Consumer, which.co.uk/banking
‘Directors and senior managers must be prepared
to return all their earnings which exceed that of
the average bank employee for the past five years
following any bank failure. This would force them

to take a long term view’

» bank directors, and encourage the chairmen of the nominations
committee to consult this list before making appointments. If
bank behaviour does not change, we believe giving stakeholders
nomination rights to the board should be considered, similar to
the systems in Sweden and Italy where minority shareholders
have nomination rights.

Remuneration: right incentives

Executive pay
There was a strong feeling amongst the public who were involved
in the Commission’s consultation that bankers are paid too much
and that the remuneration practices in financial services were
not sufficiently linked to long-term business performance and
the treatment of the customer. The scale of government subsidy
received by the major banks compounded these concerns.
Arguably, the public expect that in an efficient market for
labour, bankers would be paid broadly in accordance with other
professions. For this reason, it is imperative that both individually
and collectively, the banks are able to justify their remuneration
policies.
Inappropriate remuneration policies pose a particular danger in
circumstances where short-term profits can be accomplished at
the expense of longer-term risk.

Throughout this report, the Commission has noted the
potentially dangerous incentives for banks to borrow more, in
order to generate higher returns on their equity capital. This has
implications for remuneration. Knight Vinke, an institutional asset
manager, told the Commission:

‘Management bonuses are generally linked to return on
equity, [or similar measures such as] earnings per share.
These metrics are affected by accounting policies, off-balance
sheet arrangements and corporate structures over which
management has an unusual amount of discretion. They are
also driven by leverage, but the targets that must be achieved
are rarely adjusted for the increases in financial risk...

In one British bank, Knight Vinke presented figures showing the
company had borrowed £70 for every £1 of invested equity, and
that in their investment banking division, that ratio rose to more
than £200 in some individual years. In the investment banking
division, around half of the net income was paid out to staff in
remuneration — illustrating the short-term benefits to staff of
operating high levels of leverage.

It is perhaps worth reflecting on how powerful this incentive
could be. Consider a simple example of a bank which can raise
equity capital, or it can borrow at 4%. It is able to charge its
customers 5% interest on their loans.

BOX 16: THE IMPACT OF HIGH LEVERAGE ON STAFF REMUNERATION

IN INVESTMENT BANKING

Return Return on average
Year Leverage® 9
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Net income
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Imagine the bank does not borrow. In that case it will lend
£100 and make a 5% return on equity. But if it borrowed £100,
it could make a 1% margin on that borrowing. It will lend £200
and generate a 6% return on equity. If it borrowed £1,000, it
would make a 15% return. If it borrowed £5,000, it would make
a 55% return on equity. Now, consider a situation where bank
executives keep 50% of the return on equity. That gives them a
powerful incentive to increase the borrowing of the bank.

The FSA has noted that prior to the financial crisis, many
investment banks calculated net revenue and then determined
the total size of their employee’s bonuses by reference to a
compensation ratio (typically between 40% and 50%).° As Sir
Martin Taylor has noted,

‘Paying out 50% of revenues to staff had become the rule,
even when [because of accounting rules] the ‘revenues’ did not
actually consist of money.™

Relatively minor changes to remuneration levels would have
left the banks better prepared to withstand the financial crisis.

Financial Mail

‘Directors of banks need to be held responsible for
mis-selling—and should be fined accordingly. Until
directors are held personally responsible for the
actions their policy decisions trigger, retail banking
will remain blighted by the cult of the hard sell’

STEPHEN GREEN AND DAVID DAVIS

The Bank of England has noted that if payouts to staff had been
trimmed by just 10% over the period 2000 to 2007, UK banks
would have retained an additional £50bn of capital.

Stephen Green, chairman of HSBC, agreed that there had been
‘distortions’ in the labour market, which had led to bonuses being
paid that did not relate to long-term performance, or the amount
of risk being taken. He believed the combination of the codes on
remuneration introduced by the G20 and the FSA would bring
about ‘a more rational structure [of] compensation’.

The Commission is far from convinced that remuneration
packages of executives are now appropriate. In evidence to the
Commission, Sir Brian Pitman said he still saw ‘people coming
forward with remuneration systems which will pander to the
chief executive for high rewards, not for creating shareholder
value, but from some other measurement which will be much
easier to achieve than long-term shareholder value, and we've
got to get people to stop behaving in that way’. Sir Brian added
that achieving sustained growth in shareholder value over a
10-year period was the most important measure, and said he
believed in much longer terms for payment of remuneration
than just three years.

_




Participant, Which? Big Banking Debate
“Why does my bank only

want to talk to me when it
wants to sell something?’

Sir Brian Pitman, former chief executive of Lloyds
‘Incentives for sales targets have been
a large part of the problem ... It’s a
little short of crazy to incentivise
people to maximise the number of
loans they’re going to grant’

» The Commission endorses the FSAs increased scrutiny in this
area in the UK and looks to the G20 Financial Stability Board to
lead a global coalition on the principles of bankers’ remuneration.
However, the Commission is also concerned that existing
proposals do not go far enough in eliminating the rewards for
taking short-term risks.

The Commission recommends that remuneration structures
for senior executives need to be far longer-term in nature, with
reward for financial measures aligned to return on assets, and
the creation of sustainable long-term absolute shareholder
value over a 5 and 10 year period. There should be no reward
for increasing return on equity or earnings per share, which
can be accomplished by increased leverage and taking extra
short-term risk.

Rewards for senior executives in retail banking should be linked
to customer measures including overall satisfaction, complaint
levels and their fair resolution and regulatory compliance. The
details of these measures should be available on the bank’s
website, for senior executives as well as for directors.

Sales incentives
While much of the focus has been on remuneration structures
for senior executives, the Commission also heard a wide variety

PADDY BARWISE
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process and profitability’

of concerns regarding the sales incentives, targets and bonuses
given to frontline customer-facing staff.

These sales-based incentives lead to a conflict of interest
between the consumer and the bank. They encourage banks
to recommend courses of action which result in the sale of
a product, rather than providing advice that is suitable for
the customer. The setting of ambitious sales targets, with the
consequent threat of dismissal if they are not met, has a similar
effect. This behaviour was highlighted as one of the key problems
with banks by consumers attending the Big Banking Debate.
They expressed frustration that bank staff would invariably try
to sell them products when they were making routine enquiries
about their accounts.

Commission-based sales incentives also encourage a move
to higher-cost products to allow for the payment of commission.
As Citizens Advice has noted, ‘incentives on staff to sell a certain
volume of products ... are always capable of encouraging bad
practice and consumer detriment’” The potential for consumer
detriment is particularly great in a market such as financial
services, where low financial capability and product complexity
leave consumers vulnerable. Furthermore, the poor quality and
suitability of the product often does not become apparent until
many years after it is sold.

Consumer, which.co.uk/banking
“You cannot deal quickly with
banks nowadays as their clerks are
made to delay what you want while
they sell you something’

Neville Richardson, chief executive, Co-operative Financial Services
‘I can say hand on heart that with my organisation people
were being remunerated across a balanced scorecard, and
that meant that across the entire business, success was
measured on customer advocacy, employee engagement,

The Commission also received evidence from bank staff, both
past and present, and their representatives, who expressed
dislike for the sales-focused culture. In comments submitted to
the Financial Mail, one bank worker said that

‘The main problem is that sales targets are set on high and
filtered down to individual staff, who are well rewarded if
they succeed, and threatened with disciplinary action if they
underperform and don’t achieve targets. No wonder there
is so much mis-selling’.

Another bank adviser described the ‘intense’ pressure to

sell combined with ‘withdrawal of bonus payments for minor
offences and humiliation in front of everyone for not achieving
imposed targets’.

Unless the impact of sales incentives is dealt with, it will be
difficult to establish a positive culture. There will continue to be
mis-selling scandals; banks will continue to design over-complex
products. Bonus payments and sales targets will put pressure on
frontline staff to sell at all costs. Supervision by regulators will be
fighting against these powerful incentives.

This does not imply that salaries for customer-facing staff
should be reduced. Any reduction in sales incentives should be  »



BOX 17: REMUNERATION TARGETS FOR FRONTLINE STAFF:
ROOT CAUSE OF MIS-SELLING?

There have been long-held
concerns about the impact

of remuneration structures in
financial services. In its 2003
report, ‘Restoring confidence
in long-term savings, the
Treasury Select Committee
concluded that ‘Shifting away
from the current commission-
based sales system, common
in much of the industry, is likely
to be a key component of any
strategy to rebuild consumer
confidence in the industry
after the long catalogue of
mis-selling scandals in recent
years'”

From 2013, the FSA will
implement a new system of
‘adviser charging’, which will
ban independent financial
advisers (IFAs) from receiving
commission on sales of
investment products. For
banks, these rules will apply
to ‘advised sales’. However,
banks will continue to be able
to receive commission for
selling other types of products,
and to offer bonuses to staff
based on the volume of sales.
They will also be able to set

sales targets and put pressure
on frontline staff to meet them.
Extracts from FSA enforcement
notices below suggest that
inappropriate remuneration
and sales target strategies
played a role in a number of
recent mis-selling problems
such as the payment protection
insurance (PPl) and precipice
bond scandals:

‘HFC advisers and branch
managers were eligible for
bonuses which were, in part,
based on reaching a target
of selling PPI with 80% of
the loans (calculated by loan
value, rather than numerical
loan sales). For example,
during the early part of the
relevant period (up to June
2005) the attainment of the PPI
target penetration rate had a
potentially significant impact
on bonuses (i.e. it could double
and potentially quadruple the
value of the bonus)'®

‘Alliance & Leicester
advisers and team managers
were eligible for potentially
significant bonuses which were

based on the number of PPI
policies sold, the value of those
sales and the amount by which
those sales exceeded target
rates. Advisers also received

a much larger incentive to sell
PPI than on the associated
loan. For example, in 2007,
advisers receiving inbound
calls needed to sell six loans
without insurance to achieve
the same bonus that they
would receive from only one
sale with full insurance’™

‘During May 2000, it was
considered that sales of the
Extra Income and Growth
Plan (EIGP) were a possible
way of getting high volumes
of business, thus helping
distribution channels reach their
sales targets...The financial
consultants within the Network
were under general pressure
to perform and to meet sales
targets for all products. The
numbers of sales made within
the Network were regularly
monitored. Area Managers
within the Network regularly
emphasised the importance of
selling the EIGP’®

‘On average a sales person
could expect to earn four times
as much from PPl incentives
as from loan incentives. The
amount a sales person could
make from incentives was
substantial — up to two-thirds
of their base salary. Telephone
sales team leaders were also
incentivised throughout the
relevant period on the basis
of the PPI sales of their teams
which created a potential
conflict of interest with the
supervision of their sales staff’’®




» balanced by increases in basic salary and rewards for providing
good customer service.

The banks told us that their branch based staff were assessed
against a ‘balanced scorecard’ approach, which assessed
short-term financial measures and targets. There were varying
practices between different banks. HSBC, for example, told
us that variable pay only accounts for 9% of branch staff
remuneration. HSBC told us that:

‘In the past, our assessment of staff primarily focused on their
financial performance. Today, 40% of our assessment focuses
on our staff’s customer service performance. This assessment
covers mystery shopping, reviews of the quality of advice
provided to customers, and customer satisfaction surveys. Other
factors include financial performance and process efficiency’.

The Commission recommends that remuneration for frontline
and branch staff should not be linked to sales, and should reward
customer satisfaction, the fair treatment of customers, and the
fair resolution of complaints. There should be no commission or

PETER VICARY-SMITH AND PHILIP AUGAR

bonuses received for selling products.

In the interim, the FSA should make it clear that institutions
which do not adopt this rule will be subject to close scrutiny, and
that senior management will be subject to enforcement action for
any remuneration structures or sales targets which contribute to
mis-selling by putting excessive pressure on frontline staff.

Corporate governance: shareholder

oversight and trustee duties
The majority of the shareholders in big British banks are global
pension and investment funds, which seek a long-term return both
from their equity and bond investments. These investors should
have had little interest in the generation of the short-term gains
which were engineered via higher leverage and greater risk.
Given that shareholders appoint bank boards, the question
then arises as to why these investors allowed behaviour which
was not in their own interests. Lord Myners told the Commission
the problem was that these corporations were in effect
‘ownerless’. He said:



‘Major companies are now owned by the people, through the
pension funds, insurance funds, and mutual funds, and other
things. But goodness me, [the fund managers] have exercised
no control. They've just allowed the control of major companies
to slip into the hands of a self-appointed managerial elite ...

I think it's a very, very pressing economic problem’.

This notion of ‘ownerless corporations’, is in reality an issue for
all publicly listed companies whose shares are widely held.
However, it is particularly important for banks because, as the
recent crisis has shown, the search for short-term profit can end
up, in the long-term, generating huge losses. It is therefore odd,
in retrospect, that the fund managers who were acting on behalf
of long-term shareholders like pension funds, should have been
encouraging banks to borrow and lend more, with the aim of
maximising short-term return on equity. Yet such was the case.

Stephen Green, the group chairman of HSBC, told the
Commission that:

‘questions would be asked [by fund managers] about why we
weren't gearing ourselves up more, why we weren’t buying
shares back, why we weren't realising certain assets where
the book value was substantially below the market value—all of
[which was] rather short-termist in its focus.

He noted that the market also rewarded those that had
generated high [returns on equity], relative to the industry, and
high growth relative to the industry, even though this was growth
was unsustainable.

The Commission believes the problem partly lies in the way
management of shareholdings are delegated from the principal
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CLARE SPOTTISWOODE AND DAVID PITT-WATSON

(the individual or the pension fund), to agents, such as fund
managers, who are often rewarded for short-term performance.

In the past, when pension funds were established, they were
organised through trustee boards, whose duties were strictly
limited to serving the interests of the beneficiaries of the fund.

In some ways, this may have been too restrictive. For example,
some have argued that the narrowness of trustee duties means
trustees cannot pay attention to issues of long-term performance
in the companies they own, if these do not have an immediate
impact on their beneficiaries. Where funds are diversified across
thousands of investments, this has often meant that trustees have
felt able to ignore their role as an owner to individual companies.
Such a position makes little sense to the Commission.

The Commission believes trustee bodies holding shares and
other securities have responsibilities of ownership, and should
not only be allowed, but should indeed be expected, to exercise
them. The law could usefully be clarified on this point.

However, an even larger issue has arisen as trustees have
delegated the management of the shares they own. The fund
managers they employ ought, in theory, to have the same duties
as the trustees who have employed them. If they do not, then
as discussed in Chapter 1, the savers’ interests are likely to be
sacrificed.

As a matter of course, contracts between trustees and agents
managing shares on their behalf should ideally incorporate the
same fiduciary duties which a trustee owes to their beneficiary.

The aim of this recommendation would be to ensure that
before taking an action an agent should first ask himself
whether they were acting in the best interests of the ultimate
beneficiary of the service, not just whether they were obeying the
letter of any contract they may have signed. We would encourage



the FSA to consider how this can best be implemented and to
monitor the behaviour of fund managers to ensure their duties
are fully carried out.

As regards the way in which shareholders undertake
ownership duties, the Walker report recommended the
status of the ‘Stewardship code for institutional investors’ be
strengthened, and that implementation be monitored on a
‘comply or explain’ basis. The Commission does not believe that
this recommendation is strong enough. First, because the Code
does not require shareholders to declare what broad objectives
they would set for companies, nor to report actual engagement
activity undertaken. Second, because the code is implemented
on a ‘comply or explain’ basis; therefore shareholders can simply
explain that they did not wish to comply. Finally, because a
version of this Code has been in existence for some years, but
has never been properly implemented. The cost of that failure has
arguably been very high.

The Commission recommends that implementation of the
Stewardship Code for Institutional Investors be mandatory for those
fund managers which own bank shares. Shareholders should also
be able to state that they ask the boards of banks to ‘generate
value in the long-term, and to avoid undue risk’ or, if they have

ESRC Centre for Competition Policy, University of East Anglia
‘There is no reason why a government should not
use their ‘bailout’ stakes in banks to restructure
them into less contagion-prone (probably smaller)
institutions...[Under the European Commission’s
required restructuring of Lloyds/HBOS and RBS]
certain assets will have to be sold, including parts
of the branch networks. However, both banks will be
left with larger market shares than they had before
making the huge strategic mistakes (including
foolish mergers) that broke them and so required
such massive bailouts’
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different goals, should be explicit about what those goals are. Fund
managers should report by what process they seek to influence
banks, and should report actual engagement activity, and its
relative success or failure in influencing management practice.

UK Financial Investments (UKFI)

By necessity, the UK government, on behalf of the people, has
become the largest shareholder in the UK banking system. Its
aim, over time, will to be to dispose of these stakes. However,
in the meantime, on behalf of us all, it should behave as an
exemplary owner of the banks in which it holds shares. And

it should work with other shareholders to ensure the system

of banking into which the public shareholding is sold, is one
which is sustainable, for long-term shareholders, customers and
creditors. This recommendation should not be controversial,
since it is precisely such action the government has asked other
shareholders to undertake.

Many of the recommendations in this report cannot be
achieved by diktat. Indeed, central to the philosophy of the
Commission’s work is the importance of checks and balances
amongst those who influence the behaviour of the banks; from  »



» competition, audit, and particularly from share owners, who
have the power to influence remuneration structures, board
appointments, as well as the overall structures of banks.

In all these areas, UKFI should be actively involved in promoting
best practice as recommended in this report and elsewhere. In
keeping with the duties of an accountable owner, it should report
back publicly on the actions it is taking.

Some of the recommendations made in this report will
require industry agreement, and hence cooperation with other
shareholders. As the largest shareholder in the UK banking
industry, UKFI should lead this dialogue.

Longer term, UKFI will sell its stake to investors. Before it does so,
it should ensure the new owners will behave as ‘good owners’, and
will certainly not behave in a way which creates the motivation for
banks to behave irresponsibly. That will require it to be active today
in an international dialogue and to ensure any unintended negative
consequences of a change in bank ownership are resolved.

The Commission recommends that UKF| works as an active
shareholder, not only to encourage the restructuring of the
two UK banks of which it is the majority owner, but also to work
with other shareholders to ensure that, at the point of disposal,
the structure of the UK banking industry is sustainable for the long
term. This should be done in coordination with
other shareholders, and its aim should be to help ensure
the implementation of the recommendations of this report. In
particular, UKFI should work to ensure the needs of long-term
shareholders, individual customers, households and firms are
placed at the heart of a transformed banking system.

Ultimately, the government will need to reduce its involvement
in banking services through the sale of its significant stakes

in Lloyds Banking Group, RBS and Northern Rock. In doing

this, it will need to balance the short-term need to achieve the
highest possible price for the taxpayer, with the need to promote
a competitive banking sector. This can be achieved through

the introduction of an explicit ‘public-interest test, applied to

the roll-back of state aid. This test serves existing consumers,
future consumers and taxpayers by creating more competitive
conditions post-government disposal than prevailed before
intervention was necessary.

The public-interest test can be delivered through an
independent panel comprising suitable expertise that would
develop pro-competitive steps to deliver the necessary
transformation. The panel could act in co-ordination with the
regulatory authorities, especially the Competition Commission.

As noted in Chapter 3, the financial crisis has left customers
facing a substantially more concentrated banking sector. The
reform of banking interests of the size of Lloyds and RBS and the
sale of Northern Rock, could be used to create a more intensive
competitive environment in the short term. Such reform will
incentivise wider changes, as other firms in the market will need
to respond. The public interest test should also be applied to
the restructuring plans required by the European Commission
to meet the state aid conditions. If the branches and assets are
sold to an organisation with a significant existing presence in
the UK market then they may not deliver the improvements in
competition needed by customers.

The government should be held to account to ensure that
UKFI applies a public-interest test to its restructuring and final
disposal of public shareholdings or ownership of banks, to ensure
architecture of the industry is safe, and that competition
is stronger post-divestment.

JOHN MCFALL



Corporate governance: accounting

and auditing'?

Accurate, clear financial reporting and auditing of banks is
crucial to the stability and integrity of the financial system. Its
significance is far greater than allowing the effective trading of
shares and bonds. Accounting standards can also cause firms
to adjust their behaviour, depending on how they are being
measured. As the American corporate governance expert Nell
Minnow has remarked of our commercial institutions, they ‘are
just like sub-atomic particles, they behave differently when they
are observed..

The most important, independent observers of our banks
are the auditors. In the UK, in contrast to the USA, they are
responsible to shareholders. Their reports should encourage
good behaviour by banks, and inform the owners, so that they, in
turn, can carry out their responsibilities.

In today’s financial markets, this requires a high degree of
judgement and professionalism. However, private evidence
to the Commission from the accounting profession asserted
that some of the most fundamental principles upon which such
judgement should be based are being eroded in favour of a
rules-based approach. Perhaps this is the result of an important
exercise to harmonise global accounting standards, perhaps as
the result of too much emphasis being given to the legal form
rather than the substance of transactions. Either way, there is a
danger that the expression of the independent judgement of the
auditor could be undermined.

The Commission believes it is of the greatest importance
that this should not happen. The recent crisis highlights the
critical importance of ethical and accurate accounting practices,
not only for consumer and investor protection, but for global
economic stability. The audit is a foundation stone for the
integrity of our capital markets. The Commission can think of no
other objective which should override the need for the audit to
provide a ‘true and fair’ view of the affairs of a bank, or where
form should be preferred to substance. These principles should
be enshrined in law.

SIR MARTIN TAYLOR

Further, the independence of the auditor provides an additional
important check in the system. There are four independent
agents whom we employ to monitor and control bank behaviour;
the independent directors, the auditors, the regulators and the
shareholders. In the UK, more resources are devoted to auditing
banks than to regulating them, and vastly more resources than
fund managers devote to their role as owners. It therefore seems
appropriate to the Commission that auditors are asked to provide
specific assurance of the banks’ position; not only that their report
is true and fair, but also that it is comprehensive; not only that
it meets the letter of the regulations, but also that it meets their
spirit. If markets and regulators are to work effectively, then banks
must tell us ‘the truth, the whole truth and nothing but the truth’.

If any agent can help ensure that they do so, it is the auditor.

We recognise that auditors themselves face financial pressures,
and in particular there is a fear that, if the role of the auditor is not
tightly drawn, this may leave them open to legal claims. Should
this be the case, then appropriate protections should be given.
Certainly it would be bizarre if auditors presented inappropriate
reports for fear that, if they produced the right ones, they would
be sued!

ROGER BOOTLE
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» Accounting standards also need to be reviewed. We
recognise that for good reason, the accounting standard setters
have focused on drawing up accounting standards which
can be applied globally. While we recognise the value of this
exercise, we are concerned that the baby may be thrown out
with the bathwater. We note Martin Taylor’s observation to the
Commission that ‘sometimes the accounting bodies argue in a
quasi-theological manner between two alternatives which can
both be supported intellectually. It might be a good idea if they
chose the one with the better social consequences sometimes’.
Mr Taylor added that during his time at Barclays,

‘The accounting standards require you to recognise [losses] only
when they occur, and that means that banks have overstated
profitability in the up phase of the cycle, and understated
profitability in the down phase of the cycle’,

This has very significant implications. Essentially, accounting
standards are proving to be pro-cyclical. Regulators have
mentioned to us that their aim is ‘to take the punch bowl away
before the party gets out of hand’. But their task will be impossible
if accounting standards are refilling the bowl!®

Lord Turner told us that the auditors at Dunfermline Building
Society, which collapsed in March 2009, were saying at the
end of 2006 that provisions against bad loans were too high as
no one had yet defaulted. Jon Pain, managing director of retail
markets at the FSA, told the Treasury Committee with regard to
Dunfermline:

‘The auditors are looking at the balance sheet and the known
impairments in terms of the portfolio. They are not forecasting
the future potential losses, that is not the purpose of the
audited accounts’®

Given the comments made to us by Sir Brian Pitman, and the
discussion in Chapter 1, we cannot see how it is possible to draw
up the profit and loss of a bank without some reference to its
future potential losses.

Such statements come as a surprise to those who had
understood that accounting principles demanded objectivity,
consistency, disclosure, and most particularly, prudence and
conservatism. As accountancy professor Roy Sidebotham wrote
in the 1970s:

‘There seems to be no limit to the optimism of businessmen...
which the growing complexity of the market opens up. The first
line of defence of investors and creditors is the vigilance of the
practicing accountant. [Accountants] are cautious men, and their
caution is expressed in the concept of conservatism.?°

He goes on to point out that this should mean that profits should
not be recognised until realised; that when in doubt, lower values
should be given to assets and higher ones to liabilities. By contrast,
the International Accounting Standards Board (IASB) has proposed
that the references to ‘prudence’ or ‘conservatism’ as desirable
qualities of financial reporting information be removed, as these
were said to be incompatible with the principle of ‘neutrality’.
In the Commission’s opinion, the absence of these qualities
was an important factor in allowing the behaviour that lead to the
banking crisis. Accounting rules and standards therefore need to
be rewritten, unilaterally if necessary, to reinstate these disciplines.
The Commission’s final recommendation in this area addresses
how and to whom the auditor should report. At present, in the
UK, the auditor is appointed by the company, but reports to the
shareholder. However, it is likely to be the regulator who will also
need to act in the event that the auditor has any concerns. The
Commission therefore recommends there be a reinstatement
of the regulator’s use of the auditor to investigate concerns. The
Commission notes this has been past practice, but was abandoned »
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BOX 18: ACCOUNTING STANDARDS

The IFRS framework states
that the ‘objective of financial
statements is to provide
information about the financial
position, performance, and
changes in financial position of
an enterprise that is useful to a
wide range of users in making
economic decisions..
However, the financial
crisis has exposed a number
of problems with bank
accounting policies, which
have limited their usefulness
and contributed to financial
instability. Rather than being
a transparent window onto
corporate performance, the
reporting methods themselves
encourage behaviour that
amplifies volatility and can
conceal leverage and risk.
These include:
® Complexity in the financial
statements which mean they
are not always clear, accurate
and useful to end investors or
even to the company’s board
@ Bank accounting policies
can be dictated by the bank’s
‘intentions’, which can change
opportunistically. It was noted
in evidence to the Commission
that banks have a choice of
five ways of classifying financial
assets, which can produce very
different outcomes in terms
of the effects on the balance
sheet and its profit and loss
account. It has been reported
that some banks have moved
one part of a pair of matching
assets from the trading book
to the banking book. This
means that further deterioration
in the economy will deliver
an immediate profit for the
bank, while the matching
asset in the banking book is
not written down until actual

default occurs. Other banks
have chosen to sell securities
to ‘special purpose entities,
while simultaneously extending
a loan to those same entities.
This means they do not have
to include any volatility in the
value of these assets in their
accounts.

® Loans in the banking book are
accounted for at their cost, less
an allowance for credit losses.
Accounting standards require
that the allowance for credit
losses can only be recognised

when there is objective evidence

that impairment has occurred.
This has a pro-cyclical effect
which leads to banks overstating
profitability in the up phase of
the cycle, and understating
profitability in the down phase
of the cycle. The growth in
riskier lending was therefore
accompanied by increased
reported profits because the
accounts did not include the
inherent cost of this extra risk
through higher prospective
defaults.

® Accounting rules currently
allow banks to register a gain
on their books when their
credit rating is downgraded.

® Gains from use of mark to
market accounting register
unrealised profits on the
trading book. These could
subsequently be reversed,
but are recognised as
revenues (and paid out in
bonuses). These gains swelled
capital bases and supported
increased trading and lending.
But as asset prices rose, firms
found themselves below their
targets for leverage, allowing
them to take on more debt and
buy more assets. Conversely,
when asset prices fall, a firm
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needs to deleverage and

sell further assets. This can
lead to herd behaviour where
banks sell assets because
they believe other banks may
sell similar packages of assets
before them.

® Profits can be recognised in
a one-off up-front manner from
the sale of long-term products
and derivative transactions.
For example, banks accounted
for sales of single premium
payment protection insurance
(PPI) in a one-off manner,
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even though the consumer
would repay the money used
to purchase the policy over a
number of years. This partly
explains why banks resisted
the development of regular
premium products, which were
better value and offered more
flexibility to the consumer.

@ International inconsistency
in the rules surrounding off-
balance sheet vehicles mean
that banks in the UK applying
IFRS would have a different
presentation in the financial

statements to an equivalent
transaction undertaken by a
US bank applying US GAAP.
Similarly, as evidenced by
Lehman Brothers, Repo
transactions were accounted
for differently under US
GAAP than IFRS, as under

US accounting rules it was
possible to conceal leverage
from its balance sheet. The
accounting standards should
not allow assets and liabilities
to move off the balance sheet
without trace. Such off-balance

sheet transactions result in
banks carrying more leverage
than investors, clients, trading
counterparties and central
banks realise.

® The difficulty of measuring
leverage of complex corporate
structures. Historically,

the market, guided by
management, measured
leverage through regulatory
measures such as Tier 1 capital.
However, this did not give a
true measure of the economic
risk being run by a bank.
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» because it was feared the auditor may not remain independent.

The Commission believes this has the logic the wrong way round.
Unless the auditor can be trusted to be independent, then the
integrity of the capital markets will be compromised.

There need to be fundamental questions asked about the
purpose of the audit. The Commission is concerned that auditors
failed to report on the higher levels of risk and leverage being run
by the major banks.

There should be a reinstatement in law of the principle that
financial accounts represent a ‘true and fair’ statement of the
position of the company, and that they are presented in a way
which places substance over form. In this context, it should not be
possible to arbitrage the UK accounting system.

Auditors should be asked to attest that bank accounts represent
a ‘true, fair and comprehensive statement’ of the affairs of the
company, and that they are prepared in keeping with the spirit as
well as the letter of solvency and other regulatory requirements.

The accounting principle of ‘prudence’ or ‘conservatism’ is
relevant when determining whether an asset is recoverable,
and therefore has its place in determining loan loss provisions.
The quest for ‘objectivity’ also has its place, through mark to
market and other devices, where doing so provides meaningful
information (either in the balance sheet or in the notes). Having
a robust classification criterion for assets and liabilities, so they
are classified appropriately, either at cost or at fair value, is critical
to ensuring the numbers reported are meaningful and relevant.
Regardless of the measurement basis, there is no substitute for
the professional judgement of the auditor.

The auditor should be required to report all significant risk
factors which come to their attention as part of the audit. The
FSA should extend its current trend of encouraging much more
dialogue with auditors and the FSA should require further work
from the auditor of any areas of a bank’s activities where they
have concern. It is important that early work is done to nip things
in the bud, and auditors are well placed to help in this activity.
This does, however, depend on improving the level of dialogue
between the auditor and the regulator. In the unlikely event that
auditors find that this creates a conflict of interest, their duties
should be clarified to deal with this point.?'

Corporate governance: credit rating
agenclies

There are three leading credit rating agencies (CRASs) currently
operating in the financial system — Moodys, Standard & Poor’s
(S&P) and Fitch. These private sector agencies wield enormous
power as they provide the basis for decisions by companies,
investors, regulators and governments about the relative credit
risks associated with a wide variety of bonds and other debt
instruments.

Before and after the financial crisis, the CRAs have been
exposed to criticism based on what has been judged to be a
number of serious flaws in their operations. After all, it was they
who declared that securities representing sub-prime mortgages
were ‘investment grade’, despite the fact they had privileged
access to the internal financial data about the loans from which
the securities were composed. Similarly, and despite having
privileged information, the rating agencies gave Enron and
WorldCom investment grade status.

At the heart of the criticism of the CRAs is their operating
model. They are paid by the issuers of debt, not by those who
are buying it. In addition, the CRAs sell consulting services to the
companies whose debt they rate. Both these features create
huge conflicts of interest.

In addition the three CRAs enjoy a privileged position, because
they are deemed by the American SEC to be ‘Nationally
recognised statistical rating organisations’ (NRSROs). Only
NRSROs can certify bonds as ‘investment grade’.

As a result of these criticisms, the CRAs will be subject to
increased oversight in the future. The EU has already taken steps
due to come into force later this year. These will increase their
control with new powers to increase transparency, and aim to
reduce conflicts of interest and assess rating methodologies. The
current proposals for financial regulatory reform in the USA are
also likely to increase the power of the SEC over these institutions.
While these reforms are likely to make a difference to the way the
agencies operate, there are still outstanding questions about their
overall business model, with the competition problem and the
potential for conflicts of interest still outstanding.

Nationwide Building Socilety

Chris Rhodes, group product and marketing director,

‘I strongly believe you cannot
encapsulate everything you need do in
rules and regulations. Therefore, a focus
on the value sets and the behaviour in
organisation is incredibly key’



BOX: 19 CODES OF CONDUCT IN THE MEDICAL PROFESSION

To practice medicine in the
UK, all doctors need to be
registered with the General
Medical Council (GMC). In
2006, the GMC revised
the professional standards
expected of doctors. These
standards are set out in
guidance called Good Medical
Practice, and describe what is
expected when doctors deal
with individual patients, with
their colleagues, and when
doctors update their skills.

The revised guidance now
takes into account current
expectations about respect
for patients and their active
involvement in clinical
decisions. It sets out the
principles and values on which
good practice is founded. The
code provides this definition of
a good doctor:

Good doctors make the
care of their patients their first
concern: they are competent,

keep their knowledge and
skills up to date, establish and
maintain good relationships
with patients and colleagues,
are honest and trustworthy,
and act with integrity.

Good Medical Practice is
seen as, but not called, the
‘code of conduct’ by which
doctors in the UK are expected
to practice. It is a formal
expression of professionalism.
It is not a statutory code,
so doctors must use their
judgement to apply the
principles to the various
situations they face. Although
the guidance is addressed to
doctors, it is also intended to
let the public know what it can
expect from doctors.

The ‘Physicians Charter’
developed by the American
Board of Internal Medicine,
the American College of
Physicians Federation and
the European Federation of

Internal Medicine in 2002,
also contains some particularly
interesting notions.

The charter calls for doctors
to be honest with patients,
provide them with choices
on managing their health,
improve access and quality
of care for patients, and avoid
inappropriate conduct with
patients. It urges doctors
to keep up to date with
scientific advances and to
report deficient physicians.

It also contains clauses

that reflect the need for the
profession to think beyond
self-interest to recognise the
changing needs of society. It
says that physicians should
be committed to a ‘just
distribution of finite resources’.
This clause calls on the
physician to seek a balance
between the individual
patient’s needs and the
interests of society.
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» The key problem is that rating agencies compete to offer a
better service to those who issue bonds, rather than to those
who buy them. For practical reasons, it is difficult to receive
income from the many thousands of institutions and individuals
who may buy a bond. However, it would be possible to remove
conflict of interest if, for example, a bond issuer was ‘assigned’

a rating agency, rather as a judge might be assigned to try a
case. Rating agencies which could show they delivered accurate
ratings could be assigned more work, to give an incentive for
them to improve their performance, and indeed to encourage
new entrants to the market. Alternatively, buyers of bonds could
be asked to set up a not-for-profit organisation to review the
CRAS’ ratings. The funding for these proposals could be raised
by a levy on bond issuance.??

Whatever route is chosen, the reconstruction of the CRAs
remains an important outstanding item in restoring integrity to
our capital markets.

A code of conduct for the
banking industry

We began Chapter 1 of this report by noting the fundamental
importance of banking to our economy and our society. We also
note that the current crisis has not been caused by bankers being
‘bad people’. Jayne Anne Gadhia, the chief executive of Virgin
Money, told the Commission that during her time at RBS,

‘People wanted to do the right thing for customers, and wanted
to do the right thing for shareholders...but the reward and
structuring was all around driving profitability’.

Participant, Which? Big Banking Debate
‘Bankers should have professional

standards like architects and engineers or
they should be struck off for malpractice’

She noted that, in contrast, the culture she is seeking to create
at Virgin is one which will provide benefits to the customer,
shareholders, staff and society.

‘It's really important to be clear on culture, and then drive it and
reward those behaviours, otherwise it won't just happen’

Banks are essential to our prosperity. They need a culture which
encourages fairness, prudence and sustainability, serves the
needs of their customers, and makes a positive contribution to
society. The Commission believes the principles of good banking
need to be reflected in codes of conduct and ethics that truly
seek to govern behaviour and to restore trust between the bank
and the customer.

In the first instance, we would expect the leadership of the
banking industry to take steps to promote a new cultural ethos
into their institutions. However, experience such as the failure of
the FSA's ‘Treating Customers Fairly’ regime? tells us that this will
probably not be sufficient. We will need to supplement this with
other influences which will promote good behaviour.

The Commission recommends the development of a ‘Good
Financial Practice Code’. This code should have a similar status
amongst the banking profession as similar codes of conduct have
in the medical and other professions.

BOX 20: CODES OF CONDUCT IN THE LEGAL PROFESSION

Practising solicitors in the UK
are required to adhere to a
code of conduct monitored
and enforced by the Solicitors
Regulatory Authority (SRA). The
SRA is the regulatory arm of
the Law Society of England and
Wales, and was established

in 2007 following a review

of legal services by Sir David
Clementi, which recommended
that the representative and
regulatory functions of the legal
professional bodies be split.

Integrity
@ You must act with integrity.

Independence

be compromised.

The core duties set out in the
code are as follows

@ You must not allow
your independence to

Best interests of clients
® You must act in the best
interests of each client.

Justice and the rule of law
® You must uphold the

rule of law and the proper
administration of justice.

Standard of service
@ You must provide a good
standard of service to your clients.

Public confidence

® You must not behave in a
way that is likely to diminish the
trust the public places in you or
the legal profession.



BOX 21: CULTURE CHANGE IN ACTION: DEALING WITH CUSTOMER COMPLAINTS

There was a strong sense
amongst participants in the
Which? Big Banking Debate
that complaints were not dealt
with fairly. Consumers were
concerned that it was often
difficult to register a complaint,
which led to a feeling of
disempowerment.

The FSA recently assessed
the quality of bank’s complaint
handling. It found ‘poor
standards’ within most
of the banks it assessed.
Senior management were
not sufficiently engaged in
ensuring that customers were
treated fairly. There was poor-
quality complaints handling by
frontline staff, and procedures
within some banks led to staff
issuing multiple, repetitive
responses to customers,
forcing the customer to restate
their complaint a number of
times. Banks also failed to learn
from previous complaints, and

to make changes to prevent
similar complaints arising in the
future. In two cases, bank staff
incentive schemes encouraged
poor complaints handling. In
some companies, staff could
even receive bonus payments
for rejecting valid complaints.

A change of culture in
this area would start with a
clear statement from senior
management that complaints
should be assessed fairly, and
that redress will be paid when
appropriate. It would ensure
that management information
was in place to monitor and
review the quality of complaints
handling.

Frontline customer-facing
staff would receive training
in assessing complaints fairly,
with a focus on delivering fair
and ethical outcomes. Their
incentive structures would
reward the fair resolution of
complaints.

Complaints processes would
be clear and prominently
advertised, with a clear
statement that a customer
could refer their case to the
Financial Ombudsman Service
(FOS) if they were not satisfied.
The bank would actively review
the position of customers who
were in similar circumstances
to those who had complained.
It would review and change its
sales practices and products in
response to complaints.

Only the small minority
of complaints which were
genuinely difficult to resolve
would be referred to the FOS.
The bank would report data
on its complaints handling to
shareholders and non-executive
directors, who would put
pressure on the firm to deal with
complaints fairly and ensure the
bank’s practices were improved
to prevent similar complaints
arising in the future.

This should lay out the standards by which bankers are expected
to operate, the duty of care they owe to their customers, the
behaviours and independence of view that are regarded as
essential to a well-functioning profession, and the responsibilities
they have to draw the attention of their own profession and
regulators to behaviour that contravenes these standards. Such a
code is essential where critical services are provided, but where
those buying the service find it difficult to judge its value and so
need to trust that those providing it are acting in good faith.

The FSA already carries out a ‘fit and proper’ test for approved
persons, which makes an assessment of probity and competency.
This means that in order to work in a senior position in an FSA-
authorised business, it is necessary to meet certain standards.
However, the Commission is concerned that this does not go far
enough in addressing the cultural problems in this industry. These
standards need to be deeper and broader. They should apply
to many more employees, and the standards should go beyond
probity and competency to incorporate wider cultural dimensions.

To inform our understanding of this wider definition of culture,
we have looked at what is done in the legal and medical
professions, and some interesting approaches are highlighted
in the General Medical Council’s (GMC) Good Medical Practice
Guidance and the Solicitor's Regulatory Authority’s (SRA) Code
of Conduct.

There is a fundamental need to balance the requirements
of employees, owners and those of wider society. This will
necessitate paying attention to how banks manage conflicts of
interest. The Commission believes that adopting some of the core

principles from the codes and charters which govern the medical
and legal professions—honesty, integrity and client interest—would
be an important step in achieving cultural change within the
banking sector.

In addition to the development of a Good Financial Practice
Code, the Commission recommends that bankers receive
compulsory formal training before they are able to fully practice
in their profession. This should include training in the ethical
behaviour expected of the members of their profession, including
how to resolve conflicts of interest. An understanding of, and
commitment to, the high professional standards in the Good
Financial Practice Code should be a compulsory and significant
part of such training.

Any code or charter needs to be enforced to have meaning.
The Commission recommends that this Code should be devised
and enforced by a new professional standards body along the
lines of the General Medical Council, or the Legal Services Board.
This body should be independent of both government and the
industry, and should have a lay majority on its board. A crucial
element will be the power that this body should have to discipline
members who fail to uphold the code, and in extreme cases
remove their ability to practice.

These recommendations constitute a radical reform of not just
the way in which bankers operate, but also the way they perceive
themselves and their behaviour. We want to see a new emphasis
on appropriate standards, which will underpin an industry which is
and is seen to be focused on delivering the critical services upon
which our prosperity depends. B
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Terms of Reference

The original purpose of the Future of Banking Commission was

‘To establish a reformed banking system that serves the needs
of ordinary people and the wider interests of society’

We established an independent banking commission with the primary aims of:

* Listening to the public’s concerns about banking

* Listening to the perspectives and concerns of industry and other bank stakeholders
* Enabling the restoration of public trust and confidence in the banking system

The questions the Future of Banking Commission sought to answer were as follows:

1a

1b

1c

2a

2b
2c

3a

3b

3c

4a

4b

4c

5a

5b

The social function of banking

What are the essential and socially useful services which
banks provide to people and how can these be protected
from instability?

What is the impact on the citizen as a banking customer,
taxpayer and shareholder (in banks and other quoted
companies) of investment banking activities?

What can be done by each of the stakeholders in the system
to better deliver the social benefits of the banking system?

The impact on the public

of the financial crisis

How have the public been affected by the problems in the
banking and financial sectors?

What impact has it had on their trust and confidence?

Are banks treating customers fairly?

The appropriate structure
of the banking system

What are the strengths of the current model?

Do the essential banking services need to be separated or
ring-fenced from more speculative activities, and if so, how
should this be accomplished?

How do we ensure that the state and the public do not offer
unlimited insurance against losses, while allowing the gains
to be privatised?

Sustainability

How do we put a system of incentives in place which aligns
the interests of customers, banks and investors?

How do we ensure that well-managed institutions, which
treat their customers fairly, are able to thrive?

How can the system return shareholder value while
delivering good customer outcomes and systemic stability?

Competition

How do we ensure that competition, particularly in retail
banking, works to deliver benefits for customers?

How do we facilitate entry and exit from the industry without
damaging customers’ interests?

5c

6a

6b

6¢c

7a

7b

7c

8a

8b

How can the government make competition stronger, post
withdrawal of State aid, than existed before taxpayers’ money
was used to bail out the banking system?

Corporate governance,

remuneration and accountability

How do we reform the role of boards and non-executive
directors so that they are effective in monitoring and
controlling activities which are damaging to customers?
How can remuneration be linked to fair treatment and good
outcomes for customers and avoid rewards for taking
excessive risk?

What is the role of institutional investors in ensuring that
banks avoid excessive risk and treat customers fairly?

Regulation of the banking sector

How can macro/micro prudential and conduct of business
regulation deliver good outcomes for customers?

How does the system of deposit insurance need to be
reformed?

Are there characteristics of a regulatory system that would
provide a global competitive advantage to the financial
industry in Britain, and what are said characteristics?

Provision of suitable products

to consumers

How do we ensure that products are transparent, simple and
easy to compare and switch between, offer value for money
and do not levy excessive charges?

What impact would greater regulation of products have on
innovation?

Impact on customers of reform

How will any proposed reforms impact on customers in both
the short and long-term? =
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The Which? Big Banking Debate

The Future of Banking Commission sought to hear the views

and stories of as many consumers as possible, to help shape

the conclusions of this report. To do this, Which? launched the

Big Banking Debate, the culmination of which saw 300 people
gather in central London on 4 February to discuss the future of the
banking industry. Interviews were also conducted up and down
the country, while consumers were encouraged to leave their
views on the Commission’s website.

Below is a summary of the main themes that emerged from the
Debate, all of which the Commission has aimed to address via
the recommendations of this report.

Level of service

One of the main concerns to emerge from the Big Banking
Debate was the deterioration in levels of service from banks
in recent years.

In particular, many consumers felt there to be a distinct lack
of personalisation and ‘localisation’ of services — claiming that
banking today is not tailored to one’s needs.

One participant summed up the traits they would like to see

in people they deal with at their bank — ‘helpful, courteous,
knowledgeable, skilled” Many people value the idea of having
face-to-face contact with an old-fashioned-style bank manager
that you recognise, and who recognises you.

People feel there is a lack of ownership at their bank when it
comes to dealing with any issue or complaint. There is a sense
that complaints handling and redress are handled inadequately,
leading to a sense of disempowerment of consumers to
change anything.

Unlike other industries, banks no longer have any great incentives
to offer good service, or good quality products. Customers have
shown that they are largely unwilling to switch providers even
when they are treated poorly, and the complex nature of banking
products mean that many consumers are unaware when they are
sold an unsuitable product.

To help make switching between bank accounts easier, and

to encourage banks to compete on service, the Commission
recommends that regulators consider forcing banks to introduce
portable account numbers.

Remuneration

Perhaps one of the most emotive and contentious issues that
has been highlighted by the crisis is the issue of remuneration.
At a consumer level, this manifests itself in a dissatisfaction with
commission driven sales. There has been, for many people, a
noticeable shift away from a more personalised banking service
to one driven by sales targets.

What people appreciate when it comes to financial services
but seems to be lacking due to the focus on sales, is a lack of
independent advice and more of a personal understanding and

knowledge of clients needs. One participant said they felt like part
of an anonymous clientele based on a points system. There is a
distinct need for impartial advice from knowledgeable, expert help
from properly trained staff.

At the other end of the scale, made even more acute by the
banking crisis, is the issue of senior bank bonuses. People are
very clear that any reward should be based on long-term success,
with more encouragement of shareholders to exercise their rights
to vote against high pay and bonuses that are perceived to be
rewarding failure.

There is a huge sense of inequity amongst those who believe

that taxpayers have borne the brunt of the massive bailout of
financial institutions while those at the top of the system have
continued to receive huge payouts. Indeed, it has been suggested
that taxpayers who now have substantial stakes in some of the
banking institutions should have a direct say in whether bankers
deserve their rewards or not.

The Commission recommends that banks are banned from
incentivising their staff to sell certain types of products. Incentives
should be based on providing a good service to the customer.

Products

Lack of transparency is a particular issue in financial services,

and it is certainly an issue that consumers spontaneously raise
frequently when asked about their experiences of financial
products. This is with regards to the terms and conditions and
small-print associated with products, the perceived unfair charges
levied which often take people by surprise, and lack of information
on monthly statements about the current interest rate on that
particular product.

There is a sense that charges are ‘sneaked’ into the small-print of
products, making it difficult for consumers to get adequate clarity
on what they are buying and leaving some feeling as if they are
purposely designed to trip you up.

Many felt that charging structures and fees for products, such as
overdraft facilities and mortgages, were unfair and inequitable.
One issue which is particularly emotive is around unauthorised
overdraft charges, and the debate online and in other forums
reflects this.

People accept that there are inevitably going to be costs
associated with any financial product, but they do not feel they are
always a true reflection of the actual costs and disproportionate to
what they would expect to pay.

A further issue that was raised relates to irresponsible lending. It is
felt that proper assessments of a customers’ capacity to repay is
needed, as in the past there has been too much pressure placed
on people to take loans and credit cards, leading to a culture of
‘borrow and spend:. It is felt that vulnerable people in particular
are at risk of being sold to irresponsibly. One participant discussed
how they are semi-retired on a low income, but was offered a



loan of £25,000 which they could clearly not afford to pay back.
Itis believed that a lack of proper assessments of risk, both on

a broader scale of the whole banking system and in terms of an
individual’s ability to pay, are one of the key features of the crisis

Trust and confidence

One thing is clear — trust and confidence in the banking system
has been severely shaken over the last couple of years. There

is a strong feeling that banks have benefited from the crisis and
don’t appear contrite, by rewarding themselves for failure. As one
participant at the debate has put it: ‘there is no humble pie and no
humility’.

It is not only the banks themselves who have lost the trust of the
public — the regulators have also lost the confidence of those
who have been involved in the Big Banking Debate. Regulation
was not sufficient and needs to improve, with a perceived lack of
independence at the FSA with ex-bankers running it.

A lack of financial capability among the public has been seen

to contribute to a loss of confidence in banking. One participant
has suggested that incorporating financial education into the
citizenship test — and into school curricula — may help ensure that
the public is better placed and more confident to make the right
financial decisions.

Impact of the crisis

These issues relate to people’s overall experience of banking.
However, in addition there are some specific issues raised with
respect to the financial crisis. A number of consumers raised
concerns about the impact that the banking crisis has had on
them and people they know. People have witnessed the impact
on small businesses, for example, with banks not lending and
with an additional lack of flexibility towards business customers in
terms of repayments on credit when times got tough. In addition,
when it comes to individuals with credit cards, a number of
people found that they had their cards withdrawn.

Perhaps one of the most significant impacts from the crisis that
people have felt is the impact on interest rates, particularly those
who rely on their savings to generate an income to live on.

Many people have reported how their savings rates have been
severely reduced, with one person querying the logic of certain
ISA rates being lower than savings account rates. It was pointed
out that as a result, people feel discouraged from saving at a time
when they most need to. There is also a sense that people feel
cheated, particularly if they have taken responsibility for trying to
save and yet do not feel the benefits.

There is also a more general sense of a loss of trust and respect
for banks as a result of the crisis. This, accompanied by a
distinct level of uncertainty and pessimism about the future, has
genuinely shocked the ordinary consumer and shaken people’s
confidence. Some even believe that the bailout by the taxpayer
has led to a sense that banks are arrogant as they know they
cannot fail. m
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