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121. Regulatory bodies are subject to conflicting political pressures. There
is a danger that, when a single institution has responsibility for
conduct-of-business and prudential supervision, one will be
emphasised at the expense of the latter. Institutional arrangements in
the future must be designed so as to minimise this danger.

Division of supervisory responsibilities in the United Kingdom

122. One way to avoid conflicts of interest between the conduct of prudential and
conduct-of-business supervision would be to move micro-prudential
supervision from the FSA to the Bank of England. The Bank would then
perform prudential supervision of all financial institutions, both bank and
non-bank, and the FSA would retain conduct-of-business supervision. This
arrangement of responsibilities is known as the “twin peaks” approach: it
would give the Bank access to necessary institution-specific information
through on-site bank inspections, while avoiding overlapping responsibilities
with the FSA.

123. This approach would avoid the danger identified by Mr Tucker, if the Bank
and the FSA were both to gather institution-specific information for the
purposes of financial supervision, that the Bank would be seen to be usurping
some of the FSA’s responsibilities, or as a “shadow supervisor”, so that
regulated firms saw themselves as facing “double jeopardy” (Q 505).

124. The twin peaks approach has been adopted by two countries: the
Netherlands and Australia. In the Netherlands, the prudential supervisor also
has responsibility for central banking; in Australia, it does not®.

125. Lord Turner identified three problems with twin-peaks supervision: that it
duplicates effort, that it is sometimes hard to distinguish between prudential
and conduct-of-business supervision, and that it would involve significant
adjustment costs in the UK (Q 518). Lord Myners argued that the twin
peaks model would not be effective in the UK, also noting that increasing the
number of supervisory agencies could raise costs, and observed that the
Bank’s record as a banking supervisor was not without blemish (Q 552).

126. Combining the Bank’s responsibility for monetary policy with responsibility
for bank supervision could create two further problems. First, the Bank’s
reputation would be at risk from failures in either activity. Errors in
prudential supervision might damage its credibility in monetary policy.
Second, the Bank’s two responsibilities might create a conflict of interest: for
example, it might be unwilling to tighten interest rates when doing so would
harm the banks it supervised. Banks that appreciated this problem might be
inclined to extend credit recklessly. In short, a twin peaks approach to
financial regulation runs the risk that one conflict of interest, between
conduct-of-business and prudential supervision, is replaced by another,
between prudential supervision and the conduct of monetary policy.
Nevertheless, the latter conflicts do not appear to have been a major concern

23 In the Netherlands, the central bank (De Nederlandse Bank) performs prudential supervision and the
market authority (Autoriteit Financiéle Markten, or AFM) looks after conduct of business rules. In
Australia the Australian Prudential Regulation Authority (APRA) performs prudential supervision, the
Australian Securities and Investments Commission (ASIC) is responsible for conduct of business
supervision, and the Reserve Bank of Australia acts as the central bank, in particular acting as lender of last
resort. Because three bodies are concerned with the Australian system, it is sometimes characterised as
“triple peaked”.
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in the US, where the Federal Reserve has responsibility for monetary policy
and the supervision of US banks*.

The Government should carefully consider the case for and against a
“twin peaks” system of financial supervision in the UK. It would
involve giving the Bank of England responsibility for micro-
prudential as well as macro-prudential supervision of the financial
sector, in addition to its monetary policy role, leaving responsibility
for conduct-of-business supervision with the FSA. A twin peaks
approach would ensure that the Bank had the information needed to
manage financial crises, and would obviate the need identified in
paragraph 114 for FSA representation on the Financial Stability
Committee. It would also reduce the potential for conflict between
conduct-of-business and prudential supervision. However, the case
for a twin peaks system of regulation is by no means as clear-cut as
that for locating an executive FSC with responsibility for macro-
prudential supervision within the Bank. The Government would need
to consider whether giving the Bank responsibility for micro-
prudential supervision would create countervailing organisational
problems concerning the governance of the Bank and the role of the
FSA.

International Supervision

International coordination occurs via the Basel Committee on Banking
Supervision. It was established by the Central Bank Governors of the G10
countries in 1974; its members are now drawn from 13 countries®. It serves
as a forum for information exchange between national supervisors, and it
develops guidelines and supervisory standards. It is best-known for its work
on capital regulation. More recently, it has started aggressively to promote
sound supervisory standards. The Basel Committee meets at the Bank for
International Settlements, which also provides the Basel Committee’s
secretariat, but the two organisations are distinct.

The Basel Committee’s recommendations have no legal force. Financial
regulations in Europe are created in EU directives. For example, the Basel II
Accord is implemented in the European Union by the Capital Requirements
Directive (CRD). The CRD is part of a wider effort to achieve an integrated
European market for banks and financial conglomerates, by the mutual
recognition of one country’s rules in all of the others, and through the “single
banking passport™.

The single banking passport was introduced by the Second Banking
Directive of 1989, which was implemented in 1993. The single banking
passport entitles a bank entitled to do business in an EEA state to open a
branch in any other state; under the second banking Directive, the branch
bank is supervised by the authorities in its home country.

24 The Federal Reserve has responsibility for national banks in the US, and for state banks that have chosen
to join the Federal Reserve System, as well as for bank holding companies and foreign banks in the US. See
http://www.federalreserve.gov/pf/pf.htm.

25 The Basel Committee members come from Belgium, Canada, France, Germany, Italy, Japan,
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, United Kingdom and United States. Each
country is represented by its central bank and also by its banking prudential supervisor when this is a
different institution.
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131. Lord Turner noted that when a multinational bank fails, its losses can
overwhelm the country that licensed it. This happened in the case of the
Icelandic bank Landsbanki, whose UK subsidiary was the internet bank
Icesave. The FSA had only “very mild influence over some aspects of
liquidity and no influence at all over aspects of capital” for Icesave despite
the fact that, when it failed, the UK taxpayer “effectively picked up the bill
for the UK side of that failure” (Q 527).

132. Problems with supervision of multinational banks could be addressed in two
ways. First, a stronger international framework could be created, including
multinational regulatory and supervisory bodies with the ability to impose
solutions upon nation states. Second, national supervisors could assert
themselves more strongly, to ensure that banks taking local deposits were safe
and sound.

133. Large banks operate internationally. The current crisis, which was triggered
by problems in the US subprime mortgage market, provides ample evidence
that systemic problems do not respect national boundaries. There is clearly a
strong argument for stronger international cooperation on regulation and
supervision.

134. But supra-national supervision of financial markets is a remote prospect
fraught with practical difficulty and political sensitivity. Even if it were
achieved, international judgements on macro-prudential supervision would
sometimes conflict with the judgements of national governments. Mr de
Larosiére stated: “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, official policies, fiscal policies
can be part of the systemic risk” (Q 354).

135. An effective international supervisor would need the power to resolve
conflicts with national governments, which they would not easily yield.
International agreement would be difficult, slow, and costly. Even if an
international supervisory body were created, it would be impossible to
guarantee that national governments would abide by its decisions.

136. The experience of the Basel Committee illustrates the difficulties of reaching
consensus on global financial regulations. Agreement on the relatively simple
question of capital definition and regulation was difficult and time-
consuming. As Dr Danielsson noted (Q 115), the reason the Basel II Accord
looks the way it does is that it uses techniques that were state-of-the art in
1995.

137. There are conflicting views about the scope for regulation in Europe. Mr de
Larosiére favoured a European Systemic Risk Council, which would
formulate macro-prudential policy for onward dissemination to national
central banks for action, and a new European System of Financial
Supervision, which would be able to apply “graduated sanctions” if national
supervisors performed inadequately®®. The Turner Review proposes the
creation of a new European Union Institutional structure, which “would be
an independent authority with regulatory powers, a standard setter and
overseer in the area of supervision, and would be involved, alongside central

26 Report of the de Larosiére Group, February 2009. The European Systemic Risk Council is discussed in
paragraphs 167-182; the graduated sanctions of the European System of Financial Supervision are
discussed in paragraph 208.
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banks, in macro-prudential analysis”®’. However, in contrast to Mr de

Larosiére, the Turner Review takes the view that European regulators should
have “no powers over national supervisors to change individual regulatory
decisions, nor to prescribe detailed supervisory practice”®. Lord Myners told
us that the Treasury rejects the proposal that there be a European-wide
regulator (Q 570). He explained to us later that, although the Government
does not support any proposals for a single European supervisor for financial
services, the Government agrees that on the macro-prudential side an EU
body is needed to act as an effective early warning system, complementing
the international role proposed for the IMF/Financial Stability Forum (FSF)
(pp 194-5).

Even when an international body has only advisory powers, it should seem
disinterested. Lord Turner argued “crucially, we do need institutions like
IMF to write reports which are in no way watered down by the influence of
large powerful governments” (Q 526).

Primary responsibility for banking regulation and supervision should
remain with national authorities. Notwithstanding the difficulties at
the international, or even European level, international macro-
prudential financial supervision should be encouraged. A purely
advisory international body with a remit for surveillance of the
financial system and identification of nascent systemic problems
could serve a valuable purpose and help national governments and
regulators to identify critical stresses in the financial sector. Such a
body should be sufficiently independent to avoid the suspicion that its
objectives were subservient to the national interests of one or more of
its members.

An independent international body capable of international monitoring of
systemic risks may be the Financial Stability Board (FSB) announced in the
London G20 communiqué® as an expanded and stronger replacement for
the Financial Stability Forum®. The British authorities should work to
ensure that the Financial Stability Board announced in the G20
London communiqué is sufficiently independent and well-resourced
to provide international monitoring of financial stability, and to
disseminate credible recommendations to national governments and
regulatory bodies.

Financial markets are global not regional. Where European-level
coordination on macro-prudential supervision is contemplated, it
should be aligned with the broader international coordination
contemplated under the Financial Stability Board.

Even if international surveillance develops on these lines the problems
identified in paragraph 131 with the European bank passport scheme will
remain: namely, that UK taxpayers may bear the costs of the failure of an EU
or EEA bank with branches in the UK. Lord Turner argued that the scheme

27 Turner Review, pg 102.

28 Turner Review, pg 103.

29 Declaration on Strengthening the Financial System, 2 April 2009: available at
www.g20.org/Documents/Fin_Deps_Fin_Reg_Annex_020409_-_1615_final.pdf

30 The Financial Stability Forum was created in 1999 to coordinate efforts by national and international
bodies to assess the stability of the international financial system and to take the actions needed to resolve
vulnerabilities. See http://www.fsforum.org
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requires reform (Q 527). More generally, branch banks present a problem to
national supervisors. The experience of this crisis has been that, when a
home bank experiences problems, it repatriates capital from branch banks in
order to protect its home depositors. This action is unlikely to be criticised by
the home regulator, which is naturally more concerned with stability and
consumer protection at home than in foreign countries.

143. The Government should work towards acceptance that branches of
foreign multinational banks in the UK, whether European or not,
should be subject to a greater degree of oversight by the British
authorities and that local capital requirements should be introduced
for these banks, under which repatriation would need those
authorities’ permission, bearing in mind that reciprocal
requirements might be sought by countries in which British banks
operate and that this type of capital requirement would increase the
costs to multinational banks domiciled overseas of doing business in
the UK.

Deposit Insurance

144. Deposit insurance schemes provide depositors in regulated banks with full or
partial protection against the loss of their funds in the event that their bank
fails. They make less likely runs on banks, which might trigger wider
problems. They also acknowledge that, since consumers cannot monitor
banks, the state does so on their behalf.

145. Deposit insurance in the UK is provided by the Financial Services
Compensation Scheme (FSCS). It was insufficient to prevent a run on
Northern Rock after its problems were revealed, perhaps because bank
insolvency procedures in the UK were unclear at the time, and because the
level of compensation for depositors was inadequate. Both these problems
have now been resolved.

146. There are problems with the financing of the FSCS. The FSA authorises
levies on financial firms in proportion to their size, up to a maximum
amount’’. Because the scheme is funded on a “pay-as-you-go” basis, levies
are highest when the cost of failure is greatest, which is likely to be when
banking firms are most fragile and can least afford to pay them. The Banking
Act 2009 gives the Government the power to switch to a pre-funded scheme.
Such a scheme operates in the US, where the Federal Deposit Insurance
Corporation’s fund stood at $45 billion in September 2008,

147. A pre-funded deposit insurance scheme would have a counter-
cyclical effect: money levied in boom times would be returned to the
banking sector during times of financial fragility. It would also
increase depositor confidence. The Government should move towards
pre-funding of the Financial Services Compensation Scheme as soon
as practicable.

148. Levies to the FSCS depend upon the size of the contributing institution, not
the riskiness of its business. This is an obvious source of moral hazard:
deposit insurance makes depositors risk-insensitive, and so lowers the cost of
depositor finance. This weakens market discipline for firms with insured

31 http://www.fscs.org.uk/industry/funding/
32 http://www.fdic.gov/news/news/press/2008/pr08084.html
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depositors. If deposit insurance premia do not reflect bank riskiness, banks
will naturally assume higher risks, because they are not charged for doing so.

Some of our witnesses also argued that such a scheme is unfair. Levies on
building societies are calculated on the same basis as those of banks, but,
partly because of regulatory restrictions on their sources of funding and the
assets in which they invest, building societies have a different risk profile to
banks. The Building Societies Association argued that FSCS levies represent
an unfair tax on their saving members, which is used to underwrite the riskier
businesses of non-building societies (p 118).

Mr Graham Beale, the chief executive of the Nationwide Building Society,
told us: “The cost to Nationwide of [non-building society 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” (Q 463).
Mr Matthew Bullock, chief executive of the Norwich and Peterborough
Building Society, told us: “In our case over 50% of last year’s profit went to
pay the FSCS. [My members] 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” (Q 466).

In practice, it is impossible accurately to measure the riskiness of
bank portfolios. It is in the nature of banks to take hard-to-evaluate
positions and to run opaque loan portfolios. Some inequity in the
levies charged by the Financial Services Compensation Scheme
(FSCS) is inevitable. The current scheme is nevertheless clearly
unfair to institutions which, like the building societies, are
constrained from the riskiest business. It is also a potential source of
destabilising moral hazard. The Government should promote
changes to ensure that contributions to the FSCS should be at least
broadly related to the riskiness of the business in which regulated
firms engage. In particular, it should consider the introduction of a
different basis for calculation of the levy on mutual building societies,
or the creation of a separate depositor protection scheme for building
societies.
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CHAPTER 6: RATINGS AGENCIES

Growing Importance of Ratings

Financial markets became more complicated in the last decade. Banking
assets that traditionally were held to maturity by the banks that originated
them are now often bought by other institutions, including pension funds
and insurance companies. One of the most important vehicles for
transferring credit risk away from originating banks was securitisation (see
paragraph 13).

Because of their complexity, and also because the contents of the underlying
asset pool were frequently not revealed, investors relied on third party
assessments of the riskiness of securitisation products. These assessments
were provided by credit rating agencies.

Rating Agency Business Models

Credit rating agencies (CRAs) have existed at least since the foundation in
1909 of John Moody’s railroad bond-rating business. They provide an
assessment of the likelihood that an interest-bearing security will default on
its obligations, taking account of the likely recovery rate after a default. They
serve an important economic function by gathering default information
which individual investors cannot readily find for themselves. The three most
important CRAs are Moody’s, Standard & Poor’s, and Fitch.

Before 1970, investors paid for ratings agency assessments. This system was
subject to abuse: since ratings were easy to transmit, investors could often
learn about ratings without paying for them and relied on free ratings so that
some issues were never rated. Mr Ian Bell of Standard & Poor’s drew
attention to this problem, and also noted that the investor-pays model creates
asymmetries of information amongst investors, with some “insiders” who can
pay while other investors become “outsiders” (Q 257).

After 1970, ratings were increasingly paid for by bond issuers, then made
publicly available for investors. Today this system is the norm. Provided
ratings are accurate, it is in the interests of investors, who can make informed
investment decisions, and of issuers, who can access more investors. But
there is an inbuilt conflict of interest: ratings agencies are paid by borrowers,
who want the highest ratings so as to reduce their cost of borrowing.

If investors suspected rating inflation (that is, a reduction in the quality
hurdle required for a given rating) by the agencies they would cease to trust
their assessments, and, as a result, borrowers would no longer be prepared to
pay for ratings.

For many years fear of loss of reputation seemed effective in restraining
rating inflation arising from conflict of interest. But recent dramatic falls in
ratings of securitisations, and the perception that the ratings were wrong in
the first place, have harmed the reputations of CRAs. Mr Frédéric Drevon of
Moody’s said there had been a loss of trust in rating agencies so that
investors were less confident and “certain segments of the markets have
closed down for many, many months and it is quite difficult to see when
these markets will reopen for normal activity” (QQ 248-249).
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159. Stricter licensing of CRAs seems unlikely to be sufficient on its own to
restore trust. And failures on the part of CRAs could damage their
regulator’s reputation with possible systemic consequences. A legally
imposed change from an issuer-pays to an investor-pays business model for
rating agencies could face the problems identified in paragraph 155 above.

160. Credit ratings agencies have lost the confidence of market
participants. Urgent action is required to restore market confidence.
Although we have not heard evidence on this point, we have identified
two ways in which this could be accomplished, both of which would
require a significant level of additional detailed study before
implementation was possible. First, regulators could consider
imposing on CRAs an economic interest in the accuracy of their
ratings, by requiring them to make a modest investment in the assets
that they assess. Second, CRAs could be required to establish a self-
regulatory organisation, with published rules of conduct open to
public scrutiny®.

Ratings and Regulations

161. Ratings of securitisation tranches were downgraded significantly in late 2007
and early 2008.

162. Mr Paul Taylor of Fitch argued that the ratings agency approach to
structured products was sound, but that they operated with inadequate data.
The agencies assumed a 25-30% default rate for subprime mortgages, but
default levels were reaching an unprecedented 40-50%. So Fitch’s problems
were related to its analysis, not to its governance (Q 258). Mr Drevon said
that Moody’s carefully analysed loans in the subprime market. He argued
that the problem in recent years was one of data quality, pointing to the
possibility of fraud and of inaccurate reporting. He concluded that “there is
certainly ... scope for improvement in terms of the data standards not only
being made available for Moody’s but for the market as a whole” (Q 255).

163. If the CRAs experienced problems analysing securitisations and obtaining
accurate information about the underlying asset pools, it is perhaps
surprising they did not dedicate more resources to analysis and data quality,
or give lower ratings with an explanation of the difficulties. One reason was
perhaps that resources were absorbed by the dramatic increase in business as
a result of securitisations. In 2003, Moody’s structured finance (that is,
securitisation) revenue was $474 million, more than twice the 2000 figure,
and in 2005, it was $715 million, 41% of total revenue. The fast-growing
securitisation business was very profitable. Between 2000 and 2007, Moody’s
operating margins averaged 53%. There is some evidence that corners were
cut during this period. Moody’s reported in July 2008 that it was beginning
disciplinary action against some of its staff after learning that a computer
error had caused it to rate around $1 billion in complex securities
incorrectly’®.

164. There is a danger of rating inflation when rapid expansion of business
reduces the long-term value to CRAs of their reputation and creates a

33 See, for example, European Parliament Study, “Financial Supervision and Crisis Management in the EU”
(IP/AJECON/C/2007-069), section 7.22

34 “Moody’s to investigate staff over rating bug,” Sam Jones and Gillian Tett, Financial Times, 1 July 2008.
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conflict of interest by encouraging corner-cutting to attract business
from issuers. It follows that supervisors and regulators should be
particularly conservative in their use of ratings in times of rapid
expansion.

Regulation also affected the ratings agencies when ratings were incorporated
into capital requirements and into investment mandates.

We have already drawn attention in Chapter 3 to the dangers of regulatory
arbitrage. The Basel II Capital Accord allows banks to determine risk-
sensitive capital requirements with reference to ratings agency assessments of
their assets. As Professor Wood noted, it is sensible for regulators to examine
ratings, since they include valuable information that otherwise could not be
used in supervision (Q 7). But incorporation of ratings into regulations gives
the agencies two roles: certification of quality, and determination of capital
requirements. If higher-rated assets attract lower capital requirements then,
like issuers, investors who are subject to capital regulation will welcome
ratings inflation. Moody’s argued that the regulatory use of ratings is
damaging. For example, it “encourages regulated entities to treat ratings
from recognised rating agencies as interchangeable for regulatory purposes”
(p 77). When ratings are viewed as interchangeable, agencies may have less
incentive to differentiate themselves through more accurate analysis, and
instead to compete on price. This change of emphasis is likely to reduce the
quality of market information.

Many investors are subject to ratings-based investment criteria. Mr Robert
Reoch of New College Capital Ltd informed us that “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 triple-A securities, to double-A and so on. If they cannot fill
those buckets, then they cannot fulfil their mandate” (Q 251).

Like ratings-based capital regulations, ratings-based investment mandates
give the ratings agencies an additional role, ancillary to their risk-assessment
activities: they provide legitimacy to investment choices, sometimes referred
to as “gate keeping”. Moody’s stated: “The regulatory use of ratings
introduces a new attribute into the rating agency industry that market
participants find valuable: official recognition” (p 77). When investment
managers are rewarded for achieving yield within their investment mandates,
they will welcome any relaxation of ratings agency standards. Like
incorporation of ratings into regulations, ratings-based investment mandates
diminish the effectiveness of reputational sanctions upon ratings agency
behaviour.

It is impossible to legislate against ratings-based mandates, but there is no
reason why ratings agency assessments should have a formal role in capital
regulation. Changing the system would take time, since it would require
banks and their regulators to find alternative risk assessment regimes.
Moody’s argued it “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” (p 78). Ratings should be eased out of capital regulations as
soon as practicable. The investment community should be
encouraged to find alternatives to ratings-based investment
mandates.
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Ratings Process

Our inquiry examined how complex securities are rated. There is a high
degree of wuniformity in the design of loan-backed securitisations
(“collateralised loan obligations™). This suggests strongly that securitisations
are constructed to fit a ratings agency template.

Mr Drevon told us that ratings agencies had responded to criticism about the
“black box” nature of the ratings process, entirely hidden from the
marketplace, by being more transparent about their methodologies. As he
acknowledged, issuers can structure their securitisations to obtain the highest
possible ratings: that is, to “game the model” (Q 288).

Mr Drevon and Mr Bell denied that Moody’s or Standard & Poor’s provided
ratings consultancy (QQ 286-287), meaning, we think, that CRAs do not
help securitisation issuers to achieve the highest possible rating in exchange
for a fee. Nevertheless, Mr de Larosiére stated that “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” (Q 360).

If issuers are structuring securitisations in line with the models of the three
rating agencies, a systemic risk is being created. If the models are incorrect all
securitised bonds are at risk: if a problem is uncovered with one bond, it may
affect them all. This happened in early autumn 2007, when the market lost
confidence in the valuation of every securitised note.

The market’s reliance on a small number of very similar ratings models
presents a thorny policy problem. Issuers might be prevented from gaming
models if CRAs revealed no details. But the result would be more
uncertainty. It seems better to increase the flow of information in the
securitisation market.

Securitisation issuers will inevitably attempt to use rating agency
models to generate the highest possible ratings. This practice is
unlikely to be containable by regulatory constraints. Instead,
regulations could require ratings agencies to publish details of the
process by which they arrived at their assessment of a new
securitisation. The market could then make an informed assessment,
and other rating agencies could criticise. However, it should be
recognised that transparency in the ratings market runs the risk that
securitisations are built to satisfy ratings criteria, which could expose
the system to significant instability in the event of a severe market
shock.
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CHAPTER 7: BANK GOVERNANCE

In most sectors of the economy, corporate governance is primarily concerned
with protecting shareholder rights, and maximising shareholder value. If a
non-financial firm collapses its shareholders and bondholders lose money,
employees’ jobs are lost and customers need to find another supplier. But
there are few external effects. Bank failures on the other hand tend to have
far-reaching external effects. The special nature of banks makes their
corporate governance more complex because:

e depositors are protected by the deposit insurance fund. Because depositor
losses after bank failure are made good by the insurance fund, depositors
are insensitive to the riskiness of the bank. As a result, banks have an
incentive to take excessive risks to boost their profits;

e many banks are too important to be allowed to fail, and hence
shareholders may believe that they have a tacit government guarantee. As
a result, shareholders may tolerate excessive risk;

e bank assets are hard to evaluate. Even when shareholder rights are
protected, investors may struggle to understand precisely how their capital
is deployed and the bank may be taking on more risk than they realise.

Dr Kern Alexander said that bank corporate governance should reflect the
costs that bank collapse inflicts on third parties: it should “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” (p 218). It may not be practical
or desirable to expose bank directors to the full costs of their mistakes, but,
in general, good governance should, like good regulations, oblige bankers to
consider the wider, external, costs that their risk-taking could inflict upon
third parties.

Maximising shareholder value gives bankers a clear objective, and
ensures that they are accountable for their actions. But since bank
shareholders, boards and management are not exposed to all of the
costs of their decisions, corporate governance legislation as it relates
to banks should recognise this fact by modifying shareholder rights as
necessary, for example through the introduction of rigorous
procedures for shareholder approval of senior bankers’
remuneration, of the appointment of directors and of arrangements
for assessing risk.

We did not attempt a comprehensive treatment of corporate governance in
the financial sector. We touch on three aspects of bank corporate
governance: the role of non-executive directors in banks, the remuneration of
bank officers and the implications of the Government’s shareholdings.

Non-executive directors

Non-executive directors should provide independent monitoring and
constructive criticism of their firm’s strategy, performance, risk, and
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personnel®. This is a hard role to play in any firm. It is particularly difficult
in financial institutions, which are complex and hard to understand.

Mr Peter Montagnon, Director of Investment Affairs at the Association of
British Insurers, identified the special qualities non-executive directors of
banks need: “You need expertise because [banks] are complex businesses
Expertise on its own is not sufficient because what you do need is sufficient
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” (Q 88).

Bank executives argued that non-executives had challenged management on
a range of issues (Q 427). Mr Varley said: “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” (Q 425). He cited
Barclays’ risk committee—all members are non-executives—calling for a
review of sub-prime exposure at the end of 2006, before the financial crisis
started. He added: “We certainly were very active in the first part of 2007 in
reducing our exposure as a result of that governance structure” (Q 412).

But many witnesses disagreed. Ms Angela Knight of the British Bankers’
Association said: “I ... 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” (Q 373). Peter Hahn of Cass
Business School believed this stemmed from a lack of expertise. Few banks
had any non-executive directors with banking experience, which he described
as “inexcusable and a legacy of another age” (p 237).

Mr Alexander argued the supervisory authorities “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” (p 218). To encourage boards to have
sufficient financial expertise Mr Hahn believes “failures or deficiencies in
such knowledge should require greater supervision and higher capital levels
from regulators” (p 237).

Non-executive directors need experience at high level in business,
public affairs and other relevant fields, the personal qualities to
obtain clear and full answers from management, and the ability to
understand the bank’s businesses and the risks being undertaken.
Selection procedures should stress these requirements, and directors
should be drawn from a diverse range of backgrounds so as to
minimise the danger of ‘group think’.

There is also a case for a risk committee comprising non-executive
directors with relevant expertise, able to devote significantly more
time than a conventional non-executive, to the assessment of the
bank’s risk profile, independently of the bank’s executives. They
would need to be remunerated accordingly and be provided with
suitable support.

Some institutions are so complex that it is very difficult for anyone to
understand every aspect of their activities. Mr Montagnon said: “At the end
of the day such a bank becomes ungovernable and unregulatable and there is

35 Non-executive directors are discussed in the Higgs Report, Review of the role and effectiveness of non-executive
directors, January 2003.
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a question we need to think about very carefully there” (Q 95). We discuss
regulatory responses to this problem in chapter 10.

Even very able non-executives can be ineffective. Sir Callum McCarthy told
us that the Assets and Liability Committee of Northern Rock “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” (Q 154). The framework within which non-executives
operate is important, as are the incentives they face.

Witnesses also stressed the importance of non-executives having adequate
access to information. Mr Montagnon said: “Boards and independent
directors must have the right to seek and obtain information” (Q 88).
Professor Julian Franks argued it was important that, if necessary, non-
executives feel able to go outside the firm for advice and expertise (Q 89).
Ms Knight stated that this is already possible (Q 375). Mr Varley said
Barclays’ audit and remuneration committees, both of which are made up of
non-executive directors, already get outside advice (Q 426). However, even
where bank directors can request external support, institutionalising such
arrangements might reduce the danger of those requests being seen as
undermining the executive.

One suggestion to help adequately inform non-executives about their
institutions is to give them a standing independent staff to help gather the
information needed to challenge executive decisions. This might improve the
quality of boardroom debate, but it would run the danger of damaging the
unitary board. In smaller firms establishing this type of staff would be
prohibitively expensive: Mr Adrian Coles of the Building Societies
Association made this point in the context of building societies (Q 372).

Once appointed, non-executive directors should have adequate access
to information and advice, from experts inside and outside the firm.
Formal mechanisms to acquire this information are desirable. Larger
firms should consider establishing a permanent support staff for their
non-executive directors.

We discussed with some witnesses the tenure of non-executives. It is short in
some financial institutions. This may reduce the level of institutional memory
so that, for example, no one in the boardroom has sufficient experience to
sound a warning bell if management throw caution to the wind during a
boom. It may therefore be desirable for bank non-executives to remain in
place for longer than is usual in non-financial firms. Mr Coles argued that a
period of service of between 9 and 12 years would be appropriate (Q 372).
Bank non-executives need sufficient experience, and a broad enough
perspective, to enable them better to challenge the bank’s
management. To accomplish this, there is a strong case for relaxing
term limits on non-executive appointments, and for lifting age
restrictions on non-executives.

Non-executives must have the right incentives. Professor Goodhart
(QQ 220-221) noted that non-executives of New Zealand banks are required
to sign the audited reports and a statement that the bank’s internal control
systems are operating well, so that they are subject to a civil suit if their
certification proves incorrect. Professor Goodhart noted when this legislation
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was enacted in New Zealand “one of the issues raised was whether this
requirement would have the effect 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” (Q 221). The possibility that non-
executives in financial firms be required explicitly to sign off on their
fields of competence should be considered by the firms themselves
and, if necessary, by the Government.

Remuneration of Bankers

A very substantial part of senior banker remuneration, particularly in
investment banks, is variable, paid as a performance-related bonus. There is
recent evidence that the link between bonuses and performance is sometimes
extremely slight. Dr Alexander said “irresponsible compensation packages”
incentivised bankers 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”
(p 218). Two questions arise. First, if compensation policies were
inappropriate before the crisis, why did shareholders not insist that
remuneration committees change them? Second, is there a case for regulating
remuneration in banks?

There are a number of possible reasons for the lack of shareholder influence
on bank remuneration. First, when there are many small shareholders, they
may find it hard to take any coordinated action on pay. Mr Montagnon
noted when shareholders have small stakes, it may be easy for banks to divide
and rule their investors (Q 80).

Second, shareholders may not have the right incentives to address
remuneration problems: when investment managers control small stakes in
companies and their compensation is relatively insensitive to their
performance, it may not be worth their while to agitate for change.
Professor Franks said: “If you only have 1%, it is not easy to engage with the
board unless they want to be engaged. Activism ... has some way to go”

(Q78).

Third, amongst institutional shareholders, the fund managers themselves are
remunerated substantially by way of performance-related bonuses and may
be reluctant to criticise similar arrangements for bank executives.

Dr Alexander said “new corporate governance standards” should be
introduced, including “controls on remuneration that are linked to the long
term profitability of the bank, while forgoing short term bonuses” (p 218).
But most witnesses were not convinced that, to the extent that remuneration
practices were inappropriate, regulations could correct them. Mr Montagnon
argued that the critical point is to get the framework right within which
remuneration is decided, and to ensure that firms are transparent about this
framework (Q 99); Professor Franks emphasised that “we should not
regulate in haste”, but thought that there might be a case for regulation that
made it easier for shareholders to nominate directors (Q 99). Mr Montagnon
expressed some reservations about this position, arguing 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” (Q 99).

Mr Hahn argued regulators should not be required to approve pay
structures. But if executive pay at a bank increased systemic risk the bank
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should be penalised by being required to hold more capital (p 237).
Mr Brian Quinn, a former executive director of the Bank of England,
proposed that every authorised financial institution should have a
remuneration committee which made recommendations on pay to the board
twice a year: “Sharcholders are the biggest losers from excessive
compensation schemes, so their representatives should exercise judgement
and apply sanctions before any regulatory input” (p 259).

Supervisors cannot act as shadow remuneration committees and
should not intervene in individual remuneration cases. Any
regulatory intervention on banker remuneration should focus on its
structure, the procedures by which it is determined, and the ability of
shareholders to challenge it, with a view to reducing incentives to
excessive risk taking.

Government shareholdings in banks

The Government’s stakes in a number of banks has implications for
corporate governance. Mr Varley said: “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” (Q 443). However,
Mr Varley also said it was a fiduciary obligation to shareholders that taxes
were managed “in an efficient way” (Q 442). Mr Flint said it would be
“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” (Q 443).

UK Financial Investments (UKFI), which manages the Government’s
holdings in British banks, has been set an “overarching objective” which
includes both “maximising sustainable value for the taxpayer” and
“promoting competition””®. These two goals could come into conflict as
limiting competition could boost profits for the banks in which they own
shares. UKFI’s chief operating officer, Mr Sam Woods, said: “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 Office of Fair Trading, etc., that there was some offsetting
element in there to make sure that we had that balance in terms of our
activities” (Q 576).

The Committee remains concerned that UKFI has been set
inconsistent goals of maximising value for the taxpayer from the
stakes held in various banks, and promoting competition. UKFI and
the Government should explain how any conflict between these goals
will be managed and resolved.

36 UK Financial Investments, An wntroduction: who we are, what we do, and the framework document which
governs the relationship between UKFI and HM Treasury, 2009, pg 13
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CHAPTER 8: AUDITORS

The financial crisis was exacerbated in the UK by a credit crunch that arose
in part because banks and other financial intermediaries were unsure of the
quality of one another’s assets. The problem would have been less severe if
this lack of information had been rapidly remedied. In this chapter, we ask
whether auditing firms, which know their clients’ businesses well, could have
done more to fill the information gap in the financial sector. We also discuss
the desirability of fair value, or mark-to-market, accounting.

Audit-Generated Information in Regulation and Supervision

Beyond the requirement to certify the going-concern status of businesses,
auditing firms have no statutory duty to give an opinion about their clients’
future prospects: they are required simply to satisfy themselves that company
accounts represent a true and fair picture of the company’s operations when
they were prepared.

Mr John Hitchins of PricewaterhouseCoopers told us that the going concern
judgement is particularly hard to make for banks, because they have a
permanent maturity mismatch between their assets, which are long-dated,
and their liabilities, which have short maturities (Q 294). This judgement
therefore has to take account of market liquidity. Mr Hitchins stated that “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” (Q 310).

The auditing profession argues that its provision of a fair and complete
picture of its clients’ financial position enables decisions to be made on an
informed basis. The International Accounting Standards Board told us that
“the purpose of financial reporting ... is to provide an informed decision
maker with the necessary information to make a rational judgement
regarding the allocation of capital” (p 250).

Although auditors influence decision-making, beyond confirming the veracity
of the financial reports, they do not report their opinions about their client
firms. This point was made by our witnesses in discussion of the rapid
alteration of British bank capital structures after 2000, when loan-to-deposit
ratios started to increase rapidly. Mr Brendan Nelson of KPMG noted that
this change was not hidden, and that sources of funds were disclosed in
financial statements (Q 313). Mr Hitchins told us explicitly that “it is not up
to us to determine what the appropriate level of capital is” (Q 311).

Two questions arise. First, did auditing firms fail to pick up on systematically
important trends in the financial sector, and make the wrong going-concern
judgements for banks? And second, should auditing firms have a wider
statutory responsibility, to include judgements on audited firms’ business
strategies?

As noted above, our witnesses contend that their judgements, based on
historical information, as required by statute, were reasonable, while
supervisory authorities, charged with understanding market conditions, failed
to appreciate the extent of systemic risk at the start of the financial crisis; it is
perhaps unlikely that auditing firms could fare better.
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We have seen no evidence that bank auditors failed in their statutory
duty to make a going-concern judgement on their clients. Bank
auditors should not be required to make a more general judgement on
the quality of their clients’ strategies. In any event, it is unlikely that
auditors would be more able than financial supervisors to identify
structural problems in the financial sector.

Although auditor judgement cannot substitute for that of the supervisor,
there is still a strong case for using auditors in the supervisory process. Lord
Turner described their use for “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” (Q 520). He argued that the FSA has in-house capability
to deal with normal risk assessments, and stated that more extensive use of
auditing firms would be expensive.

The auditing firms believe that information sharing between supervisors and
auditors has become less effective since the FSA assumed responsibility for
bank supervision. Mr Nelson said: “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 UK 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” (Q 334).

Mr Hitchins said: “We can only trigger [a meeting with the supervisor] if
there is a problem” (Q 301), and “I think it would be an extremely good idea
if we did have regular meetings with [the supervisors] on all banks, which we
used to” (Q 302). Mr Oliver Grundy of Deloitte remarked that the practice
of regular supervisor meetings did not stop, “it just simply began to fade
away, 1 would say, and there were less meetings asked for by supervisors”
(Q 303). Mr Hitchins and Mr Grundy emphasised that there was no
resistance to these meetings from the banks; they stopped because
supervisors no longer requested them (QQ 304-305).

It is regrettable that supervisors no longer meet auditors regularly.
The auditors could provide useful information and the banks would
not object. We recommend that the FSA should take the initiative to
resume regular meetings with bank auditors, even when there are no
obvious problems in the banks.

Mark-to-market accounting

Mark-to-market accounting is the practice of valuing bank assets at
prevailing market prices. This approach is employed for “trading book”
assets which banks hold for short-term profit, or for early onward sale. Some
commentators have suggested that mark-to-market accounting may have
contributed to the financial crisis, because mark-to-market losses on a bank’s
assets reduce the size of its capital base, so that it has to sell assets or restrict
its lending in order to satisfy regulatory capital requirements.

There are alternatives to mark-to-market accounting that might reduce the
volatility of bank asset values. For example, Professor Charles Goodhart and
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co-authors suggest that assets should be valued on a “mark-to-funding”
basis®’. This would base asset valuations upon an assessment of the cashflows
that they would generate over the period for which their funding is
guaranteed, and hence would place less emphasis upon market prices for
assets that were not subject to liquidity risk.

However, alternatives to mark-to-market accounting might obscure asset
values in some circumstances. For example, under a mark-to-funding
regime, it is difficult to envisage a satisfactory mechanism for arriving at a
disinterested estimate of the cash flows that an opaque banking asset would
generate. The events of 2007 demonstrated that denying market participants
accurate information destabilises capital markets, with potentially serious
consequences for the real economy.

The International Accounting Standards Board (IASB) sees mark to market
accounting as the most effective way of creating an independent and
verifiable assessment of the value of assets and liabilities. They also stated
that “fair value provides much needed transparency and enables markets to
adjust in a necessary, even if painful manner”. The IASB argued that failure
to acknowledge losses, and imperfections in valuation techniques, delayed
the resolution of the 1980s Savings and Loans crisis in the US, and the
1990s Japanese banking crisis (p 250).

Notwithstanding the importance of market confidence in the quality and
completeness of valuation data, the combination of mark-to-market
accounting with existing financial regulations could have had pro-cyclical
consequences. Professor Perotti told us that “there are no good alternatives
to mark to market but mark to market is an explosive mechanism when there
are vulnerable situations” (Q 209). It is important that the macro-prudential
supervisor has a policy lever that it can use to counter any pro-cyclicality
arising from mark-to-market accounting. Professor Goodhart said: “I now
agree with [Professor Perotti] 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” (Q 211).

Mark-to-market accounting generates verifiable information about
banks. Without it investors would be less well-informed, and
confidence would suffer in downturns. Regulators should not abandon
mark-to-market accounting, but supervisors must identify ways to
ensure that it does not amplify the economic cycle.

37 See M. Brunnermeier, A. Crockett, C.A.E. Goodhart. A. D. Persaud, H. Shin (2009), “The Fundamental
Principles of Financial Regulation”, Geneva reports on the World Economy 11.
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CHAPTER 9: INSOLVENCY REGIMES

Until this year, British legal provisions governing insolvency did not
distinguish banks from other failing companies. For example, insolvency
proceedings were to be triggered by default. Dr Oren Sussman noted that
this is not a practical approach for bank insolvencies, since a bank default is
likely to trigger a crisis, with damaging system-wide consequences (p 72).
Other rule-based approaches are also inappropriate, because of the social
value that is derived from a bank. As Dr Sussman said, market-based
insolvency tests are ineffective in the banking sector: “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”
(Q 226). Dr Sussman noted that bank asset value must be established via an
administrative procedure, since selling assets to establish their value would
engender a systemic panic (p 72).

The tripartite authorities did not allow Northern Rock, RBS, or Lloyds to
enter formal insolvency proceedings. This fact limited the options available
to the authorities. For example, as Professor John Armour noted, “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” (Q 235).

The Banking Act 2009 institutes a Special Resolution Regime (SRR) for
failing banks, which addresses the problems raised above. Responsibility for
administering the SRR is divided amongst the tripartite authorities as
follows. The SRR is triggered by the FSA when a bank has failed or is likely
to fail to meet FSA-defined “threshold conditions”. Once a bank has entered
the SRR, the Bank of England manages the resolution process. The Treasury
is responsible for financing the SRR, and for taking decisions on
nationalisation. In addition, the Financial Services Compensation Scheme is
responsible for ensuring rapid payout to affected depositors.

The Bank of England has three options under the SRR: it can direct and
accelerate part or all of a failed bank’s business to a private sector purchaser;
it has the power to control all or part of a bank’s business through a bridge
bank, before onward sale; and it has access to a bank insolvency procedure to
close the bank and to facilitate a fast and orderly payout of depositors’ funds.
As a last resort, a failed bank can be temporarily nationalised.

We welcome the Special Resolution Regime under the Banking Act
2009, which puts in place special insolvency procedures for banks.

The SRR applies to UK-incorporated banks and building societies, including
the UK subsidiaries of foreign banks, as well as the overseas branches of UK-
incorporated banks and building societies. It does not apply to the UK
branches of non-UK incorporated banks. Professor Armour said: “Lehmans’
UK subsidiary would not be a bank under the Banking Act. I understand
that the application of the standard administration procedure to LLehmans’
UK subsidiary brought about the very rapid termination of a number of
positions in the market which caused considerable systemic difficulties”
(Q 226). It is important that the systemic importance of non-commercial
banks be recognised in insolvency law. On 11 May 2009, the government
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announced initial plans to address this type of problem in the investment
banking sector’®.

We welcome the Government’s recent statement of its intent to
strengthen resolution arrangements for investment banks. The
Government should give serious consideration to extending the scope
of the Special Resolution Regime of the Banking Act 2009 to other
financial institutions.

The Governor said he had argued that the Bank of England should have the
ability to place a bank into the SRR, but had lost this argument (Q 503).

It seems clear that, if the Bank is to act as an effective Lender of Last Resort
it should be able to gather detailed information about troubled banks.
Decisions about last-resort lending and the triggering of the Special
Resolution Regime would in practice be closely linked. Handling both in one
institution would minimise the danger that either decision was mis-handled
due to poor communication. Mr Tucker said: “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” (Q 505). We recommend that the Government should revisit
the question of how the SRR is triggered and give serious
consideration to allowing the Bank of England to trigger it. This
recommendation will be rendered obsolete if the government adopts
the “twin peaks” system outlined in paragraph 122.

38 See http://www.hm-treasury.gov.uk/press_48_09.htm
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CHAPTER 10: FINANCIAL INSTITUTION SCALE AND SCOPE

Some of our witnesses, such as Michael Foot, formerly head of banking
supervision at the Bank of England, argued that some banks are now too
complex to manage (Q 138). The Governor of the Bank of England noted
that Citibank had had difficulties even though its senior management
included “some of the brightest and best people you could imagine” (Q 507).

As noted in Chapter 3, increased bank complexity has the consequence of
extending the reach of the deposit insurance scheme, and so of reducing the
cost of capital deployed in complex securities businesses. Banks will then
naturally underestimate the true costs of security market activity, and hence,
they will perform more securities business than is desirable.

One possible response to the problem of increasing complexity would be to
institute a legal separation of commercial banking from more risky and
complex security market business. This type of separation existed in the US
as a consequence of the 1933 Glass-Steagall Act, until it was repealed by the
1999 Gramm-Leach-Bliley Act.

Many of our witnesses dismissed the idea of separating commercial banking
from the securities market, arguing that financial markets are now so
integrated that such a separation would be impossible. For example,
Professor Perraudin said: “Given the complexity of the credit world we now
face, it is not sensible to try to return to that kind of situation” (Q 118).
Sir Callum McCarthy and Mr Foot both opposed separation of commercial
from investment banking (Q 144). Lord Turner noted that Lehman Brothers
and Bear Stearns, both systemically important institutions, would have been
treated as securities businesses under Glass-Steagall-like legislation, and that,
arguably, both should have been bailed out. HBOS, on the other hand, was a
narrow commercial bank. He also argued that customers are well-served by
integrated financial institutions, and that dividing financial institutions would
therefore reduce the quality of the service provided (Q 524).

Some witnesses were more sympathetic to a Glass-Steagall-like separation of
commercial banking from more complex market-oriented business.
Professor Wood argued that Glass-Steagall was good legislation, though
passed for the wrong reasons. But for the future he preferred market
competition to legislation to bring about the most effective business
structures (Q 38). Professor Perotti suggested that legislation should move in
the direction of Glass-Steagall by preventing institutions with access to the
deposit insurance safety net from dealing in securities not traded on an
exchange, and which therefore are very hard for regulators to assess (Q 222).

The Governor said that there was a strong argument for legislation that
would ensure a diversity of banking institutions (QQ 507-508), and he noted
that there were strong arguments both for and against separating commercial
banking from the securities business: “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”. He added that
there was time to think things through, since “banks are not going to rush
out and take wild risks for quite a while” (Q 507).
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Even when banks are narrow, they can grow too big to fail: in 1984, the
purely commercial US bank Continental Illinois was the first bank to be
identified as too big to fail. Strict competition policy would prevent this from
occurring, and so might increase the resilience of the banking system to a
systemic shock. The Governor argued that, like the legal separation of
commercial banking from the securities business, this idea should not be
dismissed out of hand (QQ 507-508). Lord Myners observed that “scale
brings with it risk and issues around prudential supervision, too big to fail. I
think George Osborne has said too big to fail or too big to bail out. I think
there is an issue there” (Q 547).

The financial crisis presents a unique opportunity to take stock of the
financial system. Policy-makers should grasp the chance to consider
the appropriate structure of the financial system, and how financial
institutions are regulated. However, there should be no rush to write
the legislation required to support new structures: it is more
important to get the details right than to resolve them quickly.
Competition in the banking sector understandably took second place
to stability considerations during the crisis. The Government should
now look again at competition policy and at the same time should
explicitly address the breadth of the state safety net for financial
firms.



56

239.

240.

241.

242.

243.

244.

245.

BANKING SUPERVISION AND REGULATION

CHAPTER 11: CONCLUSIONS AND RECOMMENDATIONS

This Report examines the supervisory and regulatory framework in the
United Kingdom when the crisis broke and recommends changes. A key role
of regulation is to prevent crises or to mitigate their effects. The present
system failed to do so. Inadequate regulation around the world also played a
part as the crisis unfolded. There should, however, be no rush to action. The
financial sector is unlikely to embark soon on risky new adventures. The
main objective of policy should be to change the regulatory regime in order
to make future crises on this scale less likely without stifling innovation.
(Paragraph 5)

Supervisors should actively question the assumptions underlying bank risk
models. They should require financial institutions to calibrate their models
over long periods. They should investigate the sensitivity of model outputs to
assumptions, and require extensive stress-testing of models. Bank models are
proprietary, but the methods that supervisors use to evaluate them should be
published so that outside ideas for better tests can be gathered and used.
Supervisors should not, however, impose a particular approach to modelling,
nor attempt to assume the executive role of bank officers. (Paragraph 39)

Supervisors should also perform their own system-wide stress tests of bank
portfolios, in order to identify aggregate effects that individual bank systems
are not designed to capture. (Paragraph 40)

It is important not to stultify the innovative capacity of the financial sector.
But the crisis has demonstrated that risks in some markets can destabilise the
entire financial system. The Credit Default Swap market in particular could
be made more robust. It is unnecessarily opaque. This problem requires
urgent attention. One approach would be to require reporting of CDS trades,
and, as far as possible, to require that CDS trades be centrally cleared.
Significant changes to market practices would follow, and would require
careful consultation with the industry before they were phased in. Whatever
changes are adopted should not create new incentives to regulatory arbitrage.
For example, there is a danger that compulsory clearing of CDS trades might
cause displacement of trading activity into the securitisation market, the
idiosyncracies of which probably preclude the use of clearing there: because
every securitisation has different terms, it would not be possible to net trades
in this market. Regulators should also address urgently the need for
transparency in the securitisation market. (Paragraph 47)

Although regulators depend in part on banks’ risk models for information
that they would not otherwise have, they should draw on them selectively to
make their own risk assessments. (Paragraph 57)

When supervisors incorporate bank risk systems into regulation, there is
some danger they may hinder innovation in risk modelling by banks. To
avoid this effect, relevant rules should be updated quickly in response to
advances in risk modelling. (Paragraph 59)

In general, financial models designed for use in liquid markets should not be
used in the supervision of illiquid markets. Supervisors should base their
assessments of operational risk upon a close understanding of the banks they
regulate, and not upon statistical models, which cannot substitute for
judgement based on analysis. (Paragraph 62)
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Trading book assets currently attract a lower capital charge, because they can
easily be sold by troubled banks. The experience of the financial crisis is that,
when such a sale is most necessary, it may be impossible. The costs then fall
upon the deposit insurance fund. Regulatory capital requirements for trading
book assets should be substantially increased. (Paragraph 68)

A new policy lever should be introduced to counter pro-cyclicality in the
banking sector. Its basis in rules should be strong enough and the institution
wielding it independent enough to ensure that the lever is used in boom
times. The Government should urgently identify a suitable instrument.
(Paragraph 76)

Since counter-cyclical regulations at the national level would risk
undermining the level playing field of the Basel Accord, the United Kingdom
authorities should consult internationally before any national
implementation. The design of counter-cyclical regulations should involve
careful consideration of their likely effect on the international
competitiveness of the City of London, especially since their adoption in the
United Kingdom and elsewhere would imply re-introducing a national
element in capital regulation. (Paragraph 78)

Regulators should make the supervision of liquidity risk an urgent priority.
While liquidity risk has previously been expressed in terms of the assets on
bank balance sheets, regulators could also consider rules based upon the
funding mismatches to which banks are exposed. Regulation should respond
to low levels of liquidity by, inter alia, raising capital requirements or
imposing charges under an insurance scheme. (Paragraph 89)

Financial crises are always unexpected, and it is hard to plan for them. For
crisis management to be effective, it needs to be clear who is in charge. The
Memorandum of Understanding (MoU) governing the relationship between
the Bank of England, the FSA and the Treasury should be modified so as
explicitly to give decision-making powers to one of the tripartite authorities
whenever they are not clearly assigned in the MoU, in such a way as to avoid
ambivalence or dispute. (Paragraph 98)

The Bank of England needs institution-specific information and a close
understanding of the daily operations of the financial markets in order to
function effectively during a financial crisis. We recommend that the
Government should make changes to ensure that the Bank has access to the
necessary information. (Paragraph 103)

Without a clear executive role, the Bank can do no more than talk about
financial stability. This exposes it to reputational risk, without generating any
clear benefit. (Paragraph 107)

A clear lesson to be drawn from the recent financial crisis is that the current
arrangements failed to recognise the natural affinity between responsibility
for financial stability and for macro-prudential supervision of the banking
and shadow banking sectors. The Government should allocate responsibility
for macro-prudential supervision to the Bank of England, which already has
macroeconomic expertise. Adjustment costs would be low, although there
would be some overlap with the FSA’s responsibility for micro-prudential
supervision. (Paragraph 110)

Effective macro-prudential supervision may conflict with the goals of political
and business groups, so needs to be exercised by transparent and
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accountable institutions with the appropriate authority to take action. As
currently envisaged, (in contrast to the Monetary Policy Committee) the
Financial Stability Committee will have no executive role. There is thus a
danger that it will lack focus and be ineffective. (Paragraph 112)

The Financial Stability Committee should remain a Bank of England
Committee, chaired by the Governor, but should include senior FSA
representation in sufficient numbers. The re-constituted FSC should be the
central institution for macro-prudential supervision, with executive
responsibility for a macro-prudential policy instrument. (Paragraph 114)

The executive FSC recommended in this report should have senior Treasury
representation, at or close to the level of the permanent secretary. (Paragraph 115)

Regulatory bodies are subject to conflicting political pressures. There is a
danger that, when a single institution has responsibility for conduct-of-
business and prudential supervision, one will be emphasised at the expense of
the latter. Institutional arrangements in the future must be designed so as to
minimise this danger. (Paragraph 121)

The Government should carefully consider the case for and against a “twin
peaks” system of financial supervision in the UK. It would involve giving the
Bank of England responsibility for micro-prudential as well as macro-
prudential supervision of the financial sector, in addition to its monetary
policy role, leaving responsibility for conduct-of-business supervision with
the FSA. A twin peaks approach would ensure that the Bank had the
information needed to manage financial crises, and would obviate the need
identified in paragraph 114 for FSA representation on the Financial Stability
Committee. It would also reduce the potential for conflict between conduct-
of-business and prudential supervision. However, the case for a twin peaks
system of regulation is by no means as clear-cut as that for locating an
executive FSC with responsibility for macro-prudential supervision within
the Bank. The Government would need to consider whether giving the Bank
responsibility for micro-prudential supervision would create countervailing
organisational problems, including governance of the Bank and the role of
the FSA. (Paragraph 127)

Primary responsibility for banking regulation and supervision should remain
with national authorities. Notwithstanding the difficulties at the
international, or even FEuropean Ilevel, international macro-prudential
financial supervision should be encouraged. A purely advisory international
body with a remit for surveillance of the financial system and identification of
nascent systemic problems could serve a valuable purpose and help national
governments and regulators to identify critical stresses in the financial sector.
Such a body should be sufficiently independent to avoid the suspicion that its
objectives were subservient to the national interests of one or more of its
members. (Paragraph 139)

The British authorities should work to ensure that the Financial Stability
Board announced in the G20 London communiqué is sufficiently
independent and well-resourced to provide international monitoring of
financial stability, and to disseminate credible recommendations to national
governments and regulatory bodies. (Paragraph 140)

Financial markets are global not regional. Where European-level
coordination on macro-prudential supervision is contemplated, it should be
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aligned with the broader international coordination contemplated under the
Financial Stability Board. (Paragraph 141)

The Government should work towards acceptance that branches of foreign
multinational banks in the UK, whether European or not, should be subject
to a greater degree of oversight by the British authorities and that local
capital requirements should be introduced for these banks, under which
repatriation would need those authorities’ permission, bearing in mind that
reciprocal requirements might be sought by countries in which British banks
operate and that this type of capital requirement would increase the costs to
multinational banks domiciled overseas of doing business in the UK.
(Paragraph 143)

A pre-funded deposit insurance scheme would have a counter-cyclical effect:
money levied in boom times would be returned to the banking sector during
times of financial fragility. It would also increase depositor confidence. The
Government should move towards pre-funding of the Financial Services
Compensation Scheme as soon as practicable. (Paragraph 147)

In practice, it is impossible accurately to measure the riskiness of bank
portfolios. It is in the nature of banks to take hard-to-evaluate positions and
to run opaque loan portfolios. Some inequity in the levies charged by the
Financial Services Compensation Scheme (FSCS) is inevitable. The current
scheme is nevertheless clearly unfair to institutions which, like the building
societies, are constrained from the riskiest business. It is also a potential
source of destabilising moral hazard. The Government should promote
changes to ensure that contributions to the FSCS should be at least broadly
related to the riskiness of the business in which regulated firms engage. In
particular, it should consider the introduction of a different basis for
calculation of the levy on mutual building societies, or the creation of a
separate depositor protection scheme for building societies. (Paragraph 151)

Credit ratings agencies have lost the confidence of market participants.
Urgent action is required to restore market confidence. Although we have
not heard evidence on this point, we have identified two ways in which this
could be accomplished, both of which would require a significant level of
additional detailed study before implementation was possible. First,
regulators could consider imposing on CRAs an economic interest in the
accuracy of their ratings, by requiring them to make a modest investment in
the assets that they assess. Second, CRAs could be required to establish a
self-regulatory organisation, with published rules of conduct open to public
scrutiny. (Paragraph 160)

There is a danger of rating inflation when rapid expansion of business reduces
the long-term value to CRAs of their reputation and creates a conflict of
interest by encouraging corner-cutting to attract business from issuers. It
follows that supervisors and regulators should be particularly conservative in
their use of ratings in times of rapid expansion. (Paragraph 164)

Ratings should be eased out of capital regulations as soon as practicable. The
investment community should be encouraged to find alternatives to ratings-
based investment mandates. (PParagraph 169)

Securitisation issuers will inevitably attempt to use rating agency models to
generate the highest possible ratings. This practice is unlikely to be
containable by regulatory constraints. Instead, regulations could require
ratings agencies to publish details of the process by which they arrived at
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their assessment of a new securitisation. The market could then make an
informed assessment, and other rating agencies could criticise. However, it
should be recognised that transparency in the ratings market runs the risk
that securitisations are built to satisfy ratings criteria, which could expose the
system to significant instability in the event of a severe market shock.
(Paragraph 175)

Maximising shareholder value gives bankers a clear objective, and ensures
that they are accountable for their actions. But since bank shareholders,
boards and management are not exposed to all of the costs of their decisions,
corporate governance legislation as it relates to banks should recognise this
fact by modifying shareholder rights as necessary, for example through the
introduction of rigorous procedures for shareholder approval of senior
bankers’ remuneration, of the appointment of directors and of arrangements
for assessing risk. (Paragraph 178)

Non-executive directors need experience at high level in business, public
affairs and other relevant fields, the personal qualities to obtain clear and full
answers from management, and the ability to understand the bank’s
businesses and the risks being undertaken. Selection procedures should stress
these requirements, and directors should be drawn from a diverse range of
backgrounds so as to minimise the danger of ‘group think’. (Paragraph 185)

There is also a case for a risk committee of non-executive directors with
relevant expertise, able to devote significantly more time than a conventional
non-executive, to the assessment of the bank’s risk profile, independently of
the bank’s executives. They would need to be remunerated accordingly and
be provided with suitable support. All non-executives should have access to
outside advice. (Paragraph 186)

Once appointed, non-executive directors should have adequate access to
information and advice, from experts inside and outside the firm. Formal
mechanisms to acquire this information are desirable. Larger firms should
consider establishing a permanent support staff for their non-executive
directors. (Paragraph191)

Bank non-executives need sufficient experience, and a broad enough
perspective, to enable them better to challenge the bank’s management. To
accomplish this, there is a strong case for relaxing term limits on non-
executive appointments, and for lifting age restrictions on non-executives.
(Paragraph 192)

The possibility that non-executives in financial firms be required explicitly to
sign off on their fields of competence should be considered by the firms
themselves and, if necessary, by the Government. (Paragraph 193)

Supervisors cannot act as shadow remuneration committees and should not
intervene in individual remuneration cases. Any regulatory intervention on
banker remuneration should focus on its structure, the procedures by which
it is determined, and the ability of shareholders to challenge it with a view to
reducing incentives to excessive risk taking. (Paragraph 200)

The Committee remains concerned that UKFI has been set inconsistent
goals of maximising value for the taxpayer from the stakes held in various
banks, and promoting competition. UKFI and the Government should
explain how any conflict between these goals will be managed and resolved.
(Paragraph 203)
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We have seen no evidence that bank auditors failed in their statutory duty to
make a going-concern judgement on their clients. Bank auditors should not
be required to make a more general judgement on the quality of their clients’
strategies. In any event, it is unlikely that auditors would be more able than
financial supervisors to identify structural problems in the financial sector.
(Paragraph 211)

It is regrettable that supervisors no longer meet auditors regularly. The
auditors could provide useful information and the banks would not object.
We recommend that the FSA should take the initiative to resume regular
meetings with bank auditors, even when there are no obvious problems in the
banks. (Paragraph 215)

Mark-to-market accounting generates verifiable information about banks.
Without it investors would be less well-informed, and confidence would
suffer in downturns. Regulators should not abandon mark-to-market
accounting, but supervisors must identify ways to ensure that it does not
amplify the economic cycle. (Paragraph 221)

We welcome the Special Resolution Regime under the Banking Act 2009,
which puts in place special insolvency procedures for banks. (Paragraph 226)

We welcome the Government’s recent statement of its intent to strengthen
resolution arrangements for investment banks. The Government should give
serious consideration to extending the scope of the Special Resolution Regime
of the Banking Act 2009 to other financial institutions. (Paragraph 228)

We recommend that the Government should revisit the question of how the
SRR is triggered and give serious consideration to allowing the Bank of
England to trigger it. This recommendation will be rendered obsolete if the
government adopts the “twin peaks” system outlined in paragraph 122.
(Paragraph 230)

The financial crisis presents a unique opportunity to take stock of the
financial system. Policy-makers should grasp the chance to consider the
appropriate structure of the financial system, and how financial institutions
are regulated. However, there should be no rush to write the legislation
required to support new structures: it is more important to get the details
right than to resolve them quickly. Competition in the banking sector
understandably took second place to stability considerations during the crisis.
The Government should now look again at competition policy and at the
same time should explicitly address the breadth of the state safety net for
financial firms. (Paragraph 238)
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Mr Brian Quinn
Shelter
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APPENDIX 3: CALL FOR EVIDENCE

Banking Supervision and Regulation

Following recent turmoil in the banking system, the Economic Affairs Committee
has decided to conduct an inquiry into ‘Banking Supervision and Regulation’.

Evidence is invited by 10 February 2009. The Committee will welcome written
submissions on any or all of the issues set out below.

The inquiry will examine what improvements may be needed in banking
supervision and regulation and related areas and seek to answer questions such as:

(D

(2)

(3)

C))

@)

(6)

(M)

(8)

%)

Can the regulatory authorities effectively control the risks taken by
banks, especially in today’s globalised markets? How can the
international dimension be addressed?

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?

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?

How can regulators employ people of the right calibre to regulate the
banking system effectively?

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?

What changes should be made to banking regulations?

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?

Do Basel banking standards and guidelines need to be changed? Did the
FSA ensure that banks followed the Basel standards and guidelines?

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?

(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?

(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
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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?

(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?

(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?

(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?
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ABCP
CDO
CDS
CRA
CRD
EEA
EU
FSA
FSB
FSC
FSCS
FSF
GDP
HBOS
HSBC
IASB
MoU
RBS
SIV
SPV
SRR
UKFI

Asset Backed Commercial Paper
Collateralised Debt Obligation

Credit Default Swap

Credit Rating Agency

Capital Requirements Directive
European Economic Area

European Union

Financial Services Authority

Financial Stability Board

Financial Stability Committee

Financial Services Compensation Scheme
Financial Stability Forum

Gross Domestic Product

Halifax Bank of Scotland

Hong Kong and Shanghai Banking Corporation
International Accounting Standards Board
Memorandum of Understanding

Royal Bank of Scotland

Structured Investment Vehicle

Special Purpose Vehicle

Special Resolution Regime

UK Financial Investments





