Credit Crunch – Cause and Cure


Starting in the USA
The start of the crisis:   The immediate cause of the credit crunch was the bursting of the United States housing bubble which peaked around 2006.  High default rates on sub-prime and adjustable rate mortgages (ARM) began to increase quickly thereafter. An increase in loan incentives such as easy initial terms and a long-term trend of rising housing prices had encouraged borrowers to take on difficult mortgages in the belief they would be able quickly to refinance them at more favorable terms. However, once interest rates began to rise and housing prices started to drop moderately in 2006/07 in many parts of the US, refinancing became more difficult. Defaults and foreclosures increased dramatically as easy initial terms expired, home prices failed to go up as anticipated and ARM interest rates reset higher. Falling prices also resulted in homes that were worth less than the mortgage loan, providing a financial incentive to accept foreclosure. The ongoing foreclosure epidemic that began in late 2006 in the US continues to be a key factor in the global economic crisis because it drains wealth from consumers and erodes the financial strength of banking institutions.

In the years leading up to the crisis, significant amounts of foreign funds flowed into the US from fast-growing economies in Asia and oil-producing countries. This inflow of funds, combined with low US interest rates from 2002/04 contributed to easy credit conditions which fueled housing and credit bubbles. Loans of various types (e.g., mortgage and credit card) were easy to obtain and consumers assumed an unprecedented debt load.  As part of the housing and credit booms, the amount of financial agreements called mortgage-backed securities (MBS) which derive their value from mortgage payments and housing prices greatly increased. Such financial innovation enabled institutions and investors around the world to invest in the US housing market. As housing prices declined, global financial institutions that had borrowed and invested heavily in sub-prime MBSs reported significant losses. Defaults and losses on other loan types also increased significantly as the crisis expanded from the housing market to other parts of the economy. Total losses are estimated in the trillions of U.S. dollars globally.

While the housing and credit bubbles grew, a series of factors caused the financial system to become increasingly fragile.  Policymakers did not recognise the increasingly important role played by financial institutions such as investment banks and hedge funds.  This was also known as the “shadow banking system”. Some experts believe these institutions had become as important as commercial (depository) banks in providing credit to the U.S. economy but they were not subject to the same regulations.  These losses impacted the ability of financial institutions to lend, slowing economic activity. Concerns regarding the stability of key financial institutions drove central banks to take action to provide funds to encourage lending and to restore faith in the commercial paper markets which are integral to funding business operations. Governments also bailed out key financial institutions, assuming significant additional financial commitments.
  These institutions as well as certain regulated banks had also assumed significant debt burdens while providing the loans described above and did not have a financial cushion sufficient to absorb large loan defaults or MBS losses.
The risks to the broader economy created by the housing market downturn and subsequent financial market crisis were primary factors in several decisions by central banks around the world to cut interest rates and governments to implement economic stimulus packages. Effects on global stock markets due to the crisis have been dramatic. Between 1 January and 11 October 2008, owners of stocks in US corporations had suffered about $8 trillion in losses, as their holdings declined in value from $20 trillion to $12 trillion. Losses in other countries have averaged about 40%.  Losses in the stock markets and falls in housing values have placed further downward pressure on consumer spending, a key economic engine.   As of April 2009, many of the root causes of the crisis had yet to be addressed.   Leaders of the larger developed and emerging nations met in November 2008 and March 2009 to formulate strategies for addressing the crisis.
In rapid succession, major US institutions faced liquidity crises.  
Lehman Brothers filed for Chapter 11 Bankruptcy on Sunday 14 September 2008.  The Lehman Brothers Chief Executive, Richard Fuld worked tirelessly to save the business but to no avail.  A plea to Henry Paulson, US Treasury Secretary, for a support package was rebuffed.  Paulson had worked in the past for Goldman Sachs, a rival to Lehman Brothers.  Some have suggested this explains Paulson’s refusal of government support when it was given within days to other companies in similar distress.
American International Group (AIG) a US insurance corporation suffered a liquidity crisis  on 16 September 2008 following the downgrading of its credit ratings.  Just days after refusing to provide support to Lehman Brothers, the US Treasury put together a rescue package starting at £85 billion but soon rising to $123 billion.

Fannie Mae and Freddie Mac: Before this, the US government had had to bail out two quangos, created to stimulate broader home ownership.  They were Fannie Mae and Freddie Mac and the bail-out has cost the US Treasury some $96 billion to date.
Spreading to the UK

In the UK, there has been a similar pattern with growing mortgage lending in a rapidly rising housing market.  Increasing numbers of properties were being bought by buy-to-let  investors and not as individual’s homes.

The first visible casualty was Northern Rock plc which sought help from the Bank of England when it faced serious liquidity problems.  Basically, Northern Rock lent long but borrowed short in the wholesale market.  Worldwide conditions and loss of confidence made it increasingly difficult for Northern Rock to raise funds and they sought help from the Bank of England as Lender of Last Resort.  Within days, there was a run on the bank, queues of depositors outside Northern rock branches seeking to withdraw their funds and massive media coverage.  Although a national bank, its headquarters and a concentration of its business was in the northern heartlands of the Labour government.  On 17 September 2007, the Chancellor of the Exchequer, Alistair Darling, announced that the British Government and the Bank of England would guarantee all deposits held at Northern Rock.  Northern Rock shares rose by 16% after this was announced.

By January 2008, Northern Rock's loan from the Bank of England had grown to £25bn. On 11 January, Northern Rock announced that it had sold its portfolio of lifetime home equity release mortgages to JP Morgan for £2.2bn and that it would use this to pay off a piece of the Bank of England loan. 

On 6 February, the Office for National Statistics announced that it was treating Northern Rock as a public corporation, similar to the BBC and Royal Mail for accounting purposes, causing the loans (approximately £25 billion) and guarantees (approximately £30 billion) extended by the Bank of England and the value of the company's mortgage book (approximately £55 billion), provisionally estimated to total around £100 billion, to be added to the National Debt.   The addition of this borrowing to the Government's totals increased the National Debt from £537 billion, or 37.7% of GDP to around 45%, breaking the so-called Golden Rule which sets the Public Sector Borrowing Requirement threshold at below 40%.  At 00:01 on 22 February Northern Rock was formally nationalised
Bradford & Bingley plc
Bradford & Bingley Building Society was formed in 1964 as a result of the merger of the Bradford Equitable Building Society and the Bingley Permanent Building Society, both of which were established in 1851.  In May 1997, the Company bought Mortgage Express from Lloyds TSB for £64m. 
In December 2000, the Company demutualised and floated on the London Stock Exchange (using the symbol BB.) with former members of the Society each receiving a minimum of 250 shares worth about £500.00 at the time, and savers with more savings receiving more shares worth up to £5,000 each. 
In June 2008 to combat the effects of the sub-prime mortgage crisis, the Company launched a £400 million rights issue which was not well subscribed by shareholders leaving much of issue with underwriters. The issue had not been helped when TPG Capital, who had previously agreed to take a 23% stake in the Company, withdrew their support. 

In September 2008 due to the effects of the credit crunch, the company's share price dropped to a record low. On 25 September they announced that 370 jobs were to go. The bank had also been seeking options from the Financial Services Authority (FSA) and the Government to secure the future of the company. Options included selling the company to another bank or nationalisation. With Bradford & Bingley being nationalised, the structure was already in place from the legislation involved in the nationalisation of the Northern Rock bank in February (see Banking (Special Provisions) Act 2008 and Nationalisation of Northern Rock). The European regulators approved the government's rescue plan for Bradford & Bingley after just 24 hours. 

There were reports from various sources that Bradford & Bingley was to be nationalised in its entirety, because a suitable buyer had not been found but it later emerged that the Spanish bank Grupo Santander would acquire all of Bradford & Bingley's £20 billion (2.7 million customers) savings business. 
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<<<<<   A Bradford and Bingley branch opposite an Abbey branch on Hounslow High Street, both now subsidiaries of the Santander Group.

The acquisition price paid by Santander was £612 million, including the transfer of £208 million of capital relating to offshore companies. Santander bought Bradford & Bingley's 197 retail branches, 141 agencies and related employees via its subsidiary Abbey with whom its operations have been combined; the Bradford & Bingley brand remains for the moment. 

Bradford & Bingley's UK and Isle of Man retail deposit business along with its branch network were sold to Santander. On behalf of HM Treasury, Morgan Stanley conducted the transfer. The mortgage book, personal loan book, headquarters, treasury assets and its wholesale liabilities were taken into public ownership.  The bank has now been closed to new business for mortgages, although it continues to administer existing mortgages (including offers made prior to nationalisation).

In April 2009 The Financial Times reported that Bradford & Bingley may sell assets such as its commercial loan book, to assist in the running down its £42.2bn loan book over the next ten years.

Royal Bank of Scotland:
NB:  Do not confuse The Royal Bank of Scotland with The Bank of Scotland! The Royal Bank of Scotland and its parent, the Royal Bank of Scotland Group, are completely separate from the fellow Edinburgh-based bank, the Bank of Scotland, which pre-dates the Royal Bank of Scotland by 32 years. The Bank of Scotland was effective in raising funds for the Jacobite Rebellion and as a result, The Royal Bank of Scotland was established to provide a bank with strong Hanoverian and Whig ties.
The government took a £20bn stake in RBS in October 2008 to prevent its collapse and the stake is expected to increase when the new Asset Protection Scheme comes into force.  About 70% of the RBS assets affected by the write-downs are likely to end up being covered by the insurance scheme. 

7 August 2009:  Royal Bank of Scotland Group, which is 70% owned by taxpayers, has reported a pre-tax profit of £15m for the first six months of the year. 

The statement from RBS was downbeat, highlighting the £1bn loss after paying tax and dividends to the government and describing the results as "poor". 

The investment banking division fared well, making about a £5bn profit, while high street banking had a harder time. 

RBS also said it had written off £7.5bn of assets such as bad debts. The bank's shares fell sharply on the back of the results, ending the day down 12.1%, although they had closed up 9.8% on Thursday.  "I think it's a reality check, frankly," said analyst Leigh Goodwin at Fox-Pitt Kelton. We were hoping, after the optimism of the last few days, that maybe with a good performance [in investment banking] and some stabilisation of credit, we might be feeling it was all a bad dream with Royal Bank. But we're back to reality." 

Unlike Lloyds Banking Group earlier in the week, RBS did not say it had seen the peak of the write-offs, with chief executive Stephen Hester saying in a statement that they are "set to stay high for a while".  RBS chief executive Stephen Hester: 'We will have difficult times for at least two years'   But Mr Hester later told the BBC he was confident of leading the turnaround at RBS. "We are now confident we can rebuild RBS," he said, undertaking to make sure taxpayers make a profit on their investments in the bank within five years. He also warned that "overall results may not substantially improve until 2011 and full recovery will take time. There will be no miracle cure. There will be a couple of years of heavy lifting ahead, both for RBS and for the world economy."  BBC business editor, Robert Peston, pointed out that the total loans to small businesses had fallen £400m in the first six months of the year. But Mr Hester denied that this meant the bank was failing to meet the undertakings it had given to lend more to small businesses after receiving the government bail-out. "This seems a strange thing for a banker to say: unfortunately people are also paying us back and so more people in small-business-land paid us back this year than have taken new loans from us," he said. "But 85% of all small businesses that asked us for a loan got it in the last six months." 
	


RBS profits were boosted by a £3.8bn profit from buying back the bank's own debt when the banking crisis made it cheap. Mr Hester said that he had reduced the size of RBS by 26% or £574bn so far this year, which has meant selling some businesses and cutting thousands of jobs. 

In the whole of 2008, RBS reported the biggest annual loss in UK corporate history, losing £24.1bn, mostly due to a £16.2bn write-down of assets, including on the value of ABN Amro, which it bought in 2007. 
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Halifax/Bank of Scotland:
HBOS was formed by the 2001 merger of Halifax plc and the Governor and Company of the Bank of Scotland.  The formation of HBOS was heralded as creating a fifth force in British banking as it created a company of comparable size and stature to the established Big Four UK retail banks. It is also the UK’s largest mortgage lender. HBOS Group Reorganisation Act 2006 saw the transfer of Halifax plc to the Governor and Company of the Bank of Scotland, which was now a registered public limited company, Bank of Scotland plc.

In March 2008, HBOS shares fell 17 percent amid false rumours that it had asked the Bank of England for emergency funding.  The Financial Services Authority conducted an investigation as to whether short selling had any links with the rumours. It concluded that there was no deliberate attempt to drive the share price down.
On 17 September 2008, very shortly after the demise of Lehman Brothers, HBOS's share price suffered wild fluctuations between 88p and 220p per share, despite the FSA's assurances as to its liquidity and exposure to the wider credit crunch. 

However, later that day, the BBC reported that HBOS was in advanced takeover talks with Lloyds TSB to create a "super bank" with 38 million customers. This was later confirmed by HBOS. The BBC suggested that shareholders would be offered up to £3.00 per share, causing the share price to rise but later retracted that comment.  Later that day, the price was set at 0.83 Lloyds shares for each HBOS share, equivalent to 232p per share which is less than the 275p price at which HBOS raised funds earlier in 2008. 

In order to avoid another Northern Rock-style collapse, the UK government announced that, should the takeover go ahead, they would allow it to bypass competition law.

Alex Salmond, Scotland's First Minister, previously an economist, said of the takeover:

"I am very angry that we can have a situation where a bank can be forced into a merger by basically a bunch of short-selling spivs and speculators in the financial markets." 

Vince Cable, the Liberal Democrats' economic spokesman mocked so-called "masters of the universe," whose hedge funds profited from short-selling. 

On 18 September 2008 the terms of the recommended offer for HBOS by Lloyds TSB were announced. The deal was concluded on 19 January 2009. 

A group of Scottish businessmen challenged the right of the UK government to approve the deal by overruling UK competition law but this was rejected. The takeover was approved by HBOS shareholders on December 12th.

Prime Minister Gordon Brown personally brokered the deal with Lloyds TSB, an official said: “It is not the role of a Prime Minister to tell a City institution what to do”.  The Lloyds TSB board have stated that merchant banks Merrill Lynch and Morgan Stanley were among the advisers recommending the takeover. 

Lloyds Banking Group has said Edinburgh-based HBOS, which it absorbed in January 2009, made a pre-tax loss of £10.8bn in 2008. Andy Hornby, the former chief executive of HBOS and Lord Stevenson of Coddenham, its former chairman, have already come before the Commons treasury committee to answer for the near-collapse of the bank. Mr Hornby said: "I'm very sorry what happened at HBOS. It has affected shareholders, many of whom are colleagues, it's affected the communities in which we live and serve, it's clearly affected taxpayers, and we are extremely sorry for the turn of events that has brought it about."
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What were the causes; who was to blame?

There is a tendency to seek scapegoats in the modern world and particularly the modern media.  Today, many people are routinely pilloried for our current economic crisis: “investment bankers, for greed”, central bankers, for being “behind the curve”, regulators, for being “asleep on duty”  credit rating agencies for too many Triple A ratings; even the public for being stupid enough or greedy enough to borrow too much.  Perhaps most worrying is the tendency to blame the “failure of capitalism”.
I would suggest they were all lulled into a false sense of security; a belief that there would be no more boom and bust; a feeling that, if policy makers could maintain low inflation and low inflationary expectations, that growth, full employment, stability and prosperity would all follow.  I will return to the root cause shortly but let me itemise the key policy failures that followed on from this over-confidence.  I suggest there were failures of monetary and economic policy and of regulation.

The main monetary policy failure was the imposition of a single cost of living inflation target on the Bank of England.  This led to excessive money supply growth and is the underlying cause of excessive borrowing and mortgage and consumer lending.
The main economic failure was to assume that boom and bust had ended.  To confuse consumption growth with economic growth and, for far too long, to fail to realise that house prices and debt levels were rising far too fast.
The regulatory failure was to take from the  Bank of England sole responsibility for oversight and regulation of the UK banking system and to vest it in a tripartite arrangement of Bank of England, Financial Services Authority and HM Treasury.

Who was responsible for all of these failings?  Who had set the constricting monetary policy?  Who was responsible for managing economic policy?  Who imposed the tripartite banking regulation system?  One government presided during the whole of this timescale – the Labour government.  One person had ongoing responsibility throughout that period – Gordon Brown, first as Chancellor of the Exchequer and now as Prime Minister.

UK plc – “No more Boom and Bust” from Bountiful to Bankrupt in thirteen years

Why is the UK in such a bad position?  Why are we more challenged than much of the developed world?

On 1 May 1997, Tony Blair won the General Election in a landslide and entered No 10.  Gordon Brown became Chancellor of the Exchequer and entered No 11.  They inherited a golden economic legacy from the Thatcherite reforms.
Within days, Brown had charged the Bank of England with delivering price stability with an inflation target of 2% to be delivered through the Monetary Policy Committee.  This was hailed as a masterstroke.  Few have challenged the wisdom until recently.  Conservatives have undertaken not to unwind the Bank of England’s duty to maintain price stability.  I will come back to this shortly.
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The new Labour government committed itself to the Conservative spending plans for the next two years.  After that it entered on an orgy of public spending.

In 1997, UK public spending was 39% of GDP and falling.  With the Labour government following Conservative spending plans, it fell to just under 36% by 2000.  Since then it has soared to 46% today and looks certain to hit 50%.
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Who has benefited from this spending spree?  Health spending has risen from 5% of GDP in 1997 to 8% now.  That is an increase from £40 billion to £110 billion and still rising.  Has the quality of health provision improved?  Many would say “no”.  Where has this huge cash increase gone?  One example will give an idea.  In 1997, I was a non-executive director of the Oxfordshire Health Authority, running health services in the county.  General Practitioners (community doctors) earned an average of £60,000 pa.  Today, they earn £120,000 pa and they work fewer hours and have fewer responsibilities. 
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After health, the second major beneficiary is education with spending rising from £37 million in 1997 to £80 million today.  Has state education got better?  Have examination results improved?  Is the cycle of deprivation, endemic in many parts of the country being eliminated by work done in our schools?  The answer, sadly is “no” to all of these questions.  UK education scores badly against all international comparisons. 
.

.
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Welfare spending is a huge part of UK total public spending.  In 1997, it was £64 billion; it fell over the next two “golden” Conservative spending plan years to £45 billion but has since rocketed to £94 billion now and a targeted £102 billion in 2010.  Labour has created a dependency culture and a north-south divide.  Together, the South-East, Eastern and London regions contribute £30 billion more in taxes to the Treasury than come back.  That £30 billion is spent in the other six English regions on public sector jobs and welfare benefits.  In the north of England there is a public sector client culture that Labour hopes will help it cling to power. 
[image: image8.png]Total Spending
UK Public Spending from FY 1957 to FY 2010

o
I
©

1993 2000 2002 2004 2008 2008 2010

ukpubliospending co



And defence?  Well it has also benefited under Labour, rising from £25 billion in 1997 to £42 billion today.  However, in terms of defence spending as a percentage of GDP, it was at 3.1% in the last year of a Conservative government.  It has fallen consistently in almost every year of a Labour government, dropping to a nadir of 2.67% in 2003.  Only now is spending climbing rapidly back to the 3.1% that the Labour government inherited.  I suspect this is more from the unavoidable pressures of Iraq and Afghanistan and not from any political desire of the Labour government. 
Turning from spending to debt, the picture is equally alarming.  At the beginning of the last economic downturn – in the early 1990s – government debt was 26% of GDP.  The OECD ranks the UK at 58.7% at 2007 and before the cost of recent bank bail-outs and quantitative easing.  However, significant liabilities are omitted from this measure.  Counting them in will push up debt as a percentage of GDP to well over 100%.
The nationalisation of Northern Rock added £100 billion to public debt.  Bradford & Bingley added another £30 billion.  All-in-all, the bail out of British Banks has probably added £500 billion in all.  Much of this is represented by guarantees that may or may not materialise.  It depends on many factors but the risk of these guarantees having to be met is real.
This government has promoted the Public Finance Initiative (PFI).  The PFI is a form of public/private partnership (PPP) that marries a public procurement programme, where the public sector purchases capital items from the private sector, to an extension of contracting-out, where public services are contracted from the private sector. PFI differs from privatisation in that the public sector retains a substantial role in PFI projects, either as the main purchaser of services or as an essential enabler of the project. It differs from contracting out in that the private sector provides the capital asset as well as the services. The PFI differs from other PPPs in that the private sector contractor also arranges finance for the project.  In simple terms, the private sector provides significant capital investment which remains off the public balance sheet in return for charging the public sector for use of and servicing the resulting infrastructure over a specified term.  If the debt implied in PFI contracts were to be added to the UK public debt, it is estimated it would add something like £100 billion.
Another hidden liability is unfunded public pensions.  A recent study, published in 2008, has estimated that the unfunded pension liability for teachers, civil servants, defence, police, firemen, NHS and other smaller bodies could be more than £1,000 billion.

Add this lot up and you have total debt in the region of £2,400 billion. This is a staggering £76,000 per UK household.  This is around 165% of GDP.  This would leave us some way behind Zimbabwe in the international public debt league tables and just behind Japan but ahead of every other country.  As a country, we are seriously in hock.
As individuals, things are not much better.  Household debt was 60% of GDP towards the start of the Labour government.  Today it stands at 100% of GDP.  UK households are highly exposed to any economic downturn.
The myth of inflation targeting

Inflation targeting per se will not guarantee financial stability

Gordon Brown has created some of the myth about his economic management in the early decision to give the Bank of England the role of maintaining price stability.  This was enacted into law in the Bank of England Act 1998.  Clause 11 in Part 2 read:
“In relation to monetary policy, the objectives of the Bank of England shall be:
(a) to maintain price stability, and

(b) subject to that, to support the economic policy of Her Majesty’s government, including its objectives for growth and employment.
This reflects a mistaken belief that, if the monster of inflation could be tamed, that would be the end of the economic cycle.  

By focusing solely on the level of inflation the Bank of England could not see or, at least, could not avert the disaster that was the 2008 credit crunch and others were similarly blinded by the apparent infallibility of Gordon’s “freeing the Bank of England”.

It is interesting to observe that an amendment to the Bank of England Act 1998 was quietly put to Parliament on 4 December 2008 to give the Bank of England a second new objective as follows:

“to contribute to protecting and enhancing the financial stability of the United Kingdom”

Well, well, well!!!
Inflation targeting based on a measure that ignores housing costs is plain daft
When Gordon Brown established the Bank of England’s role in maintaining price stability through control of the interest rate, he set an inflation target of 2½%, based on the Retail Price Index.  In December 2003, he changed the index to the Consumer Price Index and he changed the target to 2%.  The Consumer Price Index measures what its name perhaps implies.  It considers the price of a weighted basket of consumer goods and services, including food and household consumables.  However, it excludes the costs of housing, mortgages and debt financing, thus excluding those components whose volatility led to the present credit crunch.

To understand the impact of these omissions, the level of debt inflation over the last five years has been nearly five times the official (CPI) inflation measure.

Similarly, property inflation has out-performed the CPI by a factor of over five.   
The outcome
We all closed our eyes to the impact that a change in the inflation rate of a particular class of asset could have on an entire financial system and during a period of low inflation.

To quote Ben Bernanke, chairman of the US Federal Reserve, “there is no one correct method for valuing an asset class.  There are two methods.  First the price a normal seller would receive from a normal buyer who considers the value of the asset at maturity.   Second, the price a distressed seller would accept now from a reluctant and risk-averse buyer.”  The difference between these two valuation bases, ignored in the Bank of England’s definition of inflation, created in large part the Credit Crunch.

The recent race to drive up lending and borrowing created a game of acronyms.

Test:  What does this mean:  “I use CFDs in my SIV to buy CDIs in the CDS”?
Answer:  “I use Contracts for Difference in my Structured Investment Vehicle to buy Collaterised Debt Instruments in the Credit Default Swap”
	A Contract For Difference (or CFD) is a contract between two parties, typically described as "buyer" and "seller", stipulating that the seller will pay to the buyer the difference between the current value of an asset and its value at contract time. (If the difference is negative, then the buyer pays instead to the seller.) For example, when applied to equities, such a contract is an equity derivative that allows investors to speculate on share price movements, without the need for ownership of the underlying shares
A Structured Investment Vehicle (SIV) was a type of fund in the shadow banking system. Invented by Citigroup in 1988, SIV's were popular until the market crash of 2008. The strategy of these funds was to borrow money by issuing short-term securities at low interest and then lend that money by buying long-term securities at higher interest, making a profit for investors from the difference. SIVs were a type of structured credit product; they were often from $1bn to $30bn in size and invested in a range of asset-backed securities, as well as some financial corporate bonds. 
Collaterised Debt Instrument (CDIs) are a type of structured asset-backed security (ABS) whose value and payments are derived from a portfolio of fixed-income underlying assets.
A Credit Default Swap (CDS) is a swap contract in which the buyer of the CDS makes a series of payments to the seller and, in exchange, receives a payoff if a credit instrument -- typically a bond or loan -- goes into default (fails to pay). Less commonly, the credit event that triggers the payoff can be a company undergoing restructuring, bankruptcy or even just having its credit rating downgraded.


These acronymic monstrosities generally created off-balance sheet assets and liabilities that helped financial institutions to steer their way round regulatory restrictions such as the Basel Accords.

What the UK government should have done in 2008
· Make bondholders suffer the consequences of their actions
· Make depositors preferred creditors and force an administration; or
· Make government support conditional on debt-to-equity switch or bond devaluation

· In the event of banks going to the wall, protect payment systems to preserve transactional functionality for customers
· Focus government money on the real economy

· Instead of spending up to £0.5 billion on bank bail outs, cut taxes with an income tax rebate SAY £20 billion and a corporation tax rebate SAY £10 billion immediately.
· Put the Bank of England in charge
· Suspend formula-based capital adequacy rules
· Give the Bank of England an average inflation target over the next five years to include a measure of housing prices
There would have been an interesting period of a few weeks and some casualties but the system as a whole would have survived and market correction would have happened.
What the UK government can do now
We are where we are …..

Immediately:

· Stop throwing good taxpayers money after bad;

· If a major bank fails, offer depositors a deposit access fund to protect their interests by  allowing withdrawals after the failure and subordinate bond holders;
· Cut taxes to get money into the real economy

· Give the Bank of England an average price stability target of SAY 3% over five years, including housing costs.  This would equate to 15.9% increase by 2014 and builds in over- or under-shoots in a way the present system does not.

· Where the government is a shareholder in a bank, act like one.  Drive through operational and financial restructuring.  Behave as any capitalist would and should!

· House-buyers will need low deposit/high advance loans in the current recession.  Don’t abandon this part of the market but don’t be stupid.

In the longer term:  

· Enforce caveat emptor
· Prevent financial services salesmen from calling themselves “advisers”

· Encourage depositors with low-yield/low-risk accounts and highlight the risk in moving out of them

· Put the Bank of England in sole charge of regulation and leave the Basel system
Cllr Keith R Mitchell  CBE  FCA  FCCA
Leader, Oxfordshire County Council
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