














Table 10. Maximum amount that could be paid by the taxpayer under the various bail-out schemes

Maximum amount that could be paid by the taxpayer under the various bail-out schemes

Emergency Liquidity Assistance 0 0 All loans have now been repaid.

Asset Protection Scheme 131  The National Audit Office currently believes that the taxpay-
er will not ultimately make a loss on this scheme. Although,
it does caveat this with a warning that ‘further shocks could
still lead to significant losses for the taxpayer'. The scheme
will last until 2014.

Special Liquidity Scheme 110 reduced to £37billion by June 2011. The banks have until
early 2012 to pay this back.

Credit Guarantee Scheme 115 The National Audit Office currently believes that the taxpay-
er will not ultimately make a loss on this scheme. Although,
it does caveat this with a warning that ‘further shocks could
still lead to significant losses for the taxpayer'. The scheme
will last until 2014.

Loans to the Financial Services 35 B&B has yet to repay any of the £37billion it currents owes.
Compensation Scheme, Bradford It will likely take a decade until B&B'’s debts are settled.

& Bingley, and others.

RBS shares 46 46

Contingent RBS share 8 8

purchases

Lloryds shares 21 21

Loans to Northern Rock 16 22 Likely to rbe repaid over the next twenty years.

Guarantees to Northern Rock 24 16

Capital and contingent capital in 3

Northern Rock plc and Northern
Rock (Asset Management)

Guarantees to Bradford & Bingley 10 6
Contingent capital for other firms 13 0
Asset Backed Securities scheme 50 0 This scheme was never utalised.

Source: Adapted from National Audit Ofﬁce133

Crucially, the government currently owns 84 per cent and 41 per cent of RBS and
Lloyds, respectively. It purchased 90.6 billion shares in RBS and 27.6 billion shares
in Lloyds at average share prices of 50.53p and 74.4p, respectively.'** Thus,

the government has invested £45.78 billion in RBS and £20.53 billion in Lloyds.
Unfortunately, since recapitalisation began in December 2008, RBS and Lloyds’
share prices have mostly remained significantly below these levels, as is shown in
Figure 8.

As of 8 July 2011, RBS and Lloyds’ share prices were 38.60p and 46.56p,
respectively. At this point, the government was sitting on a £18.5 billion loss. The
theoretical loss assumes that all these shares could be sold off in a block without
moving the market. In reality, this is highly unlikely, as when the government
offloads its holdings, as with any very large sell-order, the share price will inevitably
fall. The government is likely to sell its shares in small amounts and take many years
to offload the entirety of its holdings, in a bid to mitigate such forces.
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Of course, the government also owns part of Northern Rock, in addition to Bradford

& Bingley's mortgages and loans book. The values of all these bank holdings are
detailed in Table 11. For information on where the Northern Rock and Bradford &

Bingley figures come from, please see Appendix B.

RBS' Share Price

Lloyds' Share Price
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Table 11. Value of the taxpayers’ holdings in the UK banks

Value of Taxpayers’ holdings in UK banks

Northern Rock Plc expected loss of £400m

Northern Rock

(Asset Management) Plc £277m in 2010
B&B mortgages and loans book £200m in 2010

a Market-to-market loss of £10.81bn
as of July 2011

a Market-to-market loss of £7.68bn
as of July 2011

RBS

Lloyds

Source: nef's own calculations and Alrdick, P. & Wilson, H. (2011, June 16) and NRAM. (2011)
and Bradford & Bingley. (n.d.)136

Whether or not the government will break even, or even make a profit on these
bank stakes, primarily depends on RBS and Lloyds’ future share prices, which are
obviously difficult to predict. However, given the ongoing difficult economic climate,
we should not be overly optimistic about the extent to which banks’ share prices will
rise in the near future. For example, according to the FT:

[One] of the UK’s top five investors says the outlook for banks in the coming
months is unappealing not because of the regulatory clampdown but as the
levels of debt in many countries, and on the books of banks, has yet to be

fully felt. ‘When we see debt-to-GDP ratios and banks’ loan-to-deposit ratios
coming down, then banks will be more attractive’, the fund manager says."®’

Moreover, as the special liquidity and credit guarantee schemes draw to a close,
banks will no longer be able to access such cheap funding, and this is unlikely to
provide support to their share prices.

In light of the above, it is unclear when the taxpayer will be reimbursed for the
rescue. It is currently rumoured that the privatisation process will begin next year'®®
and, regardless of when it commences, it is likely to take place over many years.
This has additional repercussions.

It is not just the initial outlay for the shares that is a cost to the taxpayer; we must
also consider the cost of raising the capital required for bank recapitalisation, i.e.
interest payments on government bonds and paper issued explicitly for the purpose
of financing this initiative. These costs have been estimated at £2.8 billion per year.
When we include the cost of financing the various other bank bail-out schemes, the
costs of financing increase to £5 billion per year (Table 12)."*9 It is important to note
that none of these costs can be clawed back via dividend payments, as the EU has
mandated that Lloyds and RBS cannot pay dividends.

These financing costs were initially largely offset by £9.91 billion in fees and interest
payments paid by the banks to government in exchange for the various support
schemes outlined in Table 10, above.'*® However, the National Audit Office warns
that this is unlikely to continue:

In future, the fees are likely to fall, as they include large one-off payments on
the Asset Protection Scheme of £2.5 billion, and the size of the guarantees
outstanding is falling. On the other hand, financing costs will continue so
long as the shares and loans remain in public ownership. Some of this may
be offset in future if RBS and Lloyds start paying dividends.*!

Consequently, whilst RBS and Lloyds remain in public hands, the taxpayer will most
probably be paying out billions each year to finance these holdings.
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Table 12. Financing costs

Financing costs

Financing the governement’s stakes in RBS and Lloyds £2.8 billion per year
Financing all bail-out initiatives (including stakes in RBS and Lloyds) £5 billion peryear

***Note that the £10 billion that the government paid for financing the first two years of the bail-outs was cancelled out
by scheme-related fees and interest payments received on loans extended. However, the National Audit Office warn
that this is unlikely to be the case in the future, as the aforementioned fees included many one-off payments.***

Source: Adapted from National Audit Office*

Thus, to briefly recap the situation as it stands, one can see that taxpayers could
potentially lose £440 billion (£513 billion less the additional £73 billion of Special
Liguidity Scheme loans that have been repaid; see Appendix B for full explanation
of the SLS) via the various bail-out schemes, although it is highly unlikely that the
realised costs to the taxpayer will be anywhere near this figure. It is entirely plausible
that the taxpayer will not ultimately lose any money under these schemes, but we
should note that this does not mean that the taxpayer will be compensated for the
cost of financing these initiatives in the capital markets.

Taxpayers have also currently forfeited approximately £18.5 billion to recapitalise
RBS and Lloyds. Of course, if these banks’ share prices rise significantly in the
future, then the taxpayer could break even or possibly make a profit on these
purchases; however, given the difficult economic climate and the gradual
withdrawal of cheap funding via the bail-out schemes, this is probably unlikely in
the near future.

Finally, it is also worth noting that the government has paid over £100 million to
the City in exchange for advice on how to handle the financial crisis.'*® Of course,
this fee is paltry in comparison to the aforementioned figures; however, it serves to
highlight the injustice underlying every aspect of the bail-outs.

Taxes in response to the bail-outs

Whilst the UK has attempted to claw some revenue back via introducing a bank
levy and a one-time 50 per cent tax on bankers’ bonuses, taxpayers are still a long
way away from being fully reimbursed.

For example, the bonus tax is estimated to have raised £225 million from
Barclays'** compared with the TBTF subsidy of £10 billion, £208 million from
RBS,™® £100 million from Lloyds,'*® £355 million from HSBC,"*" and £39 million
from Standard Chartered.'*®

Similarly, the UK bank levy, a tax on banks’ liabilities, is expected to raise
approximately £1.25 billion per year from the five largest UK banks.'*® The remaining
expected £1.25 billion will come from international banks operating in the UK.
Moreover, the funds raised from British banks via the bank levy are likely to be
entirely cancelled out by the government’s corporation tax cuts.'°

Therefore these new tax measures do not sufficiently compensate the government
for the support it extended during the crisis.

Are banks under-taxed?

Whilst a comprehensive investigation into the question, ‘are banks under-taxed?’ is
beyond the scope of this report, we have seen that the financial services industry’s
exemption from VAT has introduced significant distortions into the UK economy,
and has very likely inflated banks’ profits. In addition, the taxpayer is nowhere near
recouping the cost of the extraordinary support extended to the banking industry
throughout the crisis, and this ignores the substantial cost of financing these
initiatives. Whilst taxes such as a one-off bonus tax and a permanent bank levy
have been introduced in a bid to get banks to pay their fair share, the revenues
raised from such schemes are a drop in the ocean compared to the sums owed to
the taxpayer, particularly given the cuts in corporation tax.
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Furthermore, we have hitherto completely ignored the output that the UK lost as a
result of the financial crisis, and whether or not the banks have made steps towards
reimbursing the country for such losses. It is worth briefly noting the Governor of the
Bank of England, Mervyn King's, analysis of the situation:

The principle that the ‘polluter pays’ for the costs they impose on others is
an old one, going back at least to Pigou in the 1920s... The loss of world
output from the financial crisis is enormous, even though such a crisis might
be considered a once in a generation, or even once in a century, event. It

is not difficult to see that a crisis that reduces output by between 5% and
10% for a number of years, and occurs once every fifty years, amounts to an
annual cost several multiples of the revenue that will be generated by the UK
bank levy.'

This suggests that other taxes, such as financial transaction taxes, should
potentially be explored in case they can be used to help correct both the under-
taxation in relation to other industries, and to reflect the particularly high risk posed
to the taxpayer and the economy by the financial sector. Alternatively, some argue
that the financial services industry should not be allowed to offset losses against
future tax liabilities, which they currently are entitled to do, at the very least until they
have reimbursed the taxpayer for the support they received during the crisis.
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7. Is the government taking action to rectify the
problems raised in this report?

The government’s main banking reform initiative was to establish
the ICB (otherwise known as the Vickers Commission), in June
2010, and give it the dual mandate of investigating how competition
and stability in UK banking could be improved.

The Commission held a public consultation before it released its interim report
in April 2011. Another public consultation was subsequently held, and the
Commission is currently reviewing the responses prior to releasing its final report
in September 2011.

Competition

When it comes to practical recommendations, the Commission primarily focuses on
market concentration, specifically on the upcoming divesture of Lloyds’ branches.
The Commission’s analysis of competition is interesting because, while it details the
HHIs of the markets for various banking products, it does not explain that the current
levels are not the primary cause for concern. This is a puzzling omission, as anyone
familiar with the concept of HHI must also surely be aware that by this measure the
industry is not considered above the threshold for ‘high concentration’. However,
this may partly explain why the Commission relies on selling off more branches of
Lloyds as its chief competition recommendation.

The Commission also highlights the difficulties that consumers may face when
trying to switch current accounts, and suggests improving the switching process
‘by mandating a set time period within which banks would guarantee that the
switch would be completed’, and pushing for portability of accounts.

While we support all attempts to decrease concentration in UK retail banking
and improve the PCA switching process, the analysis presented earlier in this
report indicates that these issues are far from being the most significant
problems undermining competition in UK banking. In this light, it is disappointing
that the Commission does not put forward practical solutions to address more
pressing concerns.

The Commission touches on many of these issues. For example, barriers to entry,
including the need for a branch network and a well-known name, are discussed.
The interim report also comments on behavioural biases. For example, it notes that:

...few consumers actively monitor the relative competitiveness of
their accounts.'?

Low levels of switching on their own may not be a concern if it is the case
that many consumers are able and willing to switch quickly when differences
between firms’ products or prices occur. However, there appears to have
been persistent price dispersion over the past decade for PCAs. This
suggests that in this market, customers have tended not to switch to better
deals that have existed.'3
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In addition, the report discusses information asymmetries. For example, it notes that:

...many consumers are not familiar with the key fees associated with
their PCA, and that they have difficulty understanding and calculating

these fees’ 1%

However, while the Commission acknowledges that ‘the question arises of whether
pricing patterns should therefore be regulated’, having raised this question, it is
subsequently not fully explored. Instead, references are made to the fact that prices
for UK retail banking products and services do not seem to differ significantly from
those in other countries. We would argue that this is skirting around the issue,
particularly in light of the Commission’s later observation that:

There are also concerns in other countries about consumers not
understanding price structures and overpaying for banking products.'®®
Moreover, it is disappointing that the commission highlights interest forgone rather
than overdraft charges, which we believe to be a far bigger problem with regard

to transparency, as the interest foregone on most current accounts is minimal
(particularly in the prevailing low interest rate environment following the financial
crash). This omission may be why the Commission does not emphasise resolving
information asymmetries when making its primary recommendations.

In short, while the key problems are outlined, concrete recommendations to help
resolve them are not actually put forward. Instead, we are presented with vague
suggestions that these issues merit further consideration, such as:

The Commission received evidence that access to branches for cash
handling was important for many small businesses, and that some smaller
banks struggle to provide the infrastructure to serve this need.... it should
be investigated further whether there are arrangements that could improve
smaller banks’ ability to serve business customers, perhaps through
improving the Post Office service or sharing cash-handling services with
branches of larger banks.®®

While this statement is true, the Commission charged with reforming UK banking
should be going further than this.

Moreover, the Commission appears to pass the buck to the Financial Conduct
Authority (FCA) on the more difficult issues. This is extremely disappointing, given
that it is the ICB, not the FCA, that has been given a specific mandate to ‘consider
structural and related non-structural reforms to the UK banking sector to promote
financial stability and competition’. For example, the Commission argues that:

One issue that might merit investigation by the FCA, charged with a duty to
promote competition, is price discrimination.'®’

The Commission is referring to the fact that banks make a profit from ‘free-if-in-
credit’ current accounts, due to large overdraft charges, and it goes on to refer to
the OFT's ill-fated attempt to take legal action against the latter. Not only is the ICB
apparently passing the buck on this important issue to the FCA, it also appears to
actually condone such practices:

General hostility to price discrimination would not be a sensible policy
approach. Many costs in banking service provision are joint and incapable
of being allocated to individual services. Some forms of price discrimination
are an efficient way to cover fixed costs and can even be pro-competitive,
and there are obvious dangers of unduly detailed regulation.'®®

It is also important to note that, although the Commission was asked to investigate
competition in UK banking generally, rather than only UK retail banking, the
Commission has not put forward any recommendations to improve competition in
UK investment banking. For example, when commenting on equity underwriting, the
interim report notes many of the observations we too have drawn upon, such as:'*°

Quid Pro Quo 60



It is clear that there is a lack of price transparency in this market and that for
some products and services prices are very high. The remuneration levels
of employees involved in providing some of these services do not give
confidence that competition is working well for customers.

...companies are generally not focussed on the cost of equity underwriting
services and some may also lack regular experience of raising equity capital,
making it difficult to hold investment banks to account on costs.

Competition between banks does not appear in all cases to focus
strongly on price, with services being selected as much on the basis of
establishing relationships, provider reputation and non-price (i.e. quality
or capacity) elements.

However, the Commission then goes on to state that it will not probe these further as

...due to the global nature of some of these markets and the absence of
strong representations from customers, the Commission’s current view is
that there may be limited scope for action by the UK authorities at this time."°

Let us address each of these arguments separately. First, while there is undoubtedly
a global market for equity underwriting, it is hard to believe that the UK government
does not have any control over the underwriting process for companies that, for
example, list on the LSE. The British government must surely be able to specify that,
say, underwriters providing services to companies listed on the LSE must break
down their fees into their individual components, rather than bundle all their charges
together in one single opaque fee. Secondly, this report has highlighted the principal-
agent problems that have led to firms not choosing their underwriter based on price.
As managers are primarily concerned with rights issues being a success rather
than finding a good, value-for-money service, it is not surprising that firms have not
complained about banks overcharging for underwriting services. However, as it is
primarily companies’ shareholders, many of whom may be UK pension funds, who
ultimately lose out, the Commission still has a duty to address such problems.

Finally, it is crucial to highlight the fact that the Commission’s goal to improve
competition in UK banking, is undermined by the recommendations it makes with
regards to tackling the TBTF subsidy, i.e. the fact that the Commission does not
appear resolved to truly tackle this subsidy (more on this in the subsequent section).
This is despite the Commission admitting that TBTF subsidies undermine competition.

The too-big-to-fail subsidy (TBTF)

In its interim report, the Commission explained that it believes that there are two
separate ways to achieve a stable banking system. Firstly, it argues, one could
introduce a Glass-Steagall split of retail and investment banking. Secondly, one could
legislate to ensure that banks have a very high capital base, i.e. that a large amount
of capital is held aside in case of unexpected losses. The Commission ultimately
concludes that the best approach would be a mixture of these two measures.

For example, the commission advocates “ring-fencing” retail banking and investment
banking subsidiaries within a universal bank, over outright separation of the two.
Currently, there is no limit to capital being transferred between investment banking
and retail banking activities in a universal bank (and vice versa). Ring-fencing would
still allow such transfers, but only so long as the capital level in the retail banking
subsidiary is not run down below a given threshold. In the Commission’s own words:

“It should aim to shift probabilities so that different parts of the bank can still
save each other, but with less chance that they will sink each other.”
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The Commission argues that ring-fencing will help facilitate the “resolution”, i.e. the
orderly wind-down, of a large failed bank, as having retail and investment banking
compartmentalised in different subsidiaries will make it easier to separate and
sell-off the different parts of a universal bank in the event of the bank failing. This, in
turn, it is argued, will reduce the chances of taxpayers’ support being necessary in
order to wind down the institution, which should reduce the TBTF subsidy priced in
by the market.

In addition, the Commission argues that all systemically important institutions

and retail banks (and subsidiaries) should be subject to a 10 per cent capital
requirement, instead of the 7 per cent specified in the recently agreed upon Basel
[l capital regulations. This 10 per cent is unfortunately far below the 19 per cent
level that Switzerland has made mandatory. Moreover, the Commission will not
push for investment banks to abide by the 10 per cent requirement, even though
they believe it would be desirable, unless one sees international agreement on this.
This is despite the fact that Mervyn King, the Governor of the Bank of England, has
warned that the 7 per cent requirement is nowhere near what is required:

‘Lauded as a new standard, Basel lll is seen by some as the answer to the
failure of regulation to prevent the financial crisis. It is certainly a step in

the right direction, an improvement on both Basel | and the ill-fated Basel

Il and we should all welcome it. But if it is a giant leap for the regulators

of the world, it is only a small step for mankind... the new levels of capital
are insufficient to prevent another crisis. Calibrating required capital by
reference to the losses incurred during the recent crisis takes inadequate
account of the benefits to banks of massive government intervention and
the implicit guarantee. .. As the IMF have pointed out differences in capital
ratios failed to predict which financial institutions would be vulnerable in the
crisis. Only very much higher levels of capital — levels that would be seen
by the industry as wildly excessive most of the time — would prevent such

a crisis... the Basel approach calculates the amount of capital required by
using a measure of ‘risk-weighted” assets. Those risk weights are computed
from past experience. Yet the circumstances in which capital needs to

be available to absorb potential losses are precisely those when earlier
judgements about the risk of different assets and their correlation are shown
to be wrong.”"®!

Interestingly, the Commission makes a similar observation:

“recent history suggests that risk weights have done a poor job of assessing
how much capital should be held against assets. Certain assets that had
very low risk-weightings suffered large unexpected losses.”

In order to determine the optimum level for capital adequacy requirements, which
the Commission ultimately concludes to be 7 — 20 per cent of risk weighted assets,
the ICB focuses on maximising GDP. This is despite the fact that the Commission
admits that “welfare, as distinct from GDP, may be maximised at a different,
probably higher, level of capital.” We have long argued that GDP is a poor measure
of the wealth of a nation, and so, whilst it is pleasing to see the Commission touch
on this issue, it is disappointing that the capital requirements that it ultimately
recommends lie towards the bottom end of its GDP-focused range. Moreover, even
the Commission acknowledges that “a 7 per cent ratio is likely to be too low” for a
wide variety of reasons, including because:

“7% is generated using an extremely conservative estimate of the costs of

a crisis (a present value cost of 19% of GDP). The figure for future crises
could plausibly be five or more times larger.”
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Moreover, many economists argue that having separate capital adequacy
requirements for systemically and non-systemically important financial institutions
may cause more harm than good. For example, Mervyn King has issued the
following warning:

“‘identifying in advance a group of financial institutions whose failure would
be intolerable, and so are ‘too important to fail’, is a hazardous undertaking.
In itself it would simply increase the subsidy by making it explicit. And it is
hard to see why institutions whose failure cannot be contemplated should
be in the private sector in the first place.”?

Similarly, with ring-fencing there is a danger that the retail part of a bank may
benefit from an increased TBTF subsidy, as this is the part of the bank that the
government will have explicitly acknowledged as being indispensible to the UK
economy.

The ICB places great importance on ensuring that London remains competitive, so
that its status as a global financial centre is not jeopardised. This is one of the main
reasons why the Commission does not put forward recommendations stronger than
ring-fencing. However, this hesitance is interesting given that, in the Commission’s
own words:

“‘improved financial stability should be good, not bad, for the competitiveness
both of the financial and non-financial sectors. The costs and consequences
(including for taxation) of financial crises make countries that suffer them
less attractive places for international business to locate. More resilient
banks are therefore central to maintaining London’s position as a leading
global financial centre, not a threat to it.. Reducing the probability of large
bail-outs of UK banks should, all else being equal, reduce the potential

tax burden on the rest of the financial sector and help maintain London’s
position as a leading financial centre. Tax is the most obvious of these
effects, but financial crises also lead to increased regulation and a public
and political backlash which affects the City generally. Targeted reforms
which reduce the probability and/or impact of future crises should therefore
enhance City competitiveness.”

Moreover, the Commission acknowledges that ring-fencing alone may not eliminate
too-big-to-fail subsidies and difficulties surrounding the resolution of large banks.
For example, the Commission cite the “disorderly failure” of Lehman Brothers, which
did not engage in retail banking at all, and note that even if the investment banking
and retail banking parts of a universal bank are in separate subsidiaries, this does
not necessary imply that resolution will be straightforward:

“a ring-fence can curtail government guarantees to the extent that the benefit
of expected government support is lower for wholesale/investment banks —
even if that benefit is not reduced to zero.”

The Commission goes on to argue that “other measures in progress or proposed
alongside a retail ring-fence will address some of the other issues highlighted
by Lehman Brothers... the move towards central clearing of derivatives, the
development of ‘bail-in-able’ debt, and strength limits on interbank exposures
are important in this regard. “ It is concerning that the Commission are relying

on such initiatives to fully resolve the TBTF subsidy, given that there are widely
acknowledged problems with many of the aforementioned schemes.
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For example, financial analysts have expressed concern that breaching the
conversion threshold for convertible or bail-in debt may acquire a stigma similar

to that associated with tapping a central bank’s lender of last resort facilities. In
other words, once a bank’s contingent capital has been triggered, would the bank
then suffer from a lack of liquidity, as other banks might refuse to lend to a bank
that is so obviously in dire straits? There is also extensive debate around how the
appropriate trigger levels would be determined, and what investors’ incentives
would be when the trigger point looks like it may soon be breached. For example,
would shareholders dump their stakes before they get diluted as convertible debt is
converted into equity, which might hasten the bank’s decline in a so-called “death-
spiral”, despite the fact that this is exactly what convertible debt aims to prevent?

Others are worried that convertible debt may increase the probability of contagion,
as if the trigger is breached for one bank, holders of convertible debt issued by
other banks may then rush to dump their holdings.'®® For this reason, the CEO of
UBS has called convertible debt “a very dangerous instrument.”'®* There is also the
important question of who would buy convertible debt. Clearly bonds that could
one day turn into equity are wholly inappropriate for many investors. Some are also
suggesting that banks should not be able to buy convertible debt issued by other
banks, if one is trying to decrease the volatility of banks’ assets. For example, Adair
Turner, the chairman of the FSA, has argued that: “[convertible debt] will have to be
owned not by banks or other liquidity transforming and leveraged institutions.”'6°
While there appears to be investor appetite for such debt, for example, there was
high demand for the convertible debt issued by Credit Suisse earlier this year,'®®
this is not necessarily a good thing. Interestingly, the ICB also acknowledges

some of these problems in an appendix of its interim report.

Centralised clearing of over-the-counter products through central counterparties
(CCPs) is also controversial. Central counterparties would sit in the middle of
every trade, thus becoming ‘the buyer to every seller and the seller to every
buyer. While this may lead to ‘netting’, i.e. opposite trades cancelling each other
out, thus, reducing overall exposure, and may increase the amount of collateral
being posted between counterparties, there is a very real risk that, for obvious
reasons, CCPs may become the ultimate too-big-to-fail institutions.'®” As CCPs
are private firms that will be competing for business, moral hazard may lead to a
‘race-to-the-bottom’ in standards.'®® There are also concermns that regulators may
push CCPs to sit in between trades that they don't fully understand how to price.
As a result of all these factors, it is by no means guaranteed that CCPs will increase
financial stability.

169

The Commission acknowledges that the size of a bank appears to be a very
approximate determinant of the scale of the TBTF subsidy that it receives, as

our own analysis confirms. However, the ICB rejects imposing size limits as a
viable reform option, due to concerns around how the appropriate limit could be
determined, how such a limit would reduce large banks’ appetites for competing for
new business, and the legal challenges posed by retrospective legislation.

We do not find the first of these objections to be compelling, as surely even a
rough guess at the appropriate size limit would be better than the current situation,
where only very minor restrictions are put on the extent to which banks can expand
their balance sheets (and we have all felt the consequences of this). With regards
to the second argument that the ICB puts forward, while banks that had reached
their maximum size limit would undoubtedly lack incentives to compete for new
business, they could still seek improved profitability by focusing on products,
services and sectors where they feel they have the best to offer. Alternatively,
demerging businesses into separate constituent parts has long been a way of
seeking to enhance shareholder value, and increase management focus on

its customers. Why should this not be a valuable counterweight to the ‘urge to
merge’ that has led to the relentless consolidation of the banking industry over
many decades. Finally, the third argument that the Commission puts forward is
definitely the most convincing. However, are not the same legal challenges posed
by ring-fences being imposed retrospectively, which is what the Commission itself
recommends?
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However, most concerning of all is the ICB'’s final words on the topic:

“The Commission considers that the financial stability motivations for
introducing limits on bank size or market share are adequately satisfied by
other measures proposed in this interim report.”

In other words, the Commission is relying on ring-fencing and controversial reforms,
such as convertible debt and central counterparties, to indirectly bring about the
same effect as size limits directly might. We would urge the ICB to reconsider size
limits instead of going round the houses.

The Commission acknowledges that ring-fencing alone will not bring about the
desired results. Instead, the Commission argues that ring-fencing is just one
component of a package of measures, including contingent/bail in capital, clearing
through central counterparties (CCPs) and resolution mechanisms that together
will help ensure that taxpayers will never have to bailout the banks again. We find
the Commission’s reliance on such measures to be concerning given that many
of these proposals are controversial in their own right, and may introduce fresh
problems into the financial system.

It is one thing for taxpayers to be subsidising retail banks via TBTF subsidies and
deposit insurance, it is quite another for taxpayers to be subsidising investment
banking, which cannot be thought of as a public utility as retail banking could be
argued to be. As ring-fencing will still permit transfers between retail and investment
banking up to a point, the taxpayer will thus still be to a certain extent underwriting
investment banking activities.

In short, the Commission still is nowhere near truly resolving the TBTF problem,
and needs to urgently address the shortcomings of the proposals that it put
forward in its interim report if it is serious about improving stability in UK banking
and addressing the unfair advantage enjoyed by bankers of having their highly
remunerative activities underwritten by the state.

Will the Commission address the problems surrounding deposit insurance?
The Commission acknowledges that there are problems with deposit insurance.
It also discusses a prospective solution: ranking depositors above other senior
unsecured creditors. The current situation, where depositors and other senior
unsecured creditors are ranked equally, means that during the wind-down of

a failed bank, senior unsecured creditors cannot be forced to accept losses,
without also forcing these losses on depositors. This situation is not fair, as senior
unsecured creditors are capable of independently assessing the creditworthiness
of a range of banks, whereas most retail depositors are not. Retail depositors,
therefore, should be granted a higher level of protection. Thus, in addition to
being unfair, the status quo also increases the burden on the taxpayer, as the
government’s reluctance to impose losses on depositors will mean that senior
unsecured creditors will also be granted a reprieve.

The Commission concludes that:

Depositor preference would subordinate the claims of other senior
unsecured creditors to those of depositors, better aligning the incentive

to discipline banks with the ability to do so. It would also create a bigger
buffer that would absorb losses prior to depositors, making banks easier
to resolve, in particular where there is a political imperative to avoid losses
for retail depositors.'”

This is all very true, and our analysis of the information symmetries and principal-
agent problems that beset banking provides support for the Commission’s call for
depositor preference. The Commission also adds:

There may be a case for extending preference to a wider range of deposits
than those that are FSCS-insured.'”!
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This is a crucial reform and it is disappointing that the Commission appears
reluctant to fully endorse it. The run on Northern Rock demonstrated that insuring
deposits only up to a given level is not sufficient if bank runs are to be prevented.
If the government and the FSCS do not recognise this, then banks will continue to

receive a subsidy via what is effectively government subsidised deposit insurance.

The Commission does not discuss the fees currently imposed by the FSCS

or give any recommendations in this regard. This is disappointing, as the current
fee structure, which does not take the riskiness of an institution into account,
means that public and private incentives may not be fully aligned - it introduces
moral hazard.

However, we should note that it is unlikely that moral hazard can ever be truly
eliminated from deposit insurance. Regulators have proven time and time again,
the latest financial crisis being just one example, that they struggle to accurately
determine the riskiness of an institution. Riskiness always appears to be
underestimated, and so deposit insurance is likely to always be at least partially
subsidised, either by the government or by other financial institutions.

The only way to completely remove such a subsidy would be to abolish deposit
insurance, which would likely necessitate a move to a different financial system,
for example, full reserve banking instead of fractional reserve banking.

Will the Commission tackle the banks’ right to create money?

The Commission’s interim report does not acknowledge the significance of the
money creation process. Neither the unique source of profits this bequeaths to
banks, nor the impact of fractional reserve banking on financial stability, are

given due attention. Given the Commission’s mandate to make recommendations
to promote financial stability, the latter is a particularly noticeable omission. As
nef has articulated in a joint submission to the Commission in response to its
Interim Report:

It is unlikely that we could ever achieve economic or financial stability
when we have delegated control of the money supply to people who are
unaware of the impact of their actions, have asymmetric incentives and no
mechanism to receive and act upon feedback from the wider economy.'”

It is also concerning to note that the Commission does not appear to describe
the money creation process accurately. For example, the Commission makes the
following observation in its interim report:

...banks do not take deposits simply to provide safety for the savings of
the public. They use funds that are deposited with them to provide loans to
businesses to allow them to undertake productive economic activities, and
also to consumers...'”
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First, banks do not have to wait for deposits before they lend. Instead, they are

able to create new deposits through providing credit. Secondly, the Commission is
ignoring the fact that banks are not incentivised to lend according to which projects
would be productive, but rather lend so as to maximise their own profits. The latter
has, so far, not been conducive to the former, as Adair Turner, the Chairman of the
FSA, has acknowledged:

In many debates about credit extension, and about the impact of new
prudential regulations which may restrict it, it is assumed that credit contracts
primarily perform the function of linking savers with businesses investing

in productive assets... But it is also important to understand that only a
minority of credit extension in the UK and other rich developed economies
now performs this economic function. Whereas in 1964 a mental model in
which the UK banks took household deposits and lent them on to business
captured much of the reality, over the last 40 years, loans to the household
sector and in particular residential mortgages have become dominant.'™

The Commission goes on to argue that:

Like narrow banking, a complete move from fractional to full reserve banking
would drastically curtail the lending capacity of the UK banking system,
reducing the amount of credit available to households and businesses and
destroying intermediation synergies.'”

However, the Commission does not provide any evidence to back up this claim
and we disagree with its analysis. A move away from fractional reserve banking
would hand control of the money supply over to the Bank of England, which would
be able to ensure that the flow of new money into the economy was appropriate
for economic conditions. Leaving this to be determined by the aggregate effect

of banks’ individual lending decisions has not been a success; the poor lending
decisions taken by banks over the past decade resulted in a credit crunch that has
dramatically curtailed the amount of credit available in the economy.

The Commission also maintains that there is no need for 100 per cent safe deposit
accounts, as options such as safety deposit boxes already exists. However, this
misses the key point, which has been articulated many times by Mervyn King.
Current accounts are the main means of accessing our country’s payment systems,
and attempting to combine 100 per cent safe deposits with lending is alchemy.
Safety deposit boxes do not provide access to the payment systems, and cannot be
considered a viable alternative to guaranteed deposits.

In addition, the ICB states that instead of attempting to eliminate deposit insurance
and the moral hazard and distortions it introduces, we should instead keep it and
this renders full reserve banking redundant. However, as articulated in nef’s recent
joint submission to the Commission:

The point is rather that full-reserve banking makes deposit insurance
unnecessary, rather than the other way round. The advantage of full-reserve
banking is that deposit insurance and all state-support for the UK banking
sector, can be withdrawn. It is difficult to see why the Commission believes
that the banking sector should benefit from taxpayer support that no other
industry receives.'®

In short, the Commission is generally dismissive of criticisms of fractional reserve
banking, and has, so far, displayed no appetite for tackling the banks’ right to create
money. In the wake of the worst financial crises since the Great Depression, it is
disappointing to not even investigate this issue with any degree of rigour.
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Will the Commission address taxation of the banking sector?
Taxation is not in the Commission’s mandate and so we would not expect it to
comment on this subject. (Indeed, in its interim report, taxation is not discussed.)

Unfortunately, since the introduction of the bank levy, the government has appeared
to have shelved any further discussion of bank taxes. The UK government has
explicitly rejected exploring financial transaction taxes. Furthermore, although

the government has expressed support for a financial activities tax, i.e. a tax on
banks’ profits and remuneration, after the IMF recommended such an initiative, the
government will not implement it unilaterally. It does not appear to be making any
effort to promote the tax internationally, despite George Osborne’s claims that he
would ‘work with international partners to secure agreement’ on implementing a
financial activities tax’.

In short, all signs point towards the UK banking sector remaining under-taxed.
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8. Conclusions

We like to think of banking as something quite straightforward. Banks provide
convenient ways to look after our cash and to make payments when we need

to. We earn interest on our surplus savings, and banks provide credit to carefully
chosen businesses and individuals. Their investment banking arms advise and
raise money for large companies. All these are essential functions in the economy.

As customers we should be able to vote with our wallets if we are not happy with
the service we are getting, and so like any other industry such as making cars
or selling clothes, as long as banks have to compete for our custom, the market
should work well to balance a fair financial return for the banks with a good deal
for customers.

All this is true to an extent, but it captures only part of the reality. Look deeper and
we discover that the banking industry enjoys a serious of unusual privileges that set
it apart from all others.

It is difficult to make direct comparisons of profitability between banking and other
industries because banking is such a fundamentally different activity from extractive,
manufacturing, or retail. However, the premium in banking earnings suggest excess
profitability, and particularly in bonus payments, over other sectors of the economy.
Academic research into the US financial industry concluded that up to half of the
earnings premium was due to excess profits rather than superior value added.

We can identify that banking is a lucrative business, and that it became particularly
lucrative during the period of financial liberalisation over the four decades up to
the financial crises of 2007/2008. At the same time, their earnings became more
volatile, and this increased the overall risk within the financial system. Banking
poses a disproportionate risk and cost to the state during financial crises, and the
UK economy is more exposed that any other major economy. The riskiest banks
also tend to make the most extensive use of political lobbying.

Furthermore, we can identify several factors that mean that, compared with other
industries, banking has unfair advantages that allow it to make more profits in good
economic times and that protect it from its own follies during the bad.

In this report we have examined these key aspects of banking, and found that:

® Although important, free market competition is not sufficient to serve customer
interests and prevent excessive profits.

® Banks enjoy a unique form of subsidy from the state, when they become too big
to fail, worth £45.8 billion in 2010.

® Deposit insurance provided by the state is also effectively subsidised by the
taxpayer, and was given state bail-out of £19 billion.
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® Further advantages, in the order of tens of millions, accrue from the banks’
privileged role in creating the money supply.

® Banks are under-taxed and oversized as an sector of the economy as a result of
exemption from VAT.

® They are also under-taxed in relation to the direct cost of banking bail-outs and
the ongoing £5 billion cost a year of simply financing this state support. If we
include the wider economic costs of lost output and jobs resulting from the
credit crunch, the financial deficit to society becomes even greater.

The nature of banking is unique. This has profound consequences for how we
ensure that the banking industry serves the public interest — how we ensure that we
are getting a fair deal from our banking sector.

A fair deal for taxpayers?

It is argued by the banking industry that it already provides a very significant tax
contribution to the UK government. Indeed, this is used as an argument against
attempting any regulatory reform lest we kill the goose that lays the golden

egg. Such arguments largely miss the point. Of course, an industry that makes
large profits and pays high wages would be expected to pay large amounts of
corporation and payroll taxes. But such taxes are levied on all industries. The
findings of this report lend support for a distinctive taxation regime for a very
distinctive industry. Furthermore, the various subsidies and costs to the taxpayer of
the banking sector in good times as well as bad seriously call into question whether
the tax paid by banks is even sufficient to outweigh them.

There are many different figures that have been stated for banks’ taxes. Let us

take as a credible example a study commissioned by the City of London'”” (and
therefore unlikely to err on the side of underplaying the contribution of financial
services), and carried out by PwC, one of the world’s largest accountancy firms.
This report calculates a total amount of taxes borne by the financial services sector
for the year to April 2010 to be £22.9 billion of which 67.1 per cent, or £15.4 billion,
is from banks and the rest from insurance and other financial service companies.
This includes corporation tax, employment taxes, irrecoverable VAT, and other taxes
borne by the companies.

This is a substantial figure, but does not compare favourably with the unique
taxpayer costs examined in this report, in particular the TBTF subsidy and the cost
of the banking bail-out. The banking levy, which is an additional tax on banks, is

a welcome endorsement by the government of the case for additional taxation of
the banking sector. However, the £2.5 billion expected from this tax does not go far
enough, and the £1.2 billion proportion raised from UK-based banks is likely to be
offset by planned cuts in corporation tax in any case.

As we set out in the preceding section, the main process of banking reform,
the Vickers Commission, has not yet succeeded in addressing these issues,
not least because of its limited terms of reference excluding examination of
new options for taxation.

A fair deal for taxpayers remains out of reach until serious consideration is given
to imposing further additional taxes on the banking sector.

A fair deal for customers?

Defining whether any company or industry is making excessive profits, ultimately at
the expense of its customers, is no easy calculation. However, we can make use of
the conceptual framework of perfect competition to assess whether it is likely that
customers are getting a fair deal.
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We conclude that the concentration of the industry into a small number of dominant
firms is certainly an important issue. However, there are other problems that are
arguably more significant, namely;

® high barriers to entry protecting incumbent firms from competition;
® asymmetry of information between banks and their customers;

® the improbability of rational behaviour by consumers in choosing financial
products; and

® principal-agent problems.

Many of these factors are not unique to banking, and the elegant and tidy theories of
Neoclassical economics never quite hold true in the untidy and inelegant real world.
However, it is of fundamental importance to assess for any given market the extent
to which competition can be relied on to impose market discipline on suppliers and
ensure a fair financial return in return for good customer service.

This report raises serious doubts that we can rely on competition alone to do this,
because of the fundamental nature of banking services. Consequently, the primary
focus of the Vickers Commission on increasing the number of large banks within the
industry by forcing Lloyds to sell additional branches does not begin to effectively
address the question of delivering a fair deal for customers.

A fresh start?

Banking is indispensible to our economy. It is totally unlike other industries
because it acts as the operating system for the whole economy — when it crashes,
it affects everything.

Consequently, the stability and conduct of banks are a matter of public interest far
beyond that of other companies.

As this report demonstrates, private interest and competition alone cannot be relied

on to serve customers well at reasonable cost, or to support economic prosperity and
social progress. Despite this, banks have been given an inappropriate level of freedom,
and have been allowed to profit at the expense of taxpayers and customers alike. It is
time to bring an end to the bankers’ private welfare state.

A unigue industry requires unigue regulation, and a taxation regime that is tailored to fit.
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Appendix A

It is important to acknowledge the limitations of Haldane’s method for estimating
TBTF subsidies.

The main approximation made is to assume that all of a bank’s liabilities affected by
the bank’s credit rating are funded at the interest rates indicated by Merrill Lynch’s
bond indices. In reality, this is unlikely to be the case. For example, the indices use
bonds with maturities of approximately 7-10 years, when the actual maturities of
many liabilities are likely to be shorter.'”® The effect of using shorter maturity credit is
to reduce the amount of TBTF subsidies.

On the other hand, Haldane’s method does not take into account the cheap,
taxpayer subsidised deposit insurance that banks enjoy. So, in this regard, we will
have underestimated the size of the subsidy to the banks.

Finally, we should also note that Haldane's method relies heavily on credit rating
agencies, whose judgements have frequently been called into question. For
example, S&P gave Lehman Brothers an ‘A’ rating immediately prior to the bank
collapsing. Furthermore, prior to 2007, Moody’s asserted that banks’ financial
strength ratings were the same as their senior unsecured ratings. This observation
reflects poorly on Moody’s, for not having picked up on the inherent instability in
the banks’ business models prior to the financial crisis.
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Appendix B

Let us briefly remind ourselves of the extensive support that British banks received
from the UK government during the recent financial crisis.

Northern Rock

Government intervention began in September 2007, when Northern Rock was
forced to turn to the Bank of England for an emergency loan. As this news became
public knowledge, account holders began to fear that they might lose their savings.
This panic rapidly spiralled into the first run on a British bank in over 140 years,
and depositors withdrew around £1 billion in just one day.'”® This prompted the
then Chancellor of the Exchequer, Alistair Darling, to fully underwrite all the bank’s
deposits. By February the following year, Northern Rock owed approximately £25
billion to the Bank of England.

The UK's deposit guarantee scheme — the Financial Services Compensation
Scheme — which is in theory fully funded by the financial services industry, did not
have sufficient capital to cover this guarantee, so the UK government extended

a loan to it. The deposit guarantee scheme was further expanded throughout

the financial crisis, and in total the government lent the FSCS £19.07 billion, and
charged it £520 million in fees.'®® The National Audit Office believes that the
government will ultimately recoup this money, but that this may take ‘many years’.

In February 2008, the Northern Rock was nationalised. Thus, the bank’s £25 billion
debt to the Bank of England, its £55 billion mortgage book and £30 billion worth
of deposit and liabilities guarantees extended by the government were all added
to the public debt. Northern Rock’s shares were deemed worthless, and, thus, the
government was not required to compensate exiting shareholders.

In January 2010, the bank was split into two parts: Northern Rock Plc, which
continued to operate as a retail bank, and held ‘good’ mortgages, and Northern
Rock (Asset Management) Plc, which held all ‘bad’ mortgage assets. To fund this
split, the government injected £1.4 billion of capital into Northern Rock Plc, and
promised £1.6 billion to Northern Rock (Asset Management) Plc that it could call
upon in needed.'®

In February 2010, the bank was considered stable enough for the government’s
100 per cent deposit guarantee to be withdrawn, but guarantees are still currently
worth £16 billion."® However, as of the 2010 year end, Northern Rock still owed
£21.7 billion to the government, having only paid down £1.1 billion in 2010. Thus, if
loan repayments continue at this rate, it could take the better part of the next two
decades for this debt to be fully repaid. Northern Rock is planning to sell off parts of
its mortgage portfolio in a bid to accelerate repayment; however, in January 2010,
Gary Hoffman, the then CEO of Northern Rock Asset Management, warned that it
could take as long as 20 years before the treasury if fully reimbursed.'®®

As of December 2010, the government had received £610 million in fees for the
loans and guarantees extended to Northern Rock Plc and Northern Rock (Asset
Management) Plc.'84
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In June 2011, it was announced that the Treasury planned to sell Northern Rock
Plc to a private buyer for approximately £1 billion."®® Furthermore, it was estimated
that this deal would most likely be complete by the end of the year. However, as
the government had injected £1.4 billion of equity into the bank, any such sale
may actually represent a loss for the taxpayer.

However, the £44 billion mortgage book held in Northern Rock (Asset
Management) Plc, which the government is retaining ownership of, actually
generated a £277.4 million profit (before tax) for the UK government in 2010.'8°
Moreover, as 87 per cent of borrowers are up-to-date with their mortgage
payments, some argue that there is every reason to believe that these assets
could continue to bring in revenue for the government in the years ahead.
However, the following passage taken from the NRAM 2010 annual report
paints a somewhat less rosy picture:

The current low level of the Bank of England base rate means that loan
repayments remain affordable for many... The level of loan impairments
remains largely driven by the performance of the economy and, in
particular, the rates of unemployment and households’ disposable
incomes. We expect that dealing with arrears and poor performing loans
will remain a significant focus of our activities during the coming year
given the uncertain economic outlook... The impact of higher taxation and
increases in unemployment combined with the prospect of higher interest
rates and higher inflation, is likely to mean that more customers will fall into
arrears during 2011.1%"

Thus, given the continued turbulence in the global financial system and sweeping
UK public spending cuts, it is debatable whether or not this portfolio will continue
to turn a profit. The head of UK Asset Resolution (UKAR), the government entity
that owns Northern Rock (Asset Management) Plc and Bradford & Bingley

Plc, recently reiterated the risk of a ‘tsunami’ of repossessions once we see a
tightening in monetary policy.'®®

In short, it appears that Northern Rock’s debt to the UK taxpayer will be

slowly repaid over the next 20 years. Whilst profits from Northern Rock (Asset
Management) may shorten this schedule, these remain highly dependent on the
economic environment, and thus are by no means guaranteed.

Bradford & Bingley

On 19 September 2008, B&B’s mortgages and loans book was placed under
government control, and a deal was struck to sell off its 200 branches and £20
billion deposits to Santander. The latter brought in approximately £400 million

for the UK government.'®® Once again, the government did not have to pay off
existing shareholders; however, it did have to extend an £18.4 billion loan to B&B
to stabilise the bank.'®

As of 31 December 2010, B&B had yet to repay even part of this loan.
Furthermore, as a result of subsequent borrowing, the total amount outstanding
to the UK government is actually approximately £27 billion.™' Executives at

UK Asset Resolution (UKAR), the government entity that owns Northern Rock
(Asset Management) Plc and Bradford & Bingley Plc, estimate that it will take
approximately ten years for B&B to repay this sum.'®?

As of December 2010, Bradford & Bingley had paid £610 million in fees to the
government for the various loans and guarantees it had been extended.'®

As with Northern Rock, the B&B mortgages and loans book is currently
generating a profit for the government. For example, profits before tax in 2010
were £200.1 million.'®* Whilst 91 per cent of the people who have borrowed from
B&B were up-to-date with repayments, as of the end of 2010, the default rate may
rise if the economic climate deteriorates, or when interest rates rise. Thus, the
ultimate profit or loss the government should expect to receive from the portfolio
is difficult to determine.
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Emergency Liquidity Assistance (ELA)

In accordance with its office as Lender of Last Resort, in October 2008 the Bank
of England was forced to extend loans worth £62 billion to HBOS (which is now
part of Lloyds) and RBS, and allowed mortgage-based securities to be posted as
collateral.’®® HBOS and RBS borrowed £25.2 billion and £36.6 billion, respectively.

However, within four months, all funds had been repaid.'®® Furthermore, the banks
were charged £18 million as a penalty for accessing these loans.'®’

Special Liquidity Scheme (SLS)

In April 2009, in a bid to unfreeze the money markets, i.e. encourage interbank
short-term lending, the Bank of England launched a Special Liquidity Scheme
(SLS). The SLS allowed UK banks, for a fee, to borrow short-term UK government
bonds from the Bank of England in exchange for posting mortgage-backed
securities as collateral, i.e. it gave banks the opportunity to exchange, for up to
three years, illiquid ‘toxic’ assets for liquid ones. To protect the taxpayer, due to

the uncertainty surrounding the value of mortgage-backed securities, the Bank of
England imposed a ‘haircut’ on the collateral. This meant that the banks had to post
a significantly higher value of mortgage-backed securities than they received back
in government bonds. The window during which banks could borrow from the Bank
of England was originally only open for six months, but was then extended for an
additional three months due to high demand from the banks and continuing poor
interbank lending (and, unofficially, to help facilitate the Lloyds-HBOS merger).

As of June 2011, the banks had paid back £148 billion of the £185 billion they had
borrowed, which puts them ahead of the agreed upon repayment schedule.'® The
banks have until early 2012 to pay back the remaining £37 billion. As of December
2010, the banks had paid £240 million in fees. The National Audit Office currently
believes that the taxpayer will not ultimately make a loss on this scheme.'®®

Bank Recapitalisation Fund (the nationalisation of RBS and Lloyds)

In October 2008, the government announced that it would buy £37 billion worth

of newly issued RBS and Lloyds shares in an attempt to recapitalise these ailing
banks. However, this initial cash injection proved to be insufficient, and in 2009 the
government agreed to redeem its preference shares, so that the banks would no
longer be required to pay annual interest payments to the Treasury. The government
instead bought newly issued ordinary stock, and the taxpayers’ stake in RBS
increased as a result. In addition, the government subsequently bought so-called

B shares, i.e shares without voting rights, in RBS, which injected yet further funds
into the bank. Meanwhile, towards the end of 2009, Lloyds decided that rather than
participate in the Asset Protection Scheme (more on this later), the bank would
issue a further round of shares. The government participated in this rights issue so
as to prevent its 43 per cent stake in the bank from being diluted. However, when
Lloyds issued more shares in February 2010, the government chose to abstain,
and its holdings were thus reduced to 41 per cent.

As of December 2010, the government had received £890 million and £610 million
in recapitalisation-related fees from RBS and Lloyds respectively.?°

Credit Guarantee Scheme

In October 2008, the government set up the Credit Guarantee Scheme to help
recapitalise banks and thus encourage lending. The scheme allowed banks to pay
a fee to have the government guarantee newly issued bonds for up to three years.
However, due to pressure from the banking sector, in December 2008 the Treasury
cut the fee that banks had to pay to use the scheme, and extended the guarantee
to up to five years.

Under this scheme, £125 billion of debt was guaranteed.’”' Lloyds alone
guaranteed £49 billion of new debt, and accordingly paid £498 million in fees.
June 2011, the government announced that, as the banking sector was recovering,
banks would be able to buy back any bonds issued under the scheme before

the scheme expires in 2014. The aim here is to allow banks to start weaning
themselves off cheap, subsidised funding, and banks will be charged a cancellation
fee. As of December 2010, the government’s potential exposure under this scheme
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was £115 billion, and the banks had paid a total of £2.53 billion in fees.?

Given that none of the banks have actually defaulted on their debts, the
government has not had to pay out any money under this scheme to honour
banks’ liabilities. However, as with the TBTF subsidy, this guarantee will have
dramatically lowered and increased the banks and government’s funding costs
respectively. In theory, the fee that the banks had to pay to access the scheme
could have compensated the government for this. However, the National Audit
Office conducted an investigation into the scheme and concluded that the banks
had been undercharged for accessing the scheme, and thus has received a £1
billion subsidy from the state. Nevertheless, the National Audit Office currently
believes that the taxpayer will not ultimately make a loss on this scheme.?%*
Although, it does caveat this with a warning that ‘further shocks could still lead
to significant losses for the taxpayer’.

Asset-Backed Securities Guarantee Scheme

In January 2009, in a bid to ease banks’ funding problems (as prior to the financial
crisis many banks had relied on issuing mortgage-backed securities in order to fund
themselves), the government announced the Asset-Backed Securities Guarantee
Scheme, which, for a fee, guaranteed, for up to five years, high-rate securities
issued by banks that were based on residential mortgages. The government said

it would guarantee up to £50 billion worth of such products, but no banks chose

to take advantage of the scheme.?®® Thus, as the scheme was not utilised, nothing
is owed to the taxpayer here.

Asset Protection Scheme

In January 2009, the government introduced the Asset Protection Scheme, which
helped mitigate the losses the bailed-out banks could incur on a given set of
assets, including mortgage-backed securities (many of which had been subject to
large write downs). In exchange for a fee, Lloyds and RBS agreed to shoulder the
first £25 billion and £60 billion of losses, respectively, but once this threshold was
passed, the government would reimburse these banks for 90 per cent of any further
losses. This arrangement will stand until 2014.

RBS pays £700 million annually towards the schemes; however, Lloyds felt that

the scheme did not represent value for money, and instead chose to pay a £2.5
billion penalty fee to withdraw from it.>°® RBS’s losses have not yet fallen below

the threshold, so the government has not had to pay out under this scheme so far.
Moreover, analysts estimate that RBS’ applicable losses will peak at £45 billion, and
thus the government will most likely never be called upon to pay up.?’

The government is currently potentially liable for £131 billion under the scheme.?%®
However, the National Audit Office currently believes that the taxpayer will ultimately
not make a loss on this scheme.?°? Although, it also caveats this with a warning that
‘further shocks could still lead to significant losses for the taxpayer'.

Asset Purchase Facility (APF)

In January 2009, the government established an Asset Purchase Facility that would
allow the Bank of England to buy £50 billion of commercial paper and asset-backed
securities. This programme did not constitute quantitative easing (QE), as it was
fully funded by issuing treasury bills (very short-term government debt); however,
the APF’s remit was later expanded to include QE. As a result, ‘only’ £985 million
worth of commercial paper was purchased before the APF embarked upon the
latter.?’® As of 30 June 2011, the APF still had £285 million outstanding on its books
(excluding all QE purchases).”"
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The Great Transition

The Great Transition is a growing movement finding new
ways for everyone to survive and thrive through financial
crises, recession, climate change and the end of the oil

age.

Securing the Great Transition is at
the heart of all of nef's work. But
meeting the challenges we have
identified needs new approaches.
The Great Transition is a growing
movement of individuals and
organisations who recognise

that creating a different world is

necessary, desirable and possible.

At its heart is an emerging new
economy built on well-being, social
justice and the inescapable need
to learn to live within our available
biosphere. This calls for experiment,
innovation and bold action by
government, business and civil
society. By working together to
make change happen we believe
we can make the Great Transition.
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