitisation) of ﬁnancial assets. Whilst a separate issue from consolidation and oVbalance sheet vehicles, it has been an area of focus for many. The proposals will include greater
disclosure than is required today regarding the transfer of ﬁnancial assets whilst retaining some
involvement in the future performance of that asset. Both consolidation and derecognition projects
are expected after normal due process to be completed in 2009 or early 2010.
Question 16: Are there lessons Britain can learn from the experience of other countries’ banking systems during
the ﬁnancial crisis, such as Spain and the US?
30. The IASB continues to consult widely in formulating its response to the ﬁnancial crisis:
— Public round table discussions have been held in Asia, Europe and North America to gather input on
reporting issues emanating from the global ﬁnancial crisis, including responses from governments,
regulators and others.
— A high-level Financial Crisis Advisory Group (FCAG) has been established to further the
understanding of the current crisis. This group of senior leaders with broad international experience
in ﬁnancial markets is co-chaired by Hans Hoogervorst, Chairman of the Netherlands Authority for
the Financial Markets (AFM), the Dutch securities regulator and former ﬁnance minister, and
Harvey Goldschmid, former Commissioner of the US Securities and Exchange Commission, (SEC).
Stephen Haddrill, Director General of the Association of British Insurers (ABI) is also a member of
the FCAG. The group’s task is to consider how improvements in ﬁnancial reporting could help
enhance investor conﬁdence in ﬁnancial markets, identifying the accounting issues requiring urgent
and immediate attention of both the IASB and the FASB, as well as issues for longer-term
consideration. By the time of the G20 London Summit this group will have met three times in public
session and made a preliminary report.
— The IASB and FASB have a joint project to improve and increase the understandability of the
accounting information that is prepared today about ﬁnancial instruments. The issues in this project
are both complex and contentious, however both the IASB and the FASB have committed to moving
forward with that project as expeditiously as they possibly can.
— The G20 leaders met in November to discuss the global ﬁnancial crisis and its implications in the
markets. In their conclusions they endorsed global ﬁnancial reporting standards and identiﬁed six
topics that the IASC Foundation (and the IASB as its standard-setting body) should consider in the
light of the crisis. The IASB has been working with the Financial Stability Forum to address those
suggested ﬁnancial reporting enhancements. It is continuing that work and is taking additional steps
to respond to the conclusions reached by the G20.
Conclusion
31. The crisis in ﬁnancial markets, amongst other things, is a crisis of conﬁdence. Conﬁdence that
counterparties will be unable to honour transactions has already claimed a number of ﬁnancial
institutions and frozen interbank lending across the world. It is only when conﬁdence begins to return
that ﬁnancial markets will return to some sense of normality.
32. It is for this reason that transparency and disclosure must be enhanced, not reduced. Where there is
doubt and uncertainty, there will remain a dearth of conﬁdence. Markets and sophisticated investors
will not be fooled by simply withholding information vital to making appropriate investment decisions.
We believe that the broader debate regarding transparency and disclosure has already been decided by
the markets. Investors continue to punish companies that are believed to be failing to disclose their true
economic position and reward those who are believed to have all of the bad news out on the table.
33. The objective of the IASB is not prudential regulation or ﬁnancial stability, even though much of the
information it provides is useful to prudential regulators. Whilst this is not a crisis caused by
accounting, the IASB is mindful of its role in identifying solutions to the unprecedented challenges
being experienced by markets.
March 2009
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Memorandum by the Investment Management Association
IMA30

is grateful for the opportunity to submit evidence to the Committee. The IMA supported the need for
the Banking Act 2009, proposed the formation of the Expert Liaison Group, called from the outset for the
£50,000 limit for depositors, and consistently called for the banks to “come clean” about the true extent of
losses. In this evidence we focus upon ﬁve items:
i. Regulatory issues—banks as utilities
ii. Weaknesses of national responses
iii Governance issues
iv. The Tripartite model
v. Central clearing of CDS
Regulatory issues—banks as utilities (covering aspects of Qus 18—21)

Identifying utilities
1. Debates on regulation have over-focussed upon supposed distinctions between principles-based regulation
and rules-based regulation. Both in relation to the ﬁnancial crisis widely and aspects such as the Lehmans
collapse, there is a need for future regulation to take account of the public utility role of any entity. Banks have
an obvious public utility role, both for retail and wholesale deposits. Importantly, seeing banks as utilities
should not lead to a conclusion that banks cannot be allowed to fail nor that a bank which serves an important
utility role ought to be precluded from having any other role. But the nature of regulation should reﬂect the
nature of the utility role as such and the nature of the bank’s participation. Accordingly, where the individual
interests of one utility provider—such as a retail bank—conﬂicts with conﬁdence in or the operation of the
utility as a whole (retail banking), then the individual institution’s interests will need to be subsumed into the
interests of the whole; proportional to the size of any bank’s participation and risk of damage to that wider
system. A more concrete example might be the format in which data is maintained by banks; the need for a
single customer view to assist the Financial Services Compensation Scheme or a single view of client holdings
to assist the FSA may suggest imposing standards across all banks, in what might be described as a cost of
doing business in a public utility role. As regards the single customer view then banks with no or few retail
customers may not need to follow such standards; banks which custody client assets would need to meet the
latter standards.
2. Put another way, the FSA’s two most relevant statutory objectives, of maintaining conﬁdence in the
ﬁnancial system and securing the appropriate degree of protection for consumers, do not address suYciently
clearly the need to ensure that, even outside ﬁnancial stability concerns, the connectedness that a ﬁrm has with
other parts of the system as a whole, including the ﬁrms within it, should be considered in determining the
acceptable risks the ﬁrm may take. After the BCCI debacle, European legislation (95/26/EC) stated (quoting
here a recital):
“the competent authorities should not authorize or continue the authorization of a ﬁnancial
undertaking where they are liable to be prevented from eVectively exercising their supervisory
functions by the close links between that undertaking and other natural or legal persons.”
3. In similar fashion the FSA should have regard to a ﬁrm’s “linkage” to any public utility “market”. It may
also require a demerger power to be given to a Tripartite Authority if it is felt that ﬁrms are too complex.
Inequalities in bargaining power
4. Commonly and certainly in recent years, market solutions have been seen (by industry and regulators) as
inherently more attractive than mandated, centralised solutions. This may be due to the one size ﬁts all
approaches or clumsy implementations sometimes experienced by ﬁrms. But market solutions themselves can
be just as poor solutions if the market consists of parties with disparate interests but an inequality of
bargaining power. In a real sense that is one of the causes of a need for regulation. And this inequality of
bargaining power has been reﬂected in large swathes of the market where the banks as liquidity providers have
been able, and allowed, to dictate the terms on which business has been carried on. Again we must be clear
30

IMA represents the asset management industry operating in the UK. Our members include independent fund managers, the investment
arms of retail banks, life insurers and investment banks, and the managers of occupational pension schemes. They are responsible for
the management of approximately £3 trillion of assets, which are invested on behalf of clients globally. These include authorised
investment funds, institutional funds (eg pensions and life funds), private client accounts and a wide range of pooled investment
vehicles. In particular, the Annual IMA Asset Management Survey shows that in 2007, IMA members managed holdings amounting
to 44% of the domestic equity market.
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about our complaint; this is not about commercial terms, of one entity making more money than another; but
it is about the Lehmans UK collapse revealing that asset managers and many others trading with investment
banks have little or no ability or opportunity to have their client assets segregated from investment banks’ own
balance sheet. This has impacted pension schemes and authorised funds. This take it or leave it approach
should not be acceptable if it occurs in relation to a utility.
5. With this approach activities that directly impact ﬁnancial stability would be a strong indicator that a utility
role was involved; but another set of activities around that would be trading and settlement, from equities to
CDS. Such utility roles here may not require such strong intervention but there will be a need to restrict such
extremes of choice. So pension schemes buying and selling equities should have certainty as to what would
happen if an investment or clearing bank defaulted; this need not restrict competition. However through
legislation controlling the limits of what can be done more or less for diVerent utility functions, it would place
more power in the hands of investors and may even save banks from themselves when the lessons of the last
year are either forgotten or (more likely) distinguished from the environment we shall see in ﬁve or 10 years
time.
6. Put another way, as a consumer there is no doubt that the electricity in a home will be 240V at 50hz. This
is regardless of the supplier or even if there are one or more owners of the National Grid; competition ﬂourishes
subject to the maintenance of the public utility. So the continuity of banking services for the public, the
certainty of trading and settlement on London’s exchanges and the safeguarding of assets for pension schemes
and other savings pools should be seen as utility functions.
7. This approach, of identifying and evaluating utility functions, ought to improve the apparent schism
between regulators having focussed historically upon individual banks, and going forwards needing a wider
oversight of the market as a whole.

Weaknesses of national approaches (Q.16)
8. National approaches in relation to deposit protection, and the piecemeal announcements on a national
basis around the EU last year, themselves caused unprecedented money ﬂows out of funds and across national
borders. Alone these eVects risked precipitating collapses in some countries. Financial stability responses need
to be co-ordinated internationally.

Governance issues
Qu. 11. Are bank directors, especially the independent non-executives, in a position to exercise eVective
oversight? In particular, do they have suYcient understanding of the complex assets held by banks? If not,
can any changes be made which will ensure eVective oversight? Do any other governance issues need to be
addressed?
9. It is now apparent that in some bank boards, both executives and non-executives, and even bank
management, seem to have been unaware of the risks the banks were running and the complexity of assets held.
Moreover, certain of the banks’ boards were dominated by the Chief Executive resulting in ineVective
oversight by the non-executives and shareholders’ concerns being ignored.
10. Going forward there are measures that can be taken to address these matters through: improving the
quality and independence of the non-executives; checks on any concentration of power in the hands of the
Chief Executive; clarifying the role of a Chairman towards shareholders; ensuring there is evidence of
challenging debates on key strategic issues; better risk management oversight by both executives and nonexecutives; and appropriate incentive structures and remuneration policies.
Qu. 13. How should the regulatory system take account of the Government’s position as a majority
shareholder in a number of banks?
11. The regulatory system’s main objectives are to maintain the integrity of the ﬁnancial markets and protect
investors/consumers. We do not consider that the regulatory system needs take account of the Government’s
position as a majority shareholder in banks in that the markets still have to function and consumers still need
protection. What is important is that the Government’s shareholdings are managed on an arm’s length basis
and aim to secure shareholder value, particularly if the objective is for the return of the banks to full private
sector ownership. If there is a perception that the bank is being run for other purposes, such as Government’s
legitimate concerns for the operation of the wider market, this risks market distortions which may damage the
bank concerned or conversely its competitors.
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The Tripartite Model (Qus 2 and 3)
12. The recent bank collapses, including Bradford and Bingley, appear to evidence a far more co-ordinated
response from the Tripartite Authorities. We welcome the Bank of England’s role under the Special Resolution
Regime (SRR) in Part 1 of the Banking Act 2009. This is for two principal reasons:
(a) it sets up a dynamic tension with the FSA, which must ﬁrst determine if the threshold conditions are
not met, before the Bank determines which SRR tool to use and so this ought to address better the
risks (undoubtedly more apparent than real) of regulatory capture on the one hand and an overinterventionist approach for ﬁnancial stability on the other;
(b) the power to determine which SRR tool to use carries with it a responsibility to have resources to
identify situations in which the use of the power may be needed and to do so ahead of any immediate
risk of exercise, so as to ensure any intervention is planned and co-ordinated. This need to have
resources at the Bank will principally be satisﬁed by retaining and recruiting skilled individuals.
Implemented correctly this ought to give the Bank greater capability to question, challenge and
support the FSA in its focus on individual banks. Again this ought to provide incentives to both
organisations to execute their respective roles eVectively.
13. We think that the reference to Tripartite Authorities risks becoming a little misleading. The Financial
Services Compensation Scheme might previously have been viewed by some as a backstop fund where
investors were given unsuitable advice by small ﬁrms; with a loan of some £18bn from Government and an
essential mechanism in the rapid transfer of retail deposit books, itself critical for public conﬁdence and to
secure ﬁnancial stability, it is the fourth Authority. Whilst it is under the FSA in terms of rule-making, the time
may rapidly be approaching where it comes under direct accountability of HMT, that the funding of the
Scheme and the rules relating to it are made by HMT (and so subject to closer Parliamentary oversight) and
that the FSCS has powers to make rules in relation to banks to secure, for example, data availability that it
needs. Were pre-funding of deposit compensation introduced, we think the case for HMT oversight would
increase.
Central clearing of CDS (Qu.9)
14. We are engaged through EFAMA, the European trade association body to which we belong, with the EU
work on CDS clearing. We support moves to bring risk into specialist regulated clearing systems. It is as
important to note that the solution should serve investors and savers, not the inter-bank market alone. It
appears current solutions may well not do that. The ability of banks to net their positions and use crossmargining is but one aspect, unless the system also ensures that the underlying investor’s positions are
protected and can be moved to another bank in the event of a collapse, then the full beneﬁts of such a system
will not be secured.
Guy Sears, Director—Wholesale
27 February 2009
Memorandum by Mr Brian Quinn
1. The current ﬁnancial and economic crisis has focused attention on systemic risk in the ﬁnancial sector. In
these circumstances, it is important to avoid another risk which arises frequently in the aftermath of a ﬁnancial
collapse: the risk of over-reaction and the adoption of changes in regulation that may not be relevant to the
nature and origins of the crisis; or could entail costs to the economy that outweigh any beneﬁts obtained.
2. The current crisis has been described as a capital adequacy crisis, a liquidity crisis, a derivatives crisis, a
crisis caused by poor regulation and supervision (not the same things), by rating agencies which were asleep—
or worse, by excessively rigid accounting rules, by the operations of institutions outside the oYcial ﬁnancial
regulatory system, by opaque bank account statements and other factors. Many of these elements of the crisis
did, indeed, play a part in explaining where we are at present. But they do more to explain the scale and scope
of the crisis, rather than its underlying causes.
3. That is not to say that changes may not be needed in some of the related regulatory requirements; but if
systemic crises are to be reduced in frequency and severity—eliminating them might well be impossible in a
market-based system—they must be understood at their roots.
4. Direct personal involvement in several systemic crises, together with the study of crises outside my direct
experience, indicates that they are the products of macro-economic policy mistakes resulting in large
imbalances in economic aggregates, and changes in the structure of ﬁnancial markets, the implications of
which have gone largely undetected by the regulatory authorities during periods of positive economic growth.
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5. At a broad level, this is the story of the secondary banking crisis in the UK in 1973–74; the Latin American
debt crisis of 1982–84; the small banks’ crisis in the UK in 1991–93; the Swedish banking crisis of 1993; the
South East Asian ﬁnancial crisis in 1997–98; and, of course, the current crisis. Looking at it from a diVerent
angle, it is also the story of why the failure of BCCI in 1991 and Barings in 1995 did not result in systemic
problems, despite both being internationally active banking groups. The underlying macro-economic and
macro-prudential conditions in these cases were not such as to lay the basis for a crisis in national or
international ﬁnancial systems.
6. A real diYculty in predicting systemic crisis is that the mix of macro-economic factors and structural
changes change each time. Each crisis is similar in its general causes and diVerent in its particulars. To make
prediction and prevention even more diYcult, both the macro-economic policy elements and the structural
changes can have eVects that are beneﬁcial in the short-term but can have unintended and damaging eVects
in the medium to long term.
7. Granting operational independence to central banks, plus the opening up of Western markets to products
manufactured cheaply in South East Asia, resulted in the reduction of price inﬂation in global markets and
low nominal interest rates in banking and capital markets worldwide. Asset prices rose steadily, reducing the
amplitude of swings in the value of ﬁnancial assets, a source of instability.
8. In ﬁnancial markets, ﬁnancial institutions were no longer conﬁned to speciﬁed sectors or products, and
previous obstacles to operating in ﬁnancial markets and around the world were eVectively removed. Banking
markets and capital markets were not only liberalised, but were linked through institutions and instruments
in a way that encouraged ﬁerce competition, innovation and very generous compensation arrangements for
the staV working in these markets. This dynamic development brought greater eYciency to these markets,
reduced transaction costs and facilitated the redistribution of savings around the world in a way that probably
has no precedent. It was also believed that risks—particularly credit, market, concentration and liquidity
risks—would be dispersed and managed more prudently than previously.
9. Had real interest rates in certain countries remained positive, had the conjuncture of exchange rates been
shifted to prevent large surpluses and deﬁcits emerging in the external and domestic accounts of many of the
large countries, had price bubbles in some ﬁnancial assets been pricked at an early stage, it is likely that the
beneﬁts of this more liberalised ﬁnancial system would have gone on for much longer; perhaps indeﬁnitely. It
is also arguable that oYcial action to deal with the Mexican crisis of 1994, the failure of Long Term Capital
Management in 1998 and the repercussions of the default of Russian bonds in the same year gave a signal that
the authorities had the capacity and political will to prevent these events from developing into a wider
problems; a signal that was picked up consciously or unconsciously by the senior management and boards of
ﬁnancial institutions
10. It is more likely that even with macro-economic policies that would have limited the excessive leverage
engaged in by many banks, investment banks and non-bank institutions, mistakes would have been made by
ﬁnancial companies whose appetite for risk exceeded their ability to price that risk prudently. But the fallout
in the global ﬁnancial system would have been much less.
11. The current crisis exposed other weaknesses in the oYcial infrastructure that indicated a lack of awareness
of other changes that had occurred in the ﬁnancial landscape. The legal provisions for dealing with failing
ﬁnancial institutions were found to be defective in the UK. The scale and scope of depositor and investor
protection schemes in several countries had to be hurriedly altered. The conditions for providing oYcial
ﬁnancial support to ﬁnancial institutions in diYculty were shown to be too restrictive, given the severity of the
crisis. Governments as well as regulators and supervisors were clearly caught unawares.
12. The question for governments, legislators and regulatory and supervisory authorities is what needs to be
done in the light of the present crisis if the chances of another systemic crisis are to be signiﬁcantly reduced.
If the underlying causes—faulty macro-economic policies and structural changes in the ﬁnancial systems—
diVer from case to case, how can the system of regulation and supervision be designed to anticipate the next
possible collapse? If the interplay of contributory factors—some macro-economic, some macro-prudential,
some micro-prudential—is benign at one stage of the economic cycle and disastrous at the next, what can be
done now to improve the chances of stepping in at the point that protects most of the beneﬁts of the
contemporary mix of policies without exposing the economic system to the possibility of collapse?
13. A second-order question is what changes might be made to current regulatory and supervisory
arrangements that are worth doing for their own sake—ie that may not have contributed signiﬁcantly to where
we ﬁnd ourselves at present, but which seem desirable in the light of experience over the last decade or so?
14. These observations and questions provide the context for the answers to the questionnaire circulated by
the Select Committee.
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Question 1
1. The structure of ﬁnancial markets today makes the task of national regulatory authorities more demanding
than it has ever been. The activities of banks, investment companies and insurance companies overlap
signiﬁcantly. They operate in markets that are signiﬁcantly inter-connected; they deal in one way or another
with each other; they have to manage common risks; and they operate in an environment in which
communication is virtually instant and global.
2. Understanding the connections between institutions and markets, and recognising when problems may be
developing, is a daunting and constantly changing challenge. And understanding better the links between
macro-economic conditions, macro-prudential issues and micro-prudential pressures is the most important
challenge facing regulators and supervisors. This is clearly best done through dialogue between the
representatives of the relevant authorities, including regular meetings with the leading ﬁnancial institutions.
Organising such dialogue and discussions itself constitutes a serious challenge if bureaucracy is to be avoided
and the necessary speed of action achieved. At present the Financial Stability Forum appears not to meet
these criteria.
3. The allocation of responsibility for regulating and supervising ﬁnancial institutions that operate across
national boundaries probably needs to be re-examined. This is a complex and sometimes politically sensitive
area. Flows of information between home and host supervisors need reinforcement. However it is important
to recognise that arriving at a consensus for timely action will be diYcult in cases where the danger of systemic
collapse is not clear—which will be majority of cases. Some supervisors will have hesitations about informing
others of problems in their ﬁnancial institutions, particularly where “national champions” are concerned.
4. The alternative is the empowerment of a supra-national body, such as the IMF, the World Bank or Bank for
International Settlements to carry out regulation and supervision. I regard this as both unlikely and mistaken.
Passing control of ﬁnancial institutions and their activities—which are in most countries still predominantly
to domestic companies and individuals—would be as acceptable as passing control of macro-economic policy
to these institutions. In addition, the boards of the IMF and World Bank consist of representatives of national
governments, lacking the independence from political inﬂuence that a regulatory and supervisory body
must have.
5. The IMF, World Bank and BIS may have important roles in a redesigned global regulatory system; but
acting at the national level is not among them.

Question 2
1. Banks, securities companies and insurers have experienced diYculties in very many countries regardless of
the way in which regulation and supervision are structured. The failures in the UK may have been amongst
the ﬁrst to show; and have certainly been among the most highly publicised. However, new arrangements are
being put in place and it seems sensible to allow a period of operating with these new arrangements before
considering further more radical change; but a review of these new arrangements should take place after one
or two years.
2. The principal losses arising from the transfer of responsibility for bank supervision from the Bank of
England to the FSA have been (i) the separation of supervision of individual institutions from the day-to-day
surveillance of ﬁnancial markets; (ii) the change in supervisory style, within the Bank enjoying a perceived role
as part-policeman, part-conﬁdant, while the FSA has a more adversarial relationship with those it regulates;
and (iii) the FSA’s more bureaucratic procedures.
3. However, for reasons given above, it is probably impossible to return to a system in which the Bank
supervised only individuals banks and banking groups; the people needed to supervise an integrated ﬁnancial
system would far exceed the numbers and skills currently available to the Bank; and there is a serious question
whether its former style of supervision could be recaptured, given the global competitive pressures on ﬁnancial
institutions.

Question 3
1. Oversight of the UK banking system has not been lost but does need to be linked more closely to the
supervision of individual institutions. The Bank, with its responsibility for systemic stability, publishes its
Financial Stability Report in April and October each year. This is among the best sources of information,
analysis and comment on the overall ﬁnancial situation in the UK, and globally.
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2. The report from the FSA into the failure of Northern Rock sets out a picture of failure of supervision at
the level of the individual institution: so an excessive focus on individual banks cannot be an explanation for
the crisis as it occurred in the UK.
3. It is more likely that with UK banks apparently well capitalised, liquid and proﬁtable, conventional
supervisory indicators appeared strong; and supervisors paid much greater attention to consumer protection
and conduct of business matters—subjects that in a benign economic climate are the subject of frequent and
critical media and political attention. Placing responsibility for the regulation and supervision of conduct of
business in a diVerent organisation from the prudential regulators should be re-examined.

Question 4
1. Today’s technologically enabled ﬁnancial system is faster-moving, more innovative and more competitive
globally than ever before. Recruiting and retaining supervisors able to operate eVectively is very diYcult.
Nevertheless there are a number of things that might be done to avoid placing them at a comparative
disadvantage to market operators:
(i) Look at their remuneration. There may be scope for improvement with a relatively smaller gap in
basic pay; the gap in total remuneration will come down under market—and political—forces.
(ii) Improve their training, employing both other supervisors and market practitioners.
(iii) Employ a proportion on ﬁxed term contracts ie recruit from the ﬁnancial services sector for a period.
Of course, this creates challenges for management in building an experienced workforce that operates
as a team.

Question 5
1. Forecasting systematic crises has always been very diYcult. There are common factors in all such events:
mistakes in macro-economic policies, macro-economic imbalances, changes in ﬁnancial instruments and
ﬁnancial markets, mispricing of risk by ﬁnancial institutions, etc. It is the interplay between these factors that
determines whether a crisis occurs, or something less than that. Asset price bubbles may burst without wider
repercussions (eg the dot.com share price bubble); but in today’s interconnected and overlapping markets, they
may trigger problems in other markets. Anticipating these emerging systemic problems has proved extremely
challenging. Timing is also crucial: Milton Friedman admitted to having forecast 11 of the last two recessions.
Taking corrective action that is premature can carry signiﬁcant economic and social costs.
2. The connection between macro-economic activity, macro-prudential and micro-prudential issues must be
explored much more if progress is to be made in anticipating ﬁnancial crises and dealing with them eYciently.
This is best done at the national level by the central bank; and at the international level by the IMF, World
Bank and the Bank for International Settlements; but preventative action must lie with national authorities,
given the signiﬁcant diVerences in ﬁnancial structure and ﬁnancial markets in individual countries.

Question 6
1. While requirements for capital adequacy, liquidity adequacy, provisions for bad and doubtful debt,
consolidated supervision and other measures to capture risk classes should be re-examined in the light of the
crisis, they should not be redesigned to deal with a situation that arises decades apart. Taking actions that
assume today’s circumstances are normal will do much unnecessary damage. But achieving counter-cyclicality
should be a key objective in setting new prudential requirements for all ﬁnancial institutions.
2. The current crisis has demonstrated the close correlation between the capital necessary to meet unexpected
losses in asset values and the liquidity of ﬁnancial markets. However, mingling the capital necessary for asset
value deterioration and for asset realisation in normal circumstances risks muddle and confusion. It would
also leave the maturity structure of liabilities out of the calculation. When markets are functioning normally
the value to be attached to assets for liquidity purposes can be varied by regulatory authorities within a
reasonable margin of error. All this said, there is no international standard for liquidity in today’s connected
markets. DiYcult as that may be, this is a matter of urgency.
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Question 8
1 See the reply to 6 and 7 above. Excessive detail and complexity in regulations should be avoided. Deciding
detailed standards and guidelines is very time consuming, absorbs considerable resources and may well be
overtaken by developments in the markets. UK banks did not fail because of the FSA did not apply and
enforced Basel Standards, but for other reasons explained above, and in various oYcial reports.
Question 9
1. Establishing a central clearing house for complex ﬁnancial instruments would improve the amount and
quality of information available on activity in these instruments; and would reduce the possibility of settlement
failure. For these reasons it could reduce systemic risk and should be pursued.
Question 10
1. The rules for consolidated reporting and consolidated supervision of ﬁnancial groups clearly need to be
revisited and revised. Greater public disclosure of ﬁnancial information can help, but must be better presented
to identify and measure the risks a group is managing. But greater disclosure is not the complete answer.
Borrowers, lenders, savers and investors all ignore information that conﬂicts with their perceived interests
when markets are growing strongly; their behaviour is symmetrical in the downturn.
Question 11
1. Requiring only one non-executive director on the board to be competent in complex ﬁnancial instruments
is insuYcient. Fast-changing markets and instruments that demand up-to–date mathematical and computer
skills can leave directors behind. Supervisors should therefore apply the ﬁt and proper criterion to the boards
of ﬁnancial institutions as a whole, as well as to individuals.
2. Every authorised ﬁnancial institution should be required to have a Remuneration Committee whose formal
responsibilities would include assessing compensation policies and practices and making a recommendation to
the Board. This should be done twice a year. Shareholders are the biggest losers from excessive compensation
schemes, so their representatives should exercise judgement and apply sanctions before any regulatory input.
The supervisor can take the Board’s views into account in setting prudential ratios in the case of outliers.
Question 12
1. Business models that are based on extreme assumptions about the behaviour of particular ﬁnancial markets
or instruments that are very complex, should require greater prudential safeguards. These could include
absolute limits on eg leverage, asset and/or liability concentrations. But it is also important to bring into the
balance the need to avoid excessive complexity or detail in regulatory requirements, or the stiﬂing of
innovation. These judgements are not easy; but the answers are what distinguishes good supervision from a
compliance-based culture.
Question 13
1. Leaving Government as a controlling shareholder in a ﬁnancial institution for any length of time should
be avoided. It is diYcult to think of a country in which state ownership did not result in attempts to mix
commercial and political objectives, frequently with unhappy results. A mixed public/private banking sector
raises awkward questions of unfair competition. Getting in is much easier than getting out, but a minimal
period of state control should be an early target. Penalties on existing shareholders should be punitive but not
draconian. Little is gained in the longer-term by depriving the ﬁnancial system of risk capital.
Question 14
1. Given modern technology and consumer preference expressed in recent years in the markets, adopting a
strict barrier between diVerent kinds of ﬁnancial institutions is probably futile and ineYcient. The current crisis
aVected ﬁnancial institutions and groupings of all kinds because of links between instruments and markets
that were not foreseen fully. Demarcation lines are unlikely to endure. Better supervision and surveillance of
ﬁnancial markets and institutions is a better way forward.
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2. Subjecting rating agencies to formal supervision and regulation is a poor substitute for the agencies running
themselves properly. There is an important role for a market-based view of credit valuation. The agencies
represent another pair of eyes which, focussed on the provision of information and not primarily on
proﬁtability, can add a dimension to the safe functioning of ﬁnancial markets. This conﬂict in interest needs
to be examined carefully. Rating agencies contributed to the current systemic collapse, but were not a
principal cause.

Question 15
1. Changes to regulations aVecting ﬁnancial institutions or groups that operate oVshore centres would not
reduce the UK ﬁnancial sector’s vulnerability to systemic loss signiﬁcantly; but the practice of consolidated
supervision may need to be tightened. As a principal oVshore centre the UK is well placed to understand and
capture the risks associated with this task. The number of poorly regulated oVshore centres has reduced
signiﬁcantly in the last 10-20 years as a result of pressure from regulators and legislators. Any further changes
in current regulations is best done though international agreement.

Question 16
1. Spain’s counter-cyclical provisioning arrangements should be carefully studied for possible wider use. The
author proposed this scheme 15 years ago to UK banks but it was rejected by bank accountants, partly on the
grounds that it was unfamiliar, and partly on the—spurious—grounds that it would bring tax disadvantages.
2. The US system of bank resolution procedures works well and the UK is correct to be moving in that
direction. The system of multiple and competing bank supervisory agencies in the US looks worse than it is
in practice; but it is nevertheless wasteful and poorly designed. It appears that changes are likely.

Question 17
1. The roles and responsibilities of the Bank of England and the FSA should be redeﬁned to allow for some
overlap in the way individual institutions are supervised and market surveillance is carried out. Excessive
punctiliousness in keeping their relative roles and responsibilities separate may have contributed to delays in
jointly addressing problems at Northern Rock and other institutions whose business plans reﬂected the
“originate and sell” strategy.
2. A Regulatory and Supervisory Committee, operating along the lines of the Monetary Policy Committee,
should be established and its proceedings published. The current arrangements for meetings involving the
Bank of England, the FSA and a representative of the Treasury should be supplemented by a dedicated
secretariat—perhaps full-time—and regular quarterly reports. The terms of reference of this standing
committee should focus on systemic risk. Members of the Committee should be able to invite market
participants to attend to provide input to its deliberations.
10 February 2009

Memorandum by Shelter

Summary
1. We welcome the Committee’s decision to examine the regulation of British banking. Our submission
focuses on regulation of mortgage lending.
2. The Financial Services Authority (FSA) has only regulated mortgage lending since 2004; Shelter believes
that this relatively new system of regulation and scrutiny still has some room for improvement.
3. The Mortgage Conduct of Business (MCOB) oVers some degree of protection to consumers but the
regulations are not very well enforced, nor do they go far enough.
4. The FSA is not a very transparent or consumer-focused organisation. We would welcome more external
clarity on enforcement actions and the protections available to consumers.
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Monitoring and Enforcement
5. Shelter believes that there are ﬂaws in the way that mortgage regulations are monitored and enforced, and
we have particular concerns about the eVectiveness of the regulatory regime within the sub-prime sector.
6. The FSA’s own investigations, backed up by Shelter’s experience in our advice centres, have shown
signiﬁcant gaps in arrears management practice.31 This is particularly the case among intermediaries in the
sub-prime sector, who are not always thorough and responsible in their sales and marketing when it comes to
checking that products are aVordable and/or suitable for customers.
7. Among this group, the FSA found that in one third of cases investigated there had been no adequate
assessment of aVordability. In one-half of the cases surveyed, no adequate assessment of the suitability of the
product for the customer’s needs had been carried out. None of the lenders surveyed had covered all
responsible lending considerations in their policies.
8. In August 2008 the FSA completed a review of 18 lending ﬁrms’ responsible lending policies and 250 ﬁrms’
mortgage advice. Both areas were found to have serious weaknesses.
9. The usual result of an enforcement action is a ﬁne and an agreement sought that the company will review
its business practices, or in some cases the company will agree not to continue the practice any more. However,
ﬁnes are designed to be symbolic rather than punitive, and Shelter believes that the penalties for misconduct
should be far more stringent.
10. We recognise that the FSA has been able to identify some of the problems with enforcement, but we are
concerned that they have been apparently unable to improve the situation. If this is due to lack of resource
then this is something that the Treasury should address urgently.
The Mortgage Conduct of Business (MCOB)
11. The problem of weak enforcement of regulations is compounded by weaknesses in the regulatory
framework itself. The FSA’s approach to regulation is “principles based”, giving ﬁrms a ﬂexible, rather than
prescriptive remit.
12. Much of the language used in MCOB is vague and open to interpretation. Terms such as “fairly” and
“reasonably” are frequently used without clear deﬁnition. This gives lenders the ability to deﬁne those words in
a way that suits them. Shelter believes that the FSA should revise the language and make it more prescriptive.
13. Shelter is awaiting the results of the FSA review of arrears management. The review does not have a ﬁxed
timetable but has now been ongoing for some time. We urge the FSA to outline a clear and expedient timetable
for the conclusion of the review.
14. MCOB allows for self-certiﬁcation of income “where appropriate” and says that lenders should ﬁnd “no
reasonable grounds for doubting the information provided”. The review should look at how lenders interpret
this in practice and deﬁnitions of “appropriate”, as lenders currently have quite a lot of leeway on this.
15. The rules could also be clearer on deﬁning ability to repay. At the moment, the FSA “would expect”
lenders to take certain factors into account (such as the impact of coming oV an introductory or short term
rate, or the ability to repay from sources other than income). This could be strengthened: irregularity of
income, impact of retirement and other long-term issues should also be considerations.
16. Some lenders impose unreasonable default charges on their customers, which just add more and more debt
and are particularly unfair if a repayment plan has been negotiated. For example, some will charge fees for
every letter or call regarding arrears. Shelter believes that MCOB should explicitly state that it is unreasonable
to continue to add default charges when the borrower has agreed a new repayment plan with the lender and
is keeping up with this.
Lack of Transparency and Consumer Focus
17. The fact that MCOB does not require lenders to publish their arrears policies makes it diYcult to challenge
them in possession cases. The FSA should require lenders to publish their policies.
18. There should also be greater transparency about the enforcement process, which often happens behind
closed doors. It would give consumers and stakeholders more conﬁdence to know more about enforcement
action when it is taken.
19. The FSA should be reformed so that it has a more consumer-focused approach. For example, the FSA
Board is mainly comprised of industry representatives, and could include more consumer spokespeople.
31

FSA, Thematic review, 2007, www.fsa.gov.uk/pages/About/What/thematic/subprime/index.shtml

Processed: 26-05-2009 23:47:22

262

Page Layout: LOENEW [E]

PPSysB Job: 424792

Unit: PAG1

banking supervision and regulation: evidence

20. As mentioned earlier, there has been very little external clarity or stakeholder engagement around the
current review of arrears management.
21. The dual system whereby second charge and buy-to-let loans are regulated by the OFT causes confusion
for consumers, for whom there is very little clarity about what protection is available. This would be improved
if the FSA were responsible for regulating all loans secured against residential property.
February 2009
Memorandum by Mr Julian D.A. Wiseman
The Bank of England and the Non-Availability of Money
1. The Bank of England must lend, because, in total, the private sector is short of £, by about the size of the
note issue—some £43bn. Something similar is true in most currencies. Private sector entities borrowing from
each other merely pass the deﬁcit around without extinguishing it. So instead they must borrow from the Bank
of England.
2. Meanwhile there is a policy interest rate chosen by the Monetary Policy Committee. In order to make this
rate happen the Bank needs to borrow or lend such that some private-sector rate is close to the policy rate—
the Bank needs to implement its monetary policy.
3. Observe that para. 1 is about volume, whereas para. 2 is about price.
4. Focussing on price would make both tasks very easy: the Bank could and should make a market in secured
overnight money.
— The Bank should allow any of her counterparties to borrow at the policy rate, in eVectively unlimited
size, one day at a time, against good collateral, merely by ending the day overdrawn. This would
prevent the price of secured short-term money going above the policy rate.
— The Bank should allow any of her counterparties to deposit sterling, also overnight, at a rate slightly
below the policy rate, merely by ending the day with a positive balance. This would prevent the price
of secured short-term money going more than slightly below the policy rate.
5. Every day some banks would ﬁnish overdrawn, as the deﬁcit must be somewhere. Those banks would have
good collateral in the payment system; otherwise they could not have made the payments that left them
overdrawn. And under the proposal in para. 4 that daylight overdraft would automatically become an
overnight overdraft, at a price of the policy interest rate. Thus having collateral would automatically give
access to £.
6. Indeed, the proposal in para. 4 has the additional merit of simplicity: it is entirely self-evident that the cost
of money secured against good collateral could not stray above the policy rate, nor below the slightly lower
deposit rate.
7. Instead the Bank of England prefers volume, providing ﬁxed volumes of money through several forms of
“Open Market Operation”.
a. The Bank buys bonds: eg, “The aggregate size of gilt-purchase OMOs in the ﬁrst quarter of 2009
will be stg 1,200mn”. A commercial bank has no certainty of winning such a tender, and, these
tenders being infrequent, may not arise when the commercial bank learns that it needs money.
b. Auctions of long-term money, mostly three-month.
i. Being an auction, a commercial bank has no certainty that it will be able to access money at
a non-punitive rate.
ii. Auctions are weekly, not daily: if money is needed today, well, the bank had better have won
the auction held yesterday that settles today.
iii. And money has to be had for three months, even if needed for only a few days.
c. Short-term repo OMOs, at the policy rate, which were to add money at a one-week tenor, but since
the increase in size of the long-term OMOs, are now to drain money. Being ﬁxed volume at a ﬁxed
price these are quantity-rationed, so, again, commercial banks have no certainty of accessing
money.
d. There is also a one-day standing facility—the existence of which admits to the structural
inadequacy of the Bank’s model. The standing facility is certain to be available (good), but at a
punitive rate and hence with stigma (bad). It used to be that banks could borrow via this facility
at policy!1%, except one day a month when it was policy!®%. The Bank used to describe this
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premium to the Bank rate as a “penalty”. Under the mini-reform announced with the October
consultation, the cost has become policy!®% on all days, and the facility has acquired a new name
(“Operational Standing Facilities”), with the avowed intention of destigmatisation. The Bank has
also undertaken to keep any use of the facility secret for far longer. But, of course, if policy!®%
was a penalty rate, then it is still tainted—the stigma will not so easily wash clean.
8. Happily, the Bank knows that the current system doesn’t work, and in October published a consultation
document about reform.32 Attached is my reply to that consultation,33 which took the form of a letter to Paul
Tucker criticising the Bank’s understanding of the task.
9. Unhappily, that consultation failed to acknowledge those deeper reasons for the dysfunction. It failed to
acknowledge that robustly implementing monetary policy is making a price. Instead the Old Lady insists on
supplying a volume, and, again, tinkering with the multitude of channels by which that is done.
January 2009
32

The Development of the Bank of England’s Market Operations: Consultative Paper, 16 October 2008, www.bankofengland.co.uk/
publications/news/2008/071.htm
33 That reply was also published at and via www.jdawiseman.com/papers/ﬁnmkts/paul tucker.html
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