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The View from The Treasury

The view from the Treasury
By Lord Sassoon, Commercial Secretary to the Treasury

T

he UK is the world’s most international financial
centre and the Government is committed to
maintaining and strengthening that position.
Of course, these are challenging times for the
economy. We are recovering from the worst financial
crisis in memory and continued problems in the
euro area are impacting on business and consumer
confidence alike.
Despite difficult global conditions, the UK is
showing signs of healing. In September, we saw that
over 1 million private sector jobs have been created
under this Government. The deficit has already been
cut by a quarter, inflation has halved since its peak a
year ago and latest figures show that, in July, the UK’s
trade deficit narrowed by the largest cash amount in at
least 20 years. Because of the early and decisive action
we took to deal with the public finances, we now have
near record low interest rates and are now able to use
that hard-won fiscal credibility to pass on the benefits
of these interest rates.
We are doing this in a number of ways. Working
closely with the Bank of England on the Funding for
Lending Scheme, we are helping to make sure SMEs can
get the finance they need to grow and create jobs —
benefits which they will pass on to the consumer. On
September 25 the Bank of England announced that 13
institutions, including four of the UK’s largest banks,
have now signed up to use the scheme. We have already
seen banks removing arrangement fees and reducing
the price of mortgages and loans to SMEs because of
the Funding for Lending scheme.
In July we announced £40bn of UK Guarantees
which will help boost major transport, energy and
other infrastructure projects get the investment they
need to press ahead without being delayed by funding
problems. The Infrastructure Bill is already making
progress through Parliament and the Government has
announced that rolling-stock procurement for Crossrail
will be eligible for guarantees. I expect this will be the
first of many important projects we can help under this
innovative scheme.

Balancing the books
As a Government, we have had to make difficult
decisions, but our commitment to balancing the
books has cemented our position as a great place to do
business.
We want to maintain this momentum and have set
out a significant programme of tax reforms designed
to restore the UK’s tax competitiveness, including
lowering the corporation tax rate to the lowest in the
G7 by 2014.
We are also working hard to make sure that we get
regulation right — regulation that is responsive and

2 EuroWeek UK Capital Markets 2012

proportionate, but not punitive or populist — and by
promoting a safer, more stable banking system, we will
promote confidence in UK financial services and restore
our international reputation for prudence and integrity.
But if a global financial centre is to grow
and prosper, it needs to take advantage of new
opportunities. And that is why we have taken the
initiative to make London the Western hub of trading
in the RMB, agreeing with the Chinese government
to support the private sector in this project, ahead of
other financial centres in the West.

Safe haven
The strength of the Government’s commitment to
fiscal consolidation and the UK’s robust institutional
framework has contributed to the UK being seen as
a safe haven because of our strength as a sovereign
issuer. When this Government came to power, 10 year
Gilt yields were comparable to those of Spain and Italy.
Today they are among the lowest in the developed
world as the Government’s fiscal plans have succeeded
in securing market confidence and have provided the
Bank of England with the space to ease monetary policy
in support of the economy.
The Gilt market is one of the deepest and most
liquid sovereign debt markets in the world and is
well supported by a diverse investor base. At a time of
ongoing concerns about sovereign debt sustainability
in the euro area, the Gilt market has benefited from
additional flight-to-safety flows, with overseas Gilt
holdings rising by around £80 billion to £380 billion
in 2011-12. At the same time, the domestic sector
continues to act as a robust source of structural
demand, particularly for longer-dated debt.
Regular issuance of long maturities has seen the
average maturity of the UK’s debt stock rise to around
15 years — almost twice that of any other G7 country
— which supports the Government’s financing position
at a time of large borrowing requirements.
The UK possesses characteristics that help make
Gilts an attractive investment in times of uncertainty:
its diverse and flexible economy; the credibility of its
institutions; its unimpeachable credit history stretching
back over 300 years.
But that is not to say that we take investor
confidence for granted, whether in Gilt or capital
markets. The road ahead is challenging. The state of
the economy and the public finances that we inherited
are such that elevated financing requirements are a
feature of the landscape for the foreseeable future. This
sobering fact underscores the importance of staying the
course; and nobody should doubt this Government’s
commitment to maintaining the market’s confidence
and to restoring the public finances to sustainability.

Economic Overview

Trying all the policy levers in
desperate search for growth
The UK’s road to economic recovery is proving bumpy and circuitous. With the
government still firmly bent on deficit reduction, increasingly experimental monetary and
credit measures are the only economic levers available. Andrew Capon reports.

A

s the rural bumpkin said to the
motorist who asked him for
directions: “Oh — if I was going
there I wouldn’t start from here.”
For the UK’s Conservative-Liberal
Democrat governing coalition, which
inked an agreement in 2010 to “build
a new economy from the rubble of
the old”, this observation is no laughing matter. It could not have started in a
worse place. The most severe peacetime
contraction in growth since the 1930s
left it saddled with a debt-to-GDP ratio
not seen since the 1960s. The rating
agencies circled and the world’s most
famous bond investor, Pimco’s Bill Gross,
declared Gilts were “resting on a bed of
nitroglycerine”.
The promise to build a new economy now sounds a little hollow. Britain is
experiencing the first double-dip recession since the 1970s. But UK government bonds have seen a remarkable price
rally. The yield on the 30 year Gilt has
fallen by more than 130bp. Disentangling the relationship between the price
of Gilts and the state of the economy
reveals much about the economic course
on which the government has embarked
and the prospects of UK plc.
“We cannot know what would have
happened had history been different,”
says Andrew Milligan, head of global strategy at Edinburgh-based Standard Life Investments, which manages
$250bn. “But in the run up to the last
election it was clear that the UK faced a
debt problem and markets were beginning to question whether it would be
dealt with. The clear determination of
the coalition to cut the deficit has given
the UK credibility with investors and
the credit rating agencies and a floor has
been placed under Gilt prices.”
Frank Gill, senior director of European sovereign ratings at Standard &
Poor’s, contrasts the clarity over fiscal
policy in the UK with the US. He says
that, given a similar institutional framework, an independent central bank able
to print money in a reserve currency and
a strong investor base, it is policy that

4 EuroWeek UK Capital Markets 2012

“Overall we
feel that the UK
has a sensible
medium term
plan for fiscal
consolidation,
whereas the US
does not”
Frank Gill,
Standard & Poor’s
separates the two countries and explains
why the UK retains its cherished AAA
status.
“In terms of default probabilities
there is only a minor difference between
a AAA rated and AA rated sovereign,” he
says. “Our ratings decisions are made by
a committee and may not be unanimous,
but overall we feel that the UK has a
sensible medium term plan for fiscal
consolidation, whereas the US does not.
The UK has a coalition government. In
the US there is no hint of any bipartisan
approach to deficit reduction. US fiscal
policy looks set to remain a highly fractious political issue.”

Austerity argument
But while the coalition has earned the
UK respite from investors and credit
rating agencies, debt, austerity and its
consequences are also dominating the
political debate. The opposition Labour
Party charge that the government has
cut too far, too soon and this explains
why recession has returned. The government counters that the severity of
the eurozone crisis could not have been
anticipated.
The fate of the UK economy and
the eurozone are linked. Britain exports
more to Ireland than to China. But investors and economists believe that neither
political narrative encapsulates the full
truth. Soon after the last election, James
Carrick, an economist at Legal & General
Investment Management, which manages £381bn, was in a minority when
he warned of the danger of a double-dip
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in 2012 as a result of the front-loading tor. At 219% of UK GDP, this is more
of austerity.
than five times higher than the US and
However, his forecast was shaped
almost three times the level of Spain.
as much by Europe. “Greece was in
Band-aid for bankers
trouble and we thought things would
The UK’s economic fortunes are as
deteriorate. The coalition introduced
intimately entwined with the proper
the biggest fiscal tightening since
functioning of its domestic bankWorld War II, but my concern about
ing system as they are with external
the impact was as much driven by the
demand. “The banks are the biggest
external situation. When the Conlenders to large caps, mid-caps, small
servative government in the 1990s
caps and, in effect, the only lender to
introduced tighter fiscal policy the
households,” says Mike Amey, manbackdrop was different. The rest of
aging director at Pimco, which has
the world was growing strongly, stock
$1.8tr of assets under management.
markets and asset prices were boom“We are at an interesting point of
ing and the private sector had the
transition where larger companies will
money and the confidence to invest,”
seek funding from capital markets. But
says Carrick.
these economic transitions are rarely
On top of public sector cuts, a lack
smooth and painless.”
of private sector confidence largely
Amey, who is based in London
driven by uncertainty over the euroand has responsibility for sterling and
zone, and weak domestic and external
European LDI (liability-driven investdemand, the UK has faced some addiment) portfolios, thinks the banks have
tional problems. Andrew Pipe, senior
been given an almost impossible hand
economic adviser at Lloyds Banking
to play by regulators and the authoriGroup, points to inflation. “We have
ties. “You can’t delever, raise capital
seen a couple of unexpected inflation
and [have] liquidity buffers, and lend
spikes in recent years, which commore to borrowers all at the same
bined with low real wage growth has
time. If banks have to use the cash that
taken purchasing power away from
is left in retained profits for lending,
consumers. That has been a big drag
it is unsurprising that there has been a
on the economy,” he says.
lack of credit origination,” he says.
But what makes the UK’s journey
Getting the credit multiplier funcback to growth uniquely challenging
tioning in the absence of fiscal stimugoes back to the cause of the crilus and with interest rates at close to
sis: the banking system. Much of the
zero has been a goal of policy. But
developed world is highly indebted,
at Lloyds, Pipe senses a shift in the
but the composition of that debt varBank of England’s rhetoric regarding
ies. According to the McKinsey Global
the efficacy and purpose of quantitaInstitute, UK government debt as a
percentage of GDP is broadly compara- tive easing (QE). “The initial talk was
about QE providing a catalyst to lendble with Germany’s. What really stands
GDP
based secon market
rate
inginterest
and then to
the expectations
economy via the and
out
is theprojection
debt of the financial
credit
GDP projection based on market interest rate
multiplier.
expectations and £375bn asset purchases
We don’t
any more.
Percentage increases in output on a year earlier
The focus
8
Bank estimates of past growth
Projection
of QE has
7
seemingly
6
shifted to
5
support4
ing asset
3
prices.
2
By that
1
+
measure,
0
–
perhaps
1
only that
2
measure,
3
it is a suc4
cess.”
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Gilt
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higher than when QE was first introduced in 2009. But banks are stuck in
a cycle of low profitability and high
funding costs with wary investors
suspecting their existing loan books
are full of “mark to fantasy” accounting. For Standard Life’s Milligan this
explains the changing emphasis of
policy. “Policy has evolved from managing the price of money through
interest rates and quantitative easing, to trying to manage the supply of
money through the credit channel,”
he says.

FLS flagship
The flagship of credit easing is the
Funding for Lending scheme, launched
in June. The Bank of England will fund
mortgages for homebuyers and loans
to businesses originated by banks and
building societies at a discounted rate
of 0.25% for up to four years. But,
if the overall lending of those banks
falls during the life of the scheme, the
rate of interest they pay the Bank will
increase to a maximum of 1.5%.
The Bank of England will hold the
loans but not own them. Economically
this is a collateral swap, similar to a
repo trade. Because the banks still own
the loans they are incentivised not to
make the sort of reckless lending decisions that got them into trouble in
2007.
A separate initiative is the Business
Finance Partnership. This is designed
to boost non-bank lending to SMEs
(small and medium-sized enterprises).
The government will commit up to
£1bn, co-investing with asset managers in senior loans. The announcement
£375
billion
asset soon.
purchases
of
mandates
is expected
Mark Connolly, director of fixed
income at Scottish Widows Investment
Partnership in Edinburgh, which oversees $218bn of assets, welcomes these
initiatives. But he wonders if they go
far enough. “All of these measures
have to be seen in the context of the
massive deleveraging of bank balance
sheets. The tide is running out very
fast. Rebalancing lending away from
banks and toward long term investors
undoubtedly makes sense as a goal.
But it will take time.”
For now, Funding for Lending will
have to do most of the heavy lifting.
The finance on offer may be cheap,
but Connolly for one still suspects
that the desire to lend might still be
constrained. “Big companies can go to
the bond market. Writing lots of small
loans to SMEs is intrinsically less profitable and it is natural for there to be
reluctance to lend to those that most
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need finance. Almost by definition
they are less likely to pay it back and
there is still so much economic uncertainty,” he says.
At Lloyds, economist Pipe thinks
recent constraints on the supply of
loans will reduce. “The Funding for
Lending Scheme will improve the
profitability of new lending, so even
though banks need to continue to
shrink their non-core balance sheets
to improve capital ratios, new lending will generate more capital and the
sliding scale of funding costs against
lending volumes will encourage more
lending. It is a virtuous circle,” he says.
However, Pipe adds: “What remains
to be seen is whether there is effective demand for much more lending. Clearly, there is still a lot of noise
in the media about businesses facing
challenges in accessing finance, but
that is only one half of the story. It
doesn’t tell you what is really going on
in the economy, particularly when the
economic outlook is so uncertain.”

improvement in the global economic
“New lending will
outlook. This will be a long haul and
generate more
the Bank of England’s forecast of 2%
capital and the
growth in 2013 is hard to stack up.”
sliding scale of
Many are concerned that the 3% of
funding costs
economic output lost since 2007 will
against lending
not be recovered and the output gap,
volumes will
the difference between actual producencourage more
tion and fully efficient capacity, will
lending. It is a
virtuous circle”
become a structural burden that is as
persistent and pernicious as the deficit. Andrew Pipe,
Lloyds Banking Group
“That has to be a worry for policymakers, as it has implications for what
changed. LGIM’s Carrick is sympatrend growth will be,” says SWIP’s
thetic to this view. “We haven’t seen
Connolly.
the banking system properly purge
But perhaps most worrying of all,
bad debts. The slate has not been
these seemingly new and innovative
wiped clean,” he says. The economic
policies may not be as radical as they
performance of the UK contrasts with
sound. Funding for Lending and the
the US, which has a more diversified
Extended Collateral Term Repo facility
financial system, took prompter action
could be viewed as repackaged verto recapitalise its banks and now has
sions of the policy prescription that
improving credit conditions. US car
prevailed during the depths of the
sales, a heavily finance-dependent
crisis in 2008-2009. Then, the Special
Liquidity Scheme funnelled £185bn of indicator, hit an annualised level of
14.5m last month. That is within spitBank of England cash to the financial
ting distance of pre-crisis levels.
system in return for illiquid assets.
New wine in old bottles?
In the UK, the consumer sector, the
It is clear now that not extending
In the long term, the UK government’s this funding was a policy mis-step. It
government and the banks are “all in
stated aim of rebalancing the economy is also no coincidence that the Bank
it together” when it comes to delevertoward “sustainable growth” implies
aging. But Carrick thinks QE has only
of England came up with Funding for
a shift from debt-driven consumption
helped the few. “The distributional
Lending against a backdrop of rising
by households and a boost to exports.
effects are clear: QE is a policy that
mortgage rates. Banks were beginBut it is the ability of the banking
favours the rich who have assets and
ning to pass on their increased fundsystem to improve credit conditions
the Bank of England’s own research
ing costs to consumers. This in turn
for SMEs that will be critical for the
shows this. We’ve spent £375bn. Why
threatened another downward spiral
medium term outlook.
not just send a cheque to every houseof mortgage and other defaults, bank
Economic data is seemingly conhold in the country instead? Wouldn’t
loan writedowns and financial sector
tradictory (negative growth and rising
that be fairer and better for the econostress.
employment) and certainly volamy?”yeilds
he asks.(a)
International ten-year spot government bond
Banks: same old problems?
tile (the trade deficit narrowed from
Monetary hawks reach for the
Perhaps policy reflects the crisis
£4.3bn to £1.5bn in a single month).
smelling salts when they contemplate
because, for the banks, not much has
It is unsurprising that there is little or
the heterodox policies we have seen so
no consensus. Standard
far. But unless the econoInternational 10-year spot government bond yields to maturity
& Poor’s believes growth
my sparks back into life
will resume in the second
soon, this could just be
half of 2012 and that the
the start. Standard Life’s
Percentage points
6
economy will be growing
Milligan says: “The Bank
United Kingdom
at close to its long term
of England has bought
trend of around 2.5% by
Gilts from the market.
5
2015.
When a central bank
But Pimco’s Amey is
makes asset purchases
less sanguine. He says:
and shows it is will4
Germany
“We think the UK will
ing to distort prices,
continue to bump along
it crosses the Rubicon.
3
the bottom. Fiscal tightFunding for Lending
ening has clearly taken
is just another form of
a toll and the areas that
asset purchase, albeit
United States
2
were supposed to kick in
with a statute of limiand replace public sector
tations. But why stop
spending, business investthere? There is no reason
1
Japan
ment and exports, have
to think that the stock
not. It is hard to see what
market is out of bounds,
0
the catalyst could be for
or even the mortgage
2007
08
09
10
11
12
the former and the latter
of Mrs Jones down the
is dependent on a material Source: Bank of England
road.”
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Safe Haven Status

The UK: the unexpected
safe haven
Debate continues to rage around the real state of the UK economy, which by some
measures is among the most stressed in Europe, and by others is doing rather well in
the circumstances. For now, investors seem confident, but can it last? Solomon Teague
reports.

E

ven before the financial crisis hit
“We think the
in 2007 the UK was wrestling
GDP data is
with significant structural imbalwrong, and will be
ances. A credit-fuelled consumer credit
revised upwards
boom had given it a debt to income
over time. It has
ratio that was among the highest of
a long history of
OECD countries.
being wrong, as
Since the crisis the country has been
was the case in
enduring a painful rebalancing, as con2009”
sumers pay down credit card and mortgage debt and build up savings. In early Kevin Daly,
2009 household debt stood at 105% of Goldman Sachs
GDP, compared to only 60% in 1999.
The latest data has the figure at around
2007. But of all 12 countries rated tri95%. While households have built up
ple-A by the three main rating agencies,
their savings, they remain at relatively
the UK has the highest debt ratio, with
low levels, compared to countries like
Singapore close behind. Worryingly, the
France and Italy
Bank of England has had to reduce its
There is an undeniable long term
growth forecasts for the UK, now prechallenge. The Office for Budget
dicting a peak of 2.75% over the comResponsibility, in its Fiscal Sustaining three year period, down from an
ability Report, found that by 2060
expected peak of 3.25% a year ago.
the debt to GDP ratio in the UK could
While these figures have many comreach 200% on its current trajectory.
mentators panicking about the UK’s ecoWhile that is a long term problem in
nomic prospects, some people are a little
terms of the political cycle, the scale
more sanguine. “We think the GDP data
of the problem means it needs to be
is wrong, and will be revised upwards
addressed soon.
over time,” says Kevin Daly, in the ecoIn the meantime, the UK must get
nomic research team at Goldman Sachs.
used to a new economic reality. “The
“It has a long history of being wrong, as
consumer rebalancing process is largely
was the case in 2009.”
complete, but over the coming two to
Labour market and business survey
three years we will only see a modest
data have proved to be better indicators
increase in spending,” says Robert Parkof final GDP data even than early GDP
er, senior advisor and member of Credit
data, Daly says and now, as in 2009,
Suisse’s investment committee. “Those
those indicators point to stronger GDP
levels of consumption will not return in numbers than those that have been pubwestern Europe or the US, you will only lished. Tax returns are also holding up
see it in Asia and Latin America.”
to an extent that undermines the theory
While the UK struggles with its high that GDP growth is negative, he adds.
consumer debt levels, the outlook for
Others justify the weakness of the
public debt is not as acute as in many
GDP figures, which may not prove
other big economies, says Parker. As a
underlying systemic weakness. “We
proportion of GDP, UK government
weren’t expecting such a large dip in the
debt stands at 80%, well below the US
GDP numbers but we were expecting
at 100%, Greece at 160% or Japan at a
volatility due to one-off factors, such as
whopping 230%.
the bad weather, extra public holidays
In real terms, and according to the
and falling oil production in the North
latest figures, UK GDP itself is below
Sea,” says Maria Malas-Mroueh, direcpre-crisis levels, though nominal GDP,
tor in the sovereigns team at Fitch. “But
adjusted for exchange rates and inflaone-off factors are inherently hard to
tion, put current levels above those of
measure.”
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Pulling its own levers
One of the biggest strengths of the UK
economy is its monetary flexibility,
which allows it to adjust its prices relative to its trading partners, to maximise
competitiveness. “Most of the progress
the UK has made in bringing down its
unit labour costs in euro terms have been
implemented by means of the exchange
rate,” says Frank Gill, sovereign analyst at
Standard & Poor’s.
Everyone agrees one of the biggest
advantages the UK has over its neighbours is its ability to set its own monetary policy. “The UK has more policy
levers than its peers in Europe, and the
monetary lever is a powerful mechanism,” says Charles Diebel, head of market strategy at Lloyds Bank Wholesale
Banking & Markets.
But while monetary policy is a powerful weapon, it cannot be overused. The
UK cannot inflate its way out of its deficit because it is legally bound to its 2%
inflation target, and the Bank of England
is mindful that if investors stop believing
in the currency’s ability to hold its value,
its ability to borrow would be hampered.
Since late 2008/early 2009, when
sterling depreciated sharply, the currency
has remained broadly stable, except
against the euro, against which it has
risen. And the declines in late 2008/early
2009 cannot easily be attributed to loose
monetary policy, says Daly. “For one
thing, almost every country had loose
monetary policy at that time, and currency movements are relative,” he says. “But
more important is the timing. Quantitative easing in the UK did not start till
March 2009, and wasn’t anticipated until
February 2009. Yet, by that time, the
sharp depreciation in sterling had already
taken place.”
Being
slightly
has been
UK GDP
andundervalued
employment
good for the pound, encouraging the
foreign direct investment that has held

up well in the UK. But economics are
not the only reason for this. “Money
has continued to flow into the UK from
places like Greece, Russia and the Middle
East, but that is as much about political stability as economic outlook,” says
Parker. The number of foreign legal cases,
particularly from Russia, being heard in
UK courts attests to this, he says.
This perception of political stability might also contribute to the enviable
relationship the UK continues to enjoy
with its investors, especially compared to
many of its European neighbours.
In addition, pressure on the UK is
relieved by the fact its debt is overwhelmingly long dated, meaning there
is less urgency for it to roll over its debts
annually than many other similarly sized
economies. “The average duration of
UK debt is 14 years, compared to seven
years or less on the continent, with some
countries having an average much lower
than that,” says George Buckley, chief UK
economist at Deutsche Bank. That puts
the UK in a stronger position, he says.
“Even if there was an explosion in yields,
the UK only needs to roll over a relatively small amount every year — half
the amount of Italy, for example,” Buckley adds. That gives the UK the luxury of
being able to ride out market volatility in
the event that yields were to spike.
Yields in the Gilt market are low
because the savings rate is picking up,
says Gill, supplementing strong foreign
demand. In early August Gilts were trading at 1.55%, compared to Bunds at
1.40%, which suggests confidence in the
UK’s fiscal plan is still high, says Buckley.
Not everyone is so sanguine. “The
low yields on Gilts are not an indicator of economic strength,” says Simon
Hayes, chief UK economist at Barclays.
“The economy is in fact very weak. Public finances and GDP performance are
poor. By some measures the UK is on a
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par with Spain, and overall it is certainly
no better off than France.” Many indicators in the UK paint a bleak picture: trade
data is disappointing and consumer confidence is at recession levels, he says.
A clear distinction needs to be drawn
between the activities of the bond market and the underlying financial health of
the economy, says Hayes. “Investors are
showing they are willing to pay a premium, in low yields, for the asset protection the UK offers: there is no redenomination risk and a low risk of default.
Instead, investors are taking on inflation
and exchange rate risk, but these are
smoother adjustment mechanisms.”
Over the medium and longer term
the outlook for Gilt yields is less clear.
The UK is often casually referred to as
enjoying “safe haven” status. But what
does that mean? “The technical definition of a safe haven is displaying negative
correlation with risk, which the UK does
not,” says Daly. Switzerland is a true safe
haven because it does well when global
equity markets weaken. The UK, by contrast, has a positive correlation with global equity markets, he says.
Because Gilts are popular among foreigners, they could display higher levels
of volatility if the market gets spooked
than in countries with a higher proportion of domestic ownership. In Japan, for
example, where debt to GDP is around
200%, the government bond market is
stable, because most buyers are Japanese.

Problem neighbours
As an open economy, the UK is certainly
vulnerable to external shocks. But at
least the government has a full suite of
tools at its disposal with which to meet
any challenges that occur. “The UK has
a strong rule of law, a flexible economy
and control of its own monetary policy,
and that is a good mix,” says Diebel.
“But ultimately the UK’s fate is tied more
closely to the fortunes of the rest of the
world than to anything its own politicians can do.”
In particular Europe, which Diebel
believes is the origin of so many of its
main problems. “We are already seeing
our trade with Europe decline proportionally, and trade with Asia is increasing,
which is evidence the UK is rebalancing.”
It is impossible to predict how the
markets will respond to a deterioration
of the eurozone crisis, in terms of its
effect on the UK, says Buckley. A weakening Europe is bad news for the UK,
which will feel any impact acutely via
its strong trading relationships with the
Continent: yet on the other hand, the
UK does seem to benefit from a “flight
to quality” in a general sense. As money
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cost of borrowing is not insignificant,
“The UK has more
he adds.
policy levers than
How important it is to protect the
its peers in Europe,
triple-A rating is itself debatable. “A ratand the monetary
ing agency is not there to give policy
lever is a powerful
advice, it is there to measure creditmechanism”
worthiness,” says Malas-Mroueh. “The
government’s actions are consistent with
maintaining a triple-A rating. Whether
that should be the government’s primary
Charles Diebel,
objective is for others to decide.”
“The loss of the triple-A rating prob- Lloyds Bank
ably wouldn’t matter that much,” says
funded, compared to around 25% in
Diebel. “The macroeconomic situation
Germany,” he says. The UK has demois more important. The rating issue is
graphics on its side, with the population
more pressing as you go down the ratonce again growing, which is also in
ing scale, where it has a more signifistark contrast with the situation in many
cant impact on the cost of funding.”
other parts of Europe.
The experiences of not only the US, but
While financial services have been
Australia and Scandinavia, suggest if the
lifting the economic performance of the
UK is downgraded, it will not have a
country as a whole, some fret the UK is
dramatic impact, he says.
too exposed to a single sector — that of
Employment versus
services — which is worth 75% of the
wage growth
country’s output. “That is a lot of eggs to
At 8.1% in May, unemployment has
have in one basket,” says Buckley.
remained gratifyingly low compared to
That is especially the case when
what is seen in many parts of Europe
the sector in question — and financial
and the US, though it is high by historiservices in particular — faces so many
cal standards. In May Spain had unemchallenges itself. The UK banking sysployment of 25%, though at the other
tem was and remains highly overleverextreme, Germany enjoyed a rate of only aged, and the medicine is proving tough
6.8%.
to swallow. The UK reduced the size of
Much hangs on this unemployment
state owned RBS’ balance sheet alone by
rate. If unemployment starts to rise the
£700bn, further pushing up borrowing
government’s revenues will come under
costs for business.
pressure and the economic outlook
The key will be bringing other seccould deteriorate quickly.
tors up to shoulder more of the burden,
The price the UK has paid for stanot to undermine financial services.
ble employment rates is stagnant wage
Manufacturing has been under considgrowth, in a process known as ‘internal
erable pressure, suffering a 3% drop
devaluation’. The UK’s flexible labour
over the past year, while services have
market allowed wages to contract to cre- increased by 0.5% in the same period,
ate more jobs. Meanwhile, productivity
and within that, business services and
in the UK has remained relatively weak.
finance have delivered 0.8% growth.
“The next leg of the recovery has to be
“The UK needs to reinvigorate its manuto increase productivity,” says
Gill. Governm
facturing
sector, which is also a solution
General
ent Debt
Meanwhile, the housing market has
to the problem of youth unemployalso probably put the worst of its troument,” says Diebel.
bles behind it now,
General UK dovernment debt
says Parker, and is
unlikely to fall much
more, with construc100
tion flat-lining. That
% of GDP
could help boost con80
fidence.
Even the UK’s
60
pension fund is well
40
funded, with continUK
gent liabilities very
20
low compared to simMedians
ilarly sized economies
0
such as Germany and
France, says Diebel.
“The UK pension sysSource: Fitch Ratings
tem is around 90%
2001

flees Italy, Spain and elsewhere, it may
continue to find a home in the UK, he
says.
As much as the government points to
external factors, be they European sovereign debt or freakish weather and extra
bank holidays, its own deficit reduction
plan is a crucial factor in the UK’s economic position. Two big concerns highlighted in a recent Moody’s report on the
UK are that growth might be too weak
to bring the deficit down, and the possibility that the government reneges on
its commitment to deficit reduction in
the face of faltering GDP growth figures,
says Buckley.
While politicians play up the tough
deficit reduction measures imposed by
the coalition government, in fact the deficit is being reduced at a moderate pace,
says Parker. Deficit levels are projected to
fall to 2% of GDP in 2013-14, and 0.5%
by 2015-16.
“It is useful that the government
has a credible medium term plan for
addressing the deficit,” says Gill. “As a
rating agency we don’t mind if it does
not hit every target, if it is broadly sticking to the plan. Contrast the situation in
the UK to what you see in the US, where
there is no political consensus about how
to deal with the problem. That makes it
much harder to see how they will close
their funding gap.”
Politics is always a risk, and a change
of government is always considered a
risk by the market. Although Labour is
playing its cards close to its chest, in
terms of economic policy, if the market
felt it was set to open the fiscal floodgates, the markets would surely respond.
The UK has automatic stabilisers built
into its fiscal framework in the form of
social security payments, such as unemployment benefits. “The fiscal framework
is countercyclical and the government
hasn’t done anything to change that,”
says Gill.
“I think the power of fiscal multipliers are currently larger than the power
of monetary multipliers,” said Hayes. “A
fiscal boost would be the most powerful
stimulus that could be administered to
the UK, but a material fiscal boost would
jeopardise the triple-A rating.” But the
longer GDP figures remain stagnated,
the greater the pressure will be to follow
this course of action, he warns.
“France is a good benchmark for
the UK,” says Hayes. “It has very similar
debt dynamics and a similar GDP. It is
paying 1% more than the UK to borrow,
though that is probably the maximum
effect the UK would see following a
downgrade, given France is also in the
euro.” However, a 1% increase in the

Bank Of England Profile

New King required
According to shadow chancellor Ed Balls, only superhumans should apply to be Mervyn
King’s successor as governor of the Bank of England. He might have a point. The job
has a vast range of responsibilities — many of them new — from monetary policy and
financial stability through to regulation of retail and wholesale banking, and insurance.
With such a bulging portfolio, there is a danger that the successful candidate might not
be successful for long. Phil Moore reports.

“I

can’t remember a time when
there has been a greater divide
between financial institutions in
the UK and the Bank of England,” says
one senior London banker, and it is by
no means a minority view.
If you agree with the slightly jaundiced argument advanced by Will Hutton
in 1995, that means the Bank has turned
180 degrees in a little over 15 years.
“The Bank’s overwhelming objective is
to sustain London’s position as an international financial centre,” he lamented
in The State We’re In. Hutton added that this
mission was even underscored by the
Bank’s location, “within a short walk of
all the key financial institutions”. This, he
said, was in marked contrast to the US
Federal Reserve (located in Washington
rather than New York) and the Bundesbank (on the outskirts of Frankfurt).
Today, the notion that the Bank of
England’s “overwhelming objective” is
to champion the City would probably
be regarded by most bankers as a joke in
poor taste.
Many say that under the governorship of Sir Mervyn King, the Bank’s
attitude towards the City has been characterised by disinterestedness at best and,
at worst, something approaching downright hostility.
The complaint is not confined to
bankers. A recurring theme of Alistair
Darling’s recent book describing his
turbulent 1,000 days as chancellor of
the exchequer from 2007 to 2010 is
the gulf between the Bank and the City.
“Part of the problem was that in the 10
years since we had given the Bank its
independence, the governor’s contacts
with the chief executives and chairmen
of the London banks had become less
frequent and somewhat distant,” Darling
writes in Back from the Brink. “The essential
day-to-day contact, to feel the pulse and
sense the ever-changing mood of these
unwieldy corporate entities, was just not
there.”

That made Mervyn
King very different
from his predecessor,
the late Lord George.
“Eddie George
knew exactly what
was going on in the
City,” says one. “On
any given day, Eddie
could tell you who
the top 10 sellers of
sterling were, because
he had such good
contacts in the City.
From left to right: Hector Sants, former chief executive of the FSA,
Mervyn couldn’t.”
That is not neces- Paul Tucker, favourite to be the next Bank governor, and Sir Mervyn
King, outgoing governor
sarily because King
is less sociable than
smaller scale may not have prevented
George, although he is naturally more
withdrawn than his gregarious predeces- the crisis. But it would certainly have
given the banks more breathing space
sor. When it was made independent in
and allowed for orderly resolution rather
1997, the Bank was relieved of its superthan panic.”
visory responsibilities, so that there was
Others say the Bank’s failure to spot
naturally less contact between the goverthat the turmoil of 2007 was fuelled by
nor and bank chiefs. In the boom times
lack of liquidity rather than capital ended
immediately after King’s appointment,
up turning a drama into a crisis. “One
that probably suited the governor and
of the reasons the crisis happened in the
the banks. But when the crisis struck, it
first place was that the Bank of England
was exposed as a vulnerability.
“By the autumn of 2007, I was being fell spectacularly short of understanding
what was going on in the run-up to it,”
told time and time again by bank chief
says one City figure.
executives that the Bank simply did not
It is not just investment bankers who
understand the problem they were facing, which was lack of liquidity,” Darling say the Bank of England dithered at the
start of the crisis. Hector Sants, former
adds.
chief executive of the Financial Services
Dream turns into a crisis
Authority, has said his recommendaLooking through the rear view mirror
tion in September 2007 that the Bank
today, that may seem obvious enough.
give Lloyds a loan to allow it to take over
But as the crisis bit, it was apparently lost Northern Rock was blocked.
on the Bank. “What I find remarkable is
A number of bankers agree that had
how much revisionist behaviour we’re
Lloyds been encouraged to step in before
now seeing at the Bank of England,”
it was too late, the worst of the crisis in
says Ian Gordon, analyst at Investec in
the UK might have been prevented. “The
London. “As an example, the recently
Northern Rock disaster could have been
announced Funding for Lending scheme sorted out much earlier, had Mervyn
is completely at odds with the poliKing not been so preoccupied with
cies adopted by the Bank in late 2007
moral hazard,” says one banker.
and 2008. Intervention then on a much
In normal circumstances, say bankers,
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King would have been absolutely right
to maintain his orthodox guard. But they
add that in the unprecedented circumstances of 2007, the last thing the banking sector or the wider economy needed
was an inflexible central bank.
In fairness to King, it is doubtful that
he or the Bank of England needs to take
any lectures from the City on how to
spot a crisis in the making.

Man of influence
The influence of personalities, say economists, means the choice of the next
governor will shape the evolution of the
City and the financial services sector.
Although the governor may no
longer be able figuratively to kill a bad
scheme with a raised eyebrow, it is as
well not to underestimate his or her
influence. “Individuals continue to wield
enormous power in setting the policy
framework, so the appointment of an
individual with a different approach
could be transformational,” says Gordon
at Investec.
Before this year’s Libor rigging crisis,
observers thought a virtual shoo-in for
the job was the deputy governor responsible for financial stability, Paul Tucker,
who has been at the Bank for 32 years
and is well regarded in the City.
Questions over Tucker’s perceived
role in the Libor scandal have not pushed
him out of the running. Odds published
by Paddy Power saw him slip behind
Lord Turner and Lord O’Donnell soon
after news of Libor-gate broke, although
Tucker has recently regained the lead (see
table).
Of these frontrunners, Adair Turner
would be the least popular choice in the
City, despite his strong credentials. The
former head of the Confederation of
British Industry, vice-chairman of Merrill
Lynch Europe and chairman of the FSA
has described much of what the City
does as “socially useless”.
Besides Tucker, popular candidates
Next Bank of England
governor — latest odds
Paul Tucker
Adair Turner
Gus O’Donnell
Jim O’Neill
Mark Carney
Selected others
Stephen Green
John Vickers
John Varley
Peter Sands
Hector Sants
Douglas Flint
Gordon Brown
Fred Goodwin
Harry Redknapp

6/4
5/2
11/4
9/2
11/2
7/1
20/1
20/1
25/1
33/1
33/1
200/1
300/1
1,000/1

Source: Paddy Power.
Odds taken on September 20 2012

in the City would include Jim O’Neill,
who has spent 31 years in the City, most
recently as chairman of Goldman Sachs
Asset Management.
While that background would be
comforting to the banking sector, it
would play less well in the court of public opinion, still hostile to investment
banks.
Another name discussed is Mark Carney, governor of Canada’s central bank,
who has reportedly ruled himself out
of the running. That, says one banker,
is a pity. “I think Carney would make a
big difference,” he argues. “Look at how
successfully he piloted Canada through
the crisis.”

Chairman rather than governor?
Whoever lands the position for an eight
year term beginning in 2013 is unlikely
to find the job easy. Indeed, shadow
chancellor Ed Balls has said only superhumans should apply.
Stuart Popham, chairman of The
CityUK, agrees that the current job
remit asks a lot of the holder. “To
expect one person to be the font of
all wisdom on areas ranging from
monetary policy and financial stability through to regulation of retail and
wholesale banking, and insurance, is a
lot,” he says. “This is why it might be
preferable to have a chairman of the
board rather than a governor, with specialist divisional managing directors.”
Concerns that too much power is
being placed in the governor’s hands,
under the Conservative government’s
policy to disband the FSA, augments
broader concerns about governance at
the Bank. Darling is one of a number
of observers who has called for reform.
“The Bank is an autocratic institution,
run by its governor,” Darling writes.
“It always has been. To invest so much
power in one man or woman runs
counter to any modern idea of corporate governance. The Court of the Bank
of England, to whom the governor is in
theory answerable, is an anachronism.”
A key part of the government’s
reshaping of the Bank is to establish a
Financial Policy Committee, in parallel to
the existing Monetary Policy Committee. An interim FPC began meeting in
June 2011.
When legally established, its primary
objective will be “identifying, monitoring and taking action to remove or
reduce systemic risks with a view to protecting and enhancing the resilience of
the UK financial system.” In June 2012,
chancellor George Osborne announced
an amendment to the Financial Services
Bill to give the FPC a secondary objective
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Former chancellor Alistair Darling MP: “Part
of the problem was that in the 10 years since
we had given the Bank its independence, the
governor’s contacts with the chief executives
and chairmen of the London banks had become
less frequent and somewhat distant”
of supporting the government’s economic policy.
Former Monetary Policy Committee
member Kate Barker is uncomfortable
about the creation of the FPC. In a recent
article, she argued that “the institutional
arrangements for the FPC are flawed,
and retain much of what proved to be
a weakness of the regime introduced in
1997.” She added that: “It is not clear
that the FPC’s creation will bring a significant gain in financial market confidence, and as both Bank and Treasury
documents acknowledge, it will be operating with a less clearly defined remit
and with less proven tools. More generally, having too many separate committees with their own remit raises risks of
both underlap and overlap.”
Others welcome the FPC’s mandate but question its timing. “I’m not
sure that the utterances of the FPC have
helped the recovery,” says one. “Nobody
would disagree that the banks need
higher levels of capital over the long
term, but asking them to hit higher capital targets quickly is probably unhelpful
because it forces them to shrink their
balance sheets.”
At a broader level, the consensus is
that while the UK authorities may not
have been as supportive of the City as
bankers might hope, neither the Bank
of England nor the Treasury has been
obstructive to the development of sterling capital markets.
“The Treasury has consistently sifted
new ideas for the development of the
sterling capital market,” says one senior
UK banker. “Be it through covered bonds
or the infrastructure funding initiative
through to schemes such as the SLS and
Funding for Lending, which are Treasury-driven and Bank-implemented, they
have been highly supportive.”

Paul Tucker Interview

Safeguarding stability
without stifling innovation
Paul Tucker is the Bank of England’s deputy governor with responsibility for financial stability. In
this interview with EuroWeek he sets out his vision for how financial governance in the UK should
work, arguing that the new Twin Peaks structure will be more effective than what it replaces. He
also sets out the case for Funding for Lending, QE and bailing in senior bank bondholders.
EUROWEEK: What are the key lessons to be drawn from
the crisis and from the strain it has put on bank regulation?
Tucker: The biggest general lesson is, never take stability for
granted. The most natural thing for market participants and even
for the authorities in a sustained period of prosperity or growth
is to assume that the world has become a less risky place.
Most crises share a number of common features, including
excessive leverage and maturity mis-matches. But they generally manifest themselves in a new-fangled form. Whatever the
CDOs of the day after tomorrow are going to be, people will
need to be alert to the risks they can bring, without stamping
on innovation.
EUROWEEK: How can that balance be achieved without
damaging the banking industry or the real economy?
Tucker: From the perspective of the City, the challenge is to
ensure the system is safe and sound without stifling innovation. From the perspective of the economy as a whole, it is
how to make the system safe without impairing the contribution that finance makes to growth.
In terms of the current policy agenda, it is important that
we complete the international work we’re doing on shadow
banking. Increasingly, the activity that banks undertook in the
past will be done via the capital markets through other, nonbank entities. This is precisely what happened in the US in the
run-up to the last crisis, with money market funds, SIVs, ABCP
conduits, monolines and so on. We can’t delude ourselves into
thinking that focusing on banks is going to be enough.

most important thing that the Financial Services Bill will bring,
because in the run-up to the crisis stability was taken for
granted.
EUROWEEK: Is there any conflict between the agendas of
the FPC and the MPC?
Tucker: There is some overlapping membership between
the two committees. The governor, the deputy governor for
financial stability, the deputy governor for monetary policy
and the markets director all sit on both. But it is important
to emphasise that everybody else on these committees will
have access to much the same information. Members of the
FPC are invited to sit in on the MPC’s monthly briefing, while
members of the MPC who aren’t on the FPC are invited to sit
in on the FPC briefing meetings, because we want to ensure
that the flow of information between the two is as smooth as
possible.
There’s no question of subordination. It is, though, fair to
say that there is a different rhythm to the work done by each
committee. One way of thinking about this is that the FPC
will be a first mover in terms of taking action to ensure the
stability of the system, which is its primary objective. If that
has implications for the short term growth trajectory — as it
sometimes may — then the MPC will be able to use interest
rates to adjust back the path of growth, as long as this is consistent with achieving its inflation target.
Conflicts or misunderstandings would be more likely to
emerge if both committees weren’t part of the same organisation and chaired by the same person.

EUROWEEK: Will initiatives such as the Financial Services
Bill help to safeguard against future crises?
Tucker: The Financial Services Bill does three things.
The first is that by introducing Twin Peaks it gives London
a dedicated securities regulator in the form of the Financial
Conduct Authority. That may have come a quarter of a century
late but it is a very positive step.
Second, it reconnects banking supervision to the lender of
last resort. I don’t think anyone believes it is 100% essential
that banking supervision takes place inside the central bank;
but I think everyone believes it is essential that there is a strong
connection between banking supervision and the lender of last
resort. Central banks need to be involved in banking supervision because they are the providers of liquidity when things
go wrong.
Third, it creates the Financial Policy Committee, whose job
is to ensure that during the good times there is one part of
the authorities that does not lose its focus on stability in the
financial system. This will help to ensure that society, the general public and Parliament keep their eye on stability, because
the FPC will be subject to the scrutiny of the Treasury Select
Committee of the House of Commons. That will ensure that
the FPC’s members remain very aware of what their duties
are. Creating dedicated machinery for stability is almost the

Tucker: “We can’t delude ourselves into thinking
that focusing on banks is going to be enough”
EUROWEEK: Why not merge the two committees?
Tucker: I would give two reasons for not doing so. The first
has to do with skill sets. On the FPC, you don’t need experts
on the labour market. But you do need people who know
about central counterparties, credit support annexes for derivatives, the technology of capital markets and so on.
On the MPC, however, we do need specialists on the labour
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market, as we have had over the last 15 years, rather than
financial infrastructure specialists.
That is a secondary reason for not merging the two. The
primary reason is that if we had, on the one hand, the PRA
(the micro supervisor) and, on the other, a combined MPC
and FPC, as the years passed and memories of this crisis
faded we would end up with underlap. The micro regulator
would focus on very micro things and the macro body would
focus on macroeconomic things, leaving systemic risk in the
financial system overlooked, which is exactly what happened
before.
The FPC is in many ways an institutional device to ensure
that a body of people focus intensely on the financial system,
come what may. Questions about how that connects to macroeconomic policy obviously exist. So they should be housed
in the same institution as the MPC — in other words, in the
Bank.
In my view, if this system had existed from the late 1990s,
we would have wanted the FPC to be urging changes in the
infrastructure around the credit default swap and securitisation
markets. Not because these were inherently terrible things. But
because they were innovations that grew at an exponential rate
without the infrastructure of more established capital markets
underpinning them.
Looking forward, this underlines the importance of, for
example, the international work on making greater use of
central counterparties and how vital it is to ensure that any
distressed CCPs can be resolved without taxpayer solvency
support.
There is a risk at the moment that people assume all the
FPC’s interventions will be cyclical-type measures making
banks increase or reduce their capital. Sometimes they will
be. But over the next quarter of a century, its interventions are
just as likely to be related to the structure of markets, trying to
make markets develop in a safe and sound way.
I don’t think this is anti-innovation. If anything, it’s proinnovation. As authorities we can be more relaxed about
innovation if we have the wherewithal to ensure we have the
appropriate infrastructure — in the broadest sense — around
it.
EUROWEEK: Would the FPC have been able to identify the
weakness in Northern Rock’s business model?
Tucker: There was a focus in the Bank on the reliance — or
over-reliance as it turned out — on wholesale funding. That
would have come under greater scrutiny, and so action would
have been more likely, had there been an FPC able to make
statute-backed recommendations to the micro regulators.
EUROWEEK: Is any consideration being given to moving
towards a range-based rather than a point-based inflation
target?
Tucker: I remember very clearly why the UK moved away
from a range to a point target in 1997 when the Bank was
made independent. This was that if you have a range, the market and the country more generally are typically uncertain
about what you’re trying to achieve.
Related to that, there is the question of whether you as the
unelected officials on the committee are choosing society’s
inflation target, rather than government determining what it
should be.
A provision in our mandate that we have used actively
is that we aim to achieve 2% inflation in the medium term,
but if inflation gets pushed away from target by, say, oil price
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movements, we don’t have to get inflation back to target
immediately because that would risk undesirable volatility in
output and unemployment. We don’t have to create recessions
to get inflation back to target quickly in the event of an oil
price hike.
EUROWEEK: We hear repeatedly in the press that the culture of banking needs to change. Is it the Bank of
England’s responsibility to try to drive this change?
Tucker: I think society should be able to bring about the
changes it wants, and the political process needs to be at the
centre of it, of course.
In the new UK system it will be the Financial Conduct
Authority which ensures that conduct rules are obeyed at desk
level in all firms. The Bank of England’s job is to make sure that
those firms are safe and sound. But there is a vital cultural element, and the Bank can make an important top-down contribution to that through its relationship with boards.
On the prudential side this isn’t about writing a rule book
which it is legitimate for firms to find their way around. The
criteria for being a bank must be to run your business prudently and to have adequate capital and liquidity. Those are
elements on which the views of management and supervisors
might sometimes differ.
To say a bank has obeyed the rules but legitimately exploited the loopholes is to miss the point. This is changing the
nature of the relationship between the prudential supervisors
and the banks. And that can contribute to cultural transformation in the banks.
EUROWEEK: Does the Independent Commission on Banking make banking safer?
Tucker: The government’s plans for implementing the ICB
will be a good thing, in that it will make it somewhat easier to
resolve banks. It will also make transparent the amount of capital dedicated to the domestic intermediation business and the
amount allocated to other areas. That will shed some light on
how much of universal banks’ activity is focused on business
that British society cares about. So we hope that the government’s proposals on this are implemented as soon as possible.
EUROWEEK: How long will banking stay on the naughty
step in the view of the public?
Tucker: The reputation and standing of banking will be
repaired only slowly, and as the reality improves.
There are roughly 15m people unemployed in the Western
world because of this financial crisis, which is dreadful. I think
people will remain focused on bank reform until economic
recovery is secured. The scandals won’t start to recede from
public and parliamentary focus until the banks can demonstrate that they are focused on delivering services and dealing
with their customers in a straightforward way.
EUROWEEK: So is banking moving towards a utility
model?
Tucker: The payment side will do so. But the capital market
side won’t be like that. The capital markets aren’t a utility. But
they are incredibly important for allocating capital for efficient
use, not only within countries but across borders. We live in a
globalised world. Savers from the other side of the world are
investing in projects here and vice versa.
Re-regulation of the system is not inconsistent with the
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City thriving and prospering. The Bank of England I joined [in
1980] believed the City would only prosper if its firms were
safe and sound and their management and staff were honest.
This was not some pious belief. It was based on the fact that the
City of London takes savings from around the world and sends
them back out to other parts of the world. If people are going
to put their surplus savings in London they have to believe
in the rule of law and the solidity of the firms they’re dealing with. What’s good for the domestic economy is exactly the
same list of qualities that have allowed the City to thrive over
well over a century. That needn’t involve suppressing innovation.
The banking parts of the City have had a big and deserved
setback. But it has had setbacks before. It can recover both in
terms of the services it provides to the UK domestic economy
and its international role. The authorities need to be resolute in
ensuring that that happens. But people in the City need to be
thinking about re-earning credibility all of the time. It’s best
thought of not as a competition between
financial centres but people trying to do
their jobs as well as they can.
EUROWEEK: Let’s move on to
growth. Are you encouraged by the
banks’ response to Funding for Lending?

Tucker: Technically we could do more. It’s just a question of
what we think the risk to inflation would be.
I don’t think we should just have one option in these circumstances, which is why we are pleased to have launched the
Funding for Lending Scheme.
QE works by effectively bypassing the banks, which is not
easy to grasp, given that the reserves end up with banks. But
the essential channels are through the non-bank part of the
financial sector, whereas Funding for Lending is designed to
make the banks work more effectively.
EUROWEEK: Is Funding for Lending aimed at any particular sectors?
Tucker: It’s aimed primarily at household and SME lending.
The biggest companies don’t need a scheme like this because
they can access the capital markets directly and more cheaply.
One of the things I see happening
is more financial intermediation going
into the capital market, which I suspect
will be an important development on the
continent over the coming decade or so.
EUROWEEK: On the subject of the
capital market, what are the Bank’s
views on bail-in?

Tucker: I think Funding for Lending can
help. I was very keen that it be introTucker: In my capacity as chair of the
duced. There are no silver bullets. People
Resolution Steering Group of the Finanrightly point out that there may be weak
cial Stability Board, I think a bail-in
demand for credit. Of course that’s an
resolution power will make life much
element. But the Bank should do what
easier for everybody. The G20 leaders
we can to alleviate problems in credit
have agreed that there should be a bail-in
supply, consistent with staying within
tool so that where a financial instituour remit as a central bank.
tion is in severe distress — and would
Tucker: “Everybody would have
We’ve designed a system which
been a lot worse off without QE” otherwise be going into liquidation —
incentivises the banks to lend more
bondholders take losses after equity and
and alleviates the pressures from the
subordinated debt is extinguished. But
euro area crisis on their funding costs. The UK banks are not
they would take those losses anyway if the firm went into liqresponsible for the problems in the euro area, so there is no
uidation; bail-in effectively transfers ownership of the firm to
moral hazard issue.
them.
It’s early days, but the level of interest from banks and
This is often seen as a threatening and radical idea. It’s new,
building societies has been high. So we think it will help grad- but I don’t think it’s especially radical; it does for banking
ually to repair the economy.
what Chapter 11 in the US does for non-financial companies.
And I certainly don’t think it’s threatening, in that every day
EUROWEEK: Presumably Funding for Lending acts as a
and every week non-financial firms are going into adminiscomplementary stimulant to quantitative easing.
tration or liquidation here, or into Chapter 11 in the US and
bondholders are taking losses. All we’re saying is that that
Tucker: In 2009, QE played a very important role in helping
ought also to be the case for banks and dealers as well.
to avert disaster. There is an understandable debate about the
The merit is that it can avoid the destruction of value
distributional effects of QE, but without it, everybody would
entailed by liquidating the whole of the bank and selling all
have been a lot worse off.
the assets, with bondholders taking losses only once that procThe economy has moved sideways for a few years, which is ess of realisation is complete. Instead, by making an estimate
uncomfortable for everybody. But it is much better than sliding up-front of what the loss would be if the good parts of the
into some modern version of the Great Depression.
business kept going, the losses borne by bondholders can be
We still think QE works, even if in some respects it does
much smaller. The FDIC’s research has found that if a bail-in
not have the same bite it used to have. We essentially buy Gilts
power had been part of the resolution regime, losses to the
from long term institutions. That gives them money in the
Lehman bondholders could have been smaller and the busiform of deposits with banks, which are fairly unattractive in
ness would not then have unravelled in such a disorderly way.
terms of returns and risk. So that increases their demand for
More generally, this is good for banks and the wider investsterling corporate bonds, which since QE began have been
ment management community because we need the rules of
issued by many more companies than usual. Some have used
capitalism to apply to finance. You earn returns by taking risks,
the proceeds to pay back bank loans, which delivers benign
and sometimes the risks crystallise. Up to now the downside
deleveraging.
has fallen on the taxpayer while any upside has gone to management and shareholders. Society isn’t going to tolerate that,
EUROWEEK: How much fuel is there left in the QE tank?
and nor should it.
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London as a Financial Centre

Culture change needed to
guard City’s global leadership
The City is blessed with many gifts: timezone, language, people and legal system. But
the self-inflicted scandals and crises of recent years have tarnished the Square Mile’s
reputation, resulting in its status being questioned. Those gifts are still intact, but only
a wholesale change in culture can enable the City to safeguard its title as the world’s
leading international financial centre. Philip Moore reports.

R

emember the dire warnings
at the end of the 1990s about
London’s prospects? Jim O’Neill
does. “In the days immediately before
the launch of the euro, it was fashionable to argue that Frankfurt would take a
lot of market share from London,” says
O’Neill, chairman of Goldman Sachs
Asset Management. “Look what happened to that theory.”
The argument had widespread support at the time. The Economist cautioned
in February 1999 that “after the euro’s
first month, London is still the top dog
among Europe’s financial centres. But it
may not stay that way unless Britain joins
the single currency.”
Member of Parliament John Redwood, who chairs the Conservative
Party’s Economic Competitiveness Policy
Group, also recalls the predictions of
London’s imminent demise. “I remember being the recipient of a lot of heartfelt advice that if Britain didn’t join the
euro, all trading in the new currency
would take place in Frankfurt and Paris,”
he says.
These warnings proved groundless.

London not only survived the arrival of
the single currency — it prospered, just
as its champions said it would. None
was more confident about the outlook
for London than the late Eddie George,
governor of the Bank of England at the
time of the new currency’s launch. He is
reported to have shrugged off its threat
by saying that “the euro is just a bigger
Deutschmark”.
Sure enough, Frankfurt has failed
to capitalise on its location as the
European Central Bank’s headquarters
to mount a credible challenge — so
far.

FX king
Proof of London’s resilience is perhaps most strikingly visible in foreign
exchange trading, one area where the
Square Mile was expected by some to
pay a heavy price for the UK’s exclusion
from the euro.
Yet data from TheCityUK at the end
of August show that London’s share of
global FX trading rose from 32% in
2002 to 38% in April 2012. That puts it
well ahead of the US (18%), Singapore

Jim O’Neill,
Goldman Sachs AM

“I’m in London
rather than New
York because
from here I can
communicate
with people in so
many different
parts of the world
throughout the
working day”

(5%) and Tokyo (5%), all of which have
lost market share over the same period.
As to the broader threat from Europe,
London-based bankers say Europe has
been huffing and puffing in the City’s
direction for decades, but has scarcely
managed to disturb a weather cock, let
alone blow down the door.
Today, they say, the European
threat comes less from any initiatives
that Frankfurt or Paris may be making to strengthen their credentials as
financial centres.
Instead, it comes from regulatory
and tax pressures. The proposed financial

Clouds on the horizon or a bright future? London faces many challenges — but has the resilience
and skills to stay competitive, if it gets its standards right
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transactions tax, for example, enthusiastically backed by the new French president, François Hollande, among others,
would raise an estimated €50bn, 60%70% of it squeezed out of London, by
some calculations.
The House of Lords EU Sub-Committee on Economics and Financial Affairs
was very clear about the potential impact
of the FTT — on Europe and London
— in a report published in March. “The
proposals place the City of London under
severe threat and are likely to force financial institutions to relocate away from the
UK and the EU as a whole,” it warned.
Another new element that could
marginalise London is the likely consolidation of the eurozone, with its
own banking union.
The UK’s decision to stand aside from
the EU’s attempts to solve the euro crisis,
rather than helping, has put it in a weak
position to demand that it remains the
financial centre for the euro.
Nevertheless, on balance, bankers
appear relaxed about the threats to London’s pre-eminence as a financial centre,
not least because all the City’s wannabe
competitors in the EU will be affected by
the same regulatory tourniquet. “I think
the City will continue to thrive because
it won’t just be London that is subject to
greater regulatory pressure,” says Patrick
Foley, chief economist at Lloyds Bank.

An accident of geography
One of London’s competitive trump
cards is an accident of geography. “Until
London is physically towed into a different time zone, it will remain the world’s
leading financial centre,” says one senior
London banker.
O’Neill agrees. “One thing that won’t
change is people’s need to sleep,” he says.
“I’m in London rather than New York
because from here I can communicate
with people in so many different parts of
the world throughout the working day.”
There are plenty of other arguments
that underpin London’s leading position.
One of these is the UK’s legal system.
“It’s worth remembering that 50% of
the world’s commercial contracts use
English law as their foundation,” says
Chris Cummings. He is chief executive
of TheCityUK, created in 2010 to champion the financial and professional services industry internationally.
“If you’re a Russian wanting to do
business with somebody in China, being
able to do so using English law gives
both parties confidence,” he adds.
Another invaluable asset London
has built up in recent decades is its reservoir of people and infrastructure. “No
other financial centre has anything

approaching the concentration of talent, capital or ancillary infrastructure
that London has,” says William Fall, global head of financial institutions at RBS
— though many New Yorkers would
snort at the claim.
Cummings echoes this view. “I’m
not sure people grasp the value of the
cluster concept London has developed,” he says. “The seven stages of the
life of every financial transaction can
all be completed within the Square
Mile. You don’t get that in Paris or
Hong Kong.”
Bankers say London’s people enjoy
a competitive edge both qualitatively
and quantitatively. “Innovation may
have limited resonance in the current
market environment, but the City of
London’s greatest strength remains its
ability to adapt within a changing regulatory framework,” says Paul Staples,
head of UK corporate finance at BNP
Paribas in London.
This all leaves most City workers
confident that London faces no immediate danger of being dethroned as
Europe’s leading financial centre.
“Will the City survive? Absolutely, it
will,” says Stuart Popham, chairman of
TheCityUK and vice-chairman of EMEA
banking at Citigroup in London. “To
my mind, the more relevant question
is whether it can retain the percentage
of the world’s business that it is doing
today. That is far less certain, and will be
driven mainly by macroeconomic factors. But the government should do all
it can to maintain the attraction of the
UK.”

City driver
Each percentage point of market share
matters a good deal to the UK, given
the importance to the economy of the
financial services sector. According to
TheCityUK, financial services contributed £115bn to the UK economy in
2010, accounting for 8.9% of total
economic output. This compares with
8.4% in the US, 5.8% in Japan, 5.3% in
Germany and 5.1% in France.
UK professional services “closely
associated with the financial sector,
namely accounting services, legal
services, management consultancy
and maritime services” contributed a
further 4.6%.
Critically, much of this economic
contribution is non-UK business conducted by financial services companies
based principally in London. According
to TheCityUK, “the UK is the largest centre for cross-border banking with 19%
of international bank lending in September 2011. It was also the largest centre

John Redwood MP

“I was the
recipient of a
lot of heartfelt
advice that if
Britain didn’t
join the euro,
all trading in the
new currency
would take place
in Frankfurt and
Paris”

for cross-border borrowing (21%). London has the most foreign banks [251 at
the end of March 2011], ahead of New
York, Paris and Frankfurt.”
In other words, the concept of
“Wimbledonisation” is alive and well.
This is the term coined by Stanislas Yassukovich, after the sale of Kleinwort
Benson to Dresdner Bank in 1995, to
describe a City that hosted a prestigious international tournament without
having a national champion capable of
winning it.

EC1 or SW19?
Wimbledonisation also looks as though
it may be poised to take a firmer hold
on London that at any time over the last
10 or 15 years, given the recommendations of the Independent Commission
on Banking at the end of 2011. “London
will survive but the UK banks will play
a smaller role, because ring-fencing will
make it more difficult for them to be
major players in investment banking,”
says one banker.
The likelihood of the UK banks
playing a diminished role in the market has been strengthened now that
Bob Diamond, who has probably done
more to reverse the process of Wimbledonisation than any other banker,
has been thrown to the wolves. Think
what you will about his role in the
Libor scandal: Diamond transformed
Barclays from a plodding also-ran into
one of the most successful investment
banks in the world.
With the stakes so high for the UK
economy, however, the risk for London
is complacency — especially at a time
when there appear to be more threats
to the City than at any time in recent
memory. Linked to the challenges
posed by regulation and tax, for example, are broader cost pressures on the
financial services industry.
“A degree of offshoring is already
taking place as profits are reduced and
ROE falls,” says Popham. “In the first
wave, we saw a number of administrative, functional jobs being relocated to
lower-cost centres such as India. Now
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ernor of the Bank of England, then the
“There is a
first chairman of the Financial Services
genuine desire
Authority. “What is happening to City
among the banks
standards over time?” he asked. “Are ethto change their
ical standards in the City on the decline?
culture and
Are they really much worse than they
to repair the
were in the past?”
damage that has
These questions are every bit as
been done in
relevant today as they were in 1999,
recent years”
when Davies had plenty to be stern
Stuart Popham,
about as he rattled off a list of what he James Garvey,
TheCityUK
called “accidents” that had tarnished Lloyds Bank
the City’s reputation. There had been
we’re starting to see some of the higher
the demise of the fraudulent bank
the City. “For him to have used the word
level jobs go as well. It’s not a torrent,
BCCI and the collapse of Barings.
‘cesspit’ to describe the City, given his
but it’s noticeable.”
There had been Blue Arrow, Guinness,
position, is ridiculous,” says one. “If we
The pace of globalisation, too, which
Barlow Clowes and Robert Maxwell.
had had a strong leader, he would have
is moving the world’s centre of gravity
And there had been the Hammersmith been removed from his job.”
eastwards, is bound to mean cities such
& Fulham local authority dabbling
Lukewarm support
as Shanghai, Hong Kong, Singapore —
in interest rate swaps with a nominal
More broadly, however, London bankand even Mumbai and Dubai — gaining
value 25 times the capital base of the
ers say the coalition government has
market share in the medium term.
authority as a whole.
been surprisingly lukewarm in its supAfter Libor
Old friends or new enemies?
port for the City.
Foremost among the challenges facIn many ways, however, the threats that
“There hasn’t been a particularly
ing London, today, however, is repairthe City faces today are very different
strong endorsement of the financial
ing the damage done to the City’s
from those of 1999 — and, arguably, far
services by this government,” says one.
reputation by a succession of selfmore intractable.
“This means that no financial instituinflicted disasters, the most recent of
They are probably best summarised
tion making a decision about where
which have been the Libor scandal
by Tim Skeet, managing director in the
in the world to invest has a clear idea
and mis-selling of interest rate swaps
financial institutions group at RBS. A
of which way government policy is
to UK SMEs.
Londoner who has worked for a cosmomoving from one month to the next.
There is nothing new about conpolitan list of banks since arriving in the
That is in marked contrast to its policy
cerns being raised over the probity of
City in 1981, Skeet admits to “verging
on corporate tax, which is much more
the City of London. Again, it is instrucon pessimism” about the City’s future.
supportive.”
tive to wind the clock back to Novem“For the first time in living memory,
Traditionally, London could also
ber 1999, to a sombre and introspecit feels as though politicians and those
depend for support on the Bank of Engtive speech delivered by Howard
responsible for regulating the City have
land, seen as a stalwart ally. No longer. If
Davies.
adopted a much more rigorous and
Vince Cable is public enemy number one
“I think we have to recognise, sadly,
intrusive approach to the financial servfor many in the City, Bank of England
thatMain
the City’s
image
is
not
all
it
might
ices
industry,”
he
says.
governor Mervyn King is not far behind.
countries for foreign exchange trading
be,” said Davies, a former deputy govTrue enough. After all, time was that
“King’s tone towards the City over the
the City could
last 18 months has been more antagoMain countries for foreign exchange trading
look for supnistic than anyone believed possible,”
port to the
says one London banker.
Conservative
In the past, the City could also
% share (April)
Party, long
look to the broadsheet newspapers
100
regarded as its
for balanced and objective coverage
natural friend.
of its affairs. Some doubt that now.
That no longer The mock-up of the bosses of all four
Other
33.0%
33.9%
seems to be
UK High Street banks behind bars, for
36.5%
35.3%
80
the case, with
example, which appeared in one of the
the business
Sunday papers soon after news of the
5.6% Singapore
5.3%
secretary
in
a
Libor scandal broke, was crass and
5.7%
5.6%
60
5.4% Japan
6.2%
Conservativevitriolic.
5.9%
7.6%
led coalition
It was sections of the press, say
17.9% US
17.9%
bewilderingsome
market observers, that were as
17.4%
18.2%
40
ly hostile to
responsible as any other party for the
the City. Few
downfall of Bob Diamond. “My belief is
bankers will
that the UK regulators were not plan20
UK
say
so
in
pubning on taking further action against
38.1%
36.7%
34.6%
32.2%
lic, but there
Bob Diamond until the build-up of
is widespread
the political-media firestorm,” says Ian
fury at Vince
Gordon, analyst at Investec in London.
0
2 004
2 007
2 010
2012
Cable’s bellig“I believe Bob Diamond was ultimately
Source: Bank for International Settlements; TheCityUK estimates
erence towards forced out by the regulators as a face-

“The government
should do all it
can to maintain
the attraction of
the UK”
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saving device in response to public
reaction to the Libor story.”
In its Libor report, the Treasury
Select Committee, chaired by Andrew
Tyrie, lends weight to this argument,
saying that “regulators should not
decide the composition of boards in
response to headlines”.

Healing wounds

“We may look
back to Libor
as the end of a
period of excess
that began with
Big Bang”

The graduates joining now are realising that there won’t be the same level of
compensation that there was in the past,
which means they aren’t coming into
the industry with expectations beyond
the possible.”
That can only be healthy if it kills off
some of the most outrageous excesses of
the past. The City can certainly do without episodes such as the £44,000 lunch
enjoyed by a quintet from Barclays Capital at a London restaurant in 2002.

Chris Cummings.
With all this said, it behoves all in the
TheCityUK
City to remember that the UK government had to provide, at peak, £955bn
Champion coconut needed
of support to the banking sector,
recent years,” he says.
If the City is to persuade the powerful
according to the National Audit Office,
That, Garvey adds, is changing the
and hostile court of public opinion that
when the financial crisis exposed the
fundamental character of banking in
excesses of this kind will not be tolerated
industry’s weaknesses and follies.
a number of ways. One is that it is
in future, it needs a strong voice to put
Views are mixed on how the City
making banks look much more like
its case.
should set about rebuilding the trust
utilities. “I think what politicians and
The problem, say bankers, is that
it has lost. O’Neill says only time can
taxpayers want is a secure and transvery few people are prepared to risk
bridge the abyss that has opened up
parent banking industry that offers
having public opprobrium heaped
between the City and the general
reliable and high quality service delivupon them by standing up for the City
public. “The emotions surrounding
ery,” he says.
the issues will only fade with time and
Garvey says, however, that the chal- publicly. As one banker says, it is understandably difficult to find anybody
some sort of broad-based economic
lenge for the City will be to move
willing to argue the City’s corner on a
recovery in the UK,” he says.
towards a lower-profile, utility-style
BBC current affairs programme, given
At TheCityUK, Cummings believes
model while not losing its capacity to
today’s anti-banker Zeitgeist. “It would
the process of rehabilitation has
innovate. “Industries make progress
be like volunteering to be a coconut
already begun, and that history may
through innovation,” he says, “and
and have things thrown at you,” he
view the Libor scandal as a turning
there is a risk that we create a banksays.
point that altered the culture of the
ing industry that frowns on all forms
Even identifying a suitable figure
City for good. “We may look back to
of innovation. That is not surpristo stand in this firing line, say bankLibor as the end of a period of excess
ing, when you think where innovaers, looks like a tall order today. “When
that began with Big Bang,” he says.
tion took us. But we must not lose the
I was growing up in the City 25 years
Many senior London bankers agree.
capacity to deepen the capital markets
ago, there was no shortage of well“I think much of the culture of the City
or to create hedging solutions for cusrespected individuals from the banking
has changed since the beginning of
tomers by discouraging creativity.”
or institutional fraternity who could act
the financial crisis,” says one. “Banks
Losing some glamour
as a trusted voice for the industry,” says
have made a big effort to remove the
Whether innovation becomes a casualty
one. “Today, the City lacks a champicowboy elements in recent years.”
of lower pay in the banking industry
on who could present the case for the
James Garvey, head of capital marremains to be seen.
defence consistently and authoritatively.
kets at Lloyds Bank Wholesale Banking
“Much of the glamour has gone out
In other words, we need more than the
& Markets in London, also believes the
of banking, which is probably a good
occasional contribution of Boris Johnfinancial services industry is committed
son to the Evening Standard.”
to long term change. “There is a genuine thing,” says one London banker. “In
the past, we attracted too many people
Volunteering to stand on a soapdesire among the banks to change their
FINANCIAL SERVICES CONTRIBUTION TO GDP IN ADVANCED ECONOMIES
box for the City today may sound like
culture and to repair the damage done in to the industry for the wrong reason.
a thankless and even self-defeating
Financial services contribution to GDP in advanced economies
exercise. But one banker says there is an
encouraging precedent in the way private equity nursed its reputation back
% share of GDP, 2010
to health some years ago.
He says that under Simon Walker,
2.9
who became chief executive in 2007,
8.4
the British Private Equity & Venture
Capital Association (BVCA) success0.2
5.9
fully rebuilt a case for private equity,
5.8
Net exports contribution
whose reputation was badly damaged
5.1
5.1
Domestic contribution
at the height of the leverage boom.
“Walker was very open about the
unpalatable aspects of private equity,
but at the same time he successfully
mounted a solid case based on its posiUK
US*
Japan* Germany France*
tive features,” he says. “Today, we need
*Contribution of financial services net exports to GDP is negligible in these countries
somebody to do the same for the broadSource: Ofﬁce for National Statistics / National sources
er financial services industry.”
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London as a Global RMB Hub

China’s RMB crucial
to London’s future
For London to remain the most important global financial centre, it will have to be the
leading renminbi financial centre outside Asia. Phil Moore reports.

T

he Olympic Games came at
an auspicious time for those
eager to develop and promote
London’s role as the leading renminbi financial centre outside Asia.
Janet Ming, head of the China desk
at Royal Bank of Scotland in London,
was among those invited by the British government to attend an event
laid on for a high-level delegation of
visitors from China to coincide with
the opening of the Games.
“Prior to the opening ceremony,
the government hosted a series of
events throughout the UK for a delegation of CEOs from the China Enterprise Club, which represents companies accounting for 60% of GDP, 50%
of tax paid and 80% of employment,”
says Ming. “So it is a powerful delegation and the UK is very focused on
encouraging its members to understand and invest in this part of the
world.”
The UK has already made impressive headway in establishing itself as
a bridgehead for Chinese investment
into Europe. Speaking at the China
Securities Summit in April, Mark
Hoban — then financial secretary to
the Treasury — said that the UK was
the number two destination for Chinese foreign direct investment (FDI)
in Europe. “China is already the UK’s
largest goods export market outside
the US and EU,” he said, “while the
UK is the second largest EU investor
in China by value.”
That strengthening trade relationship, say bankers, provides a solid
platform upon which London can use
its pedigree as a financial centre to
position itself as the leading hub for
renminbi business outside Asia.
It is easy enough to see why London is determined to ensure that it
does not allow the opportunity to play
a pivotal role in the internationalisation of the renminbi to slip through
its fingers. According to the latest
data published by Swift, in July 2015
the RMB moved up one position to

become the world’s 15th most used
“The immediate
payment currency, with a market share
priority should
of 0.45%, up from 0.43% the previbe to create the
ous month.
most effective
This share is only going to
way of financing
increase, as China increasingly puts its
trade, and, over
weight behind the continued internathe longer term,
tionalisation — and ultimate convertto support the
development of
ibility — of its currency.
a Chinese capital
Mark Boleat agrees. In May, he
Mark Boleat
market”
became chairman of the Policy and
City of London
Resources Committee of the City of
London, which earlier this year set up
be based on evolution rather than
a new initiative on London as a cenrevolution. “Developing a financial
tre for RMB business with the vision
market is not like building a railway,”
of “developing London as a Western
hub for the international RMB market, he says. “The priority at the moment
complementing Hong Kong and other is to gradually increase volumes and
liquidity across the market.”
financial centres”.
In the Dim Sum bond market, this
Advantage London
liquidity is gathering momentum,
“Our starting point is that London is
albeit slowly. In April, HSBC launched
the world’s leading financial centhe first London-listed RMB-denomitre and the main hub for foreign
nated bond, demand for which comexchange trading,” says Boleat. “If you fortably exceeded expectations. HSBC
combine that with the growth of the
set out to raise Rmb1bn ($158m); in
Chinese economy and the growing
the event, demand for the three year
importance of the RMB in internatransaction allowed HSBC to print a
tional financial markets, clearly LonRmb2bn bond, 60% of which was
don is ideally placed to be a major
placed in Europe.
centre for RMB trading.
The HSBC deal was followed in
“Today, a lot of China’s trade with
July by a Rmb166m two year issue
the rest of the world is still denomiby Banco do Brasil, via its London
nated in dollars,” Boleat adds. “That
branch. At £17m (equivalent), the
isn’t efficient for China or for busiBrazilian transaction was minuscule,
nesses outside the US, so the immebut in terms of its size a much more
diate priority should be to create the
significant issue was launched in
most effective way of financing trade,
August by ANZ. This was a self-led
and, over the longer term, to support
Rmb1bn three year transaction issued
the development of a Chinese capital
off ANZ’s EMTN programme which
market.”
was sold to 30 investors.
There have been a number of
Beyond the Dim Sum market,
clear landmarks in the evolution of
meanwhile, Standard Chartered has
London’s development as an RMB
become a prolific issuer of RMBhub. Since September 2010 these
denominated commercial paper out
have built on the signing by the Brit- of London. And in May, ICBC became
ish and Chinese governments of a
the first Chinese bank to issue an
joint communiqué on the establishRMB-denominated CD via its Lonment of an offshore RMB market in
don subsidiary, with the launch of its
London.
Rmb100m issue timed to coincide
As Boleat says, however, the long
with the first Hong Kong-London
term development of this market will Forum.
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Equity Capital Markets / Exchanges

London builds on
exchange strengths
The London Stock Exchange stands at the centre of the UK’s appeal as an international
financial centre. It has long been a magnet for domestic and foreign companies seeking
equity capital but competition is rising as rivals — in developed and emerging markets
— have upped their games. Nick Jacob reports on efforts to ensure that London rises to
the challenge.

L

ondon’s success over the last decade has been in establishing itself
as the international listing venue
of choice for companies from the European emerging markets and international companies of all stripes.
Richard Cormack, head of EMEA
emerging markets ECM at Goldman
Sachs in London ticks off the list of
advantages. “Investors are more comfortable with companies that are listed
in London as opposed to some of the
home markets because of the additional
liquidity, the corporate governance, the
settlement systems they are plugged in
to, and the fact that there are no currency issues.”
The LSE emphasises the breadth of
its offer to companies. The market is
divided into the main market with premium listings that imply full disclosure
and governance standard and standard
listings often used by Russian and other
issuers of global depositary receipts.
There is also the Alternative Investment Market that offers a lighter-touch
regime to appeal to smaller and growth
companies.
“Choice is incredibly important from
both an issuer and investor perspective
and I think we offer more than other
exchanges, from the main market, to
the enormously successful International
Order Book and GDRs,” says Alastair
Walmsley, head of primary markets at
the LSE. “We want to give people access
to geographical diversity and sector
diversity with the right standards of
corporate governance overlying it all.”

Governance rules OK
London’s historical track record has
given it long-term advantages over
would-be competitors, particularly in
sectors such as natural resources. While
liquidity is in some senses global, when
companies have to choose where they
want to IPO, London is the inescapable
conclusion for those in many sectors,
says Darrell Uden, co-head of EMEA
equity capital markets at UBS in London.
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Alastair Walmsley,
LSE

“My job is to
make sure that we
remain the listing
venue of choice
and the best tool
I have to do that,
is to help ensure
that the whole
ecosystem in
London remains
as strong as it has
been”

“The point around sector is very
relevant,” he says. “For many it’s now a
question of perhaps arguing a case of
why should you list elsewhere given
that London has established itself at
the centre of those sectors in terms of
investor liquidity, and is where corporate governance excellence now sits.”
Christopher Smith, head of UK equity capital markets at UBS in London,
says that governance is a key factor.
“The perception of London is the reality: there is a governance framework
that will give companies looking to list
a better valuation.”
The corporate governance regime
in London is based around the concept of “comply or explain”. It sets out
companies’ obligations in five areas —
leadership, effectiveness, accountability,
remuneration and shareholder relations.
Adherence to all aspects of the regime
is not obligatory — it is based on the
understanding that not every firm is
identical — but insists that non-compliance requires an explanation.
One of Walmsley’s first public initiatives after taking over as head of
primary markets in June — he was
previously an equity capital markets and
corporate broking executive at Morgan
Stanley — was the publication of a 200
page guide to the corporate governance regime, with contributions from a
score of the law firms, advisory houses
and banks that make up the London
eco-system.
“Ultimately we believe in corporate
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London’s position as an international centre depends in part on the LSE continuing
to be leader in Russian new listings
governance because it has benefits to
the business and benefits to the investors,” says Walmsley.” But there are
reasons why not every aspect of the
UK corporate governance code makes
sense for every single company. That’s
why the principles-based approach of
comply or explain works so well.”

Winning in Russia
Those corporate governance standards give the foreign issuers that list
in London a stamp of approval and
access to an international investor
base that is, as a result, happy to buy
into companies from emerging markets that don’t have such a investorfriendly reputation.
Nowhere exemplifies that better
than Russia — by the far the largest European emerging market, and
one that as it develops will create
dozens of multi-billion dollar firms,
whether state or privately owned, that
are eager for equity capital. As such,
London’s position as an international
centre depends to some degree on
continuing to be the leader in Russian
new listings.
So threats to the Russian listings
business, then, are not good news for
London. But the UK’s big fund managers have become increasingly nervous about some high-profile cases of
corporate governance breaches at a
handful of emerging markets firms
that had full premium listings and
inclusion in the FTSE indices. Some
funds had been forced against their
judgement to invest because of index
mandates or benchmarks, leading

to pressure for a review of the FTSE
index eligibility rules in December.
Instead of foreign-based companies that had obtained a premium
listing with a UKLA exemption to
the minimum free-float requirement
being able to get in, the FTSE introduced tougher rules. UK firms would
need a minimum 25% free-float to
be index-eligible while foreign-domiciled firms would have to pass a 50%
threshold.
So now, instead of Russian firms
exploring the possibility of moving
from GDR to premium listings —
and getting into the big FTSE indices
— the focus has once again been on
the GDR market.
“The pluses of going to a premium listing without the benefit of the
index demand are limited,” says Cormack. “They’re not non-existent but
it’s a much less tangible benefit than
saying you’re going to have 20%-30%
of your investor base drawn from
index funds.
“There was a sense 12 months ago
that discussions with offshore issuers, particularly Russian issuers, about
moving to a premium listing, might
become a bigger trend. The level of
conversation we had around listing
became very engaged and talks about
listing in London were no longer just
about GDRs.
“But the change in rules that
mean that the place of incorporation is linked to minimum free-float
which is linked to index inclusion
certainly means that some of those
that may otherwise have opted for a

the premium listing will now go for
a GDR.”
All issuers are now subject to the
minimum free-float rule. That has
advantages as well as disadvantages
for issuers planning to float in London, says Smith.
“You could argue that a 25%
minimum free-float for index inclusion is an additional barrier to getting listed here, when you need only
10% in the US for example,” he says.
“But it’s a two-way street in that the
companies we’re floating have to
have a good level of liquidity so the
price is bound to be more efficient. A
number of investors want that liquidity to get involved — but the flipside
is that you are more likely to have to
pull a deal if the demand is not sufficient.”

Moscow calling
But while the premium segment
might no longer be in the sights of
many Russian IPO hopefuls, London
still has its allure. What might change
that is the same path of development
that has been played out in other
emerging markets.
“When I first got to Hong Kong
in 1999, practically any deal that
was bigger than a billion dollars was
almost by default a dual listing in
New York,” says Cormack. “When I
left years later we were doing Agricultural Bank of China at $20bn
without a dual listing in sight.”
His point is that Russia is raising
its domestic game — the authorities want Moscow to become a seri-
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ous international financial centre in
its own right and not a backwater,
bypassed even by many of the country’s own leading companies.
To that end, RTS and Micex, Russia’s two exchange operators, have
now merged and are putting in
place a more comprehensive offering, backed by international-stand-

ard trading, clearing and settlement
systems.
“The EMEA emerging markets
continue to develop and will continue
to do so,” says Cormack. “As Micex
develops and puts its own infrastructure in place, around settlement
systems and the central depository,
then I think the debate in two to four

years’ time will be about whether
you list only in Russia, as Polish companies now list only in Warsaw.”
However, that doesn’t mean that
in the short-term London will lose
out to Moscow for Russian listings.
Simply putting in place the same
systems or even corporate governance arrangements won’t lead to an

London suffers from deathly quiet IPO market
A stock exchange can’t have an
entirely rosy future unless it can attract
new companies to come and list. And
by that metric, especially at the largecap end of the market, London hasn’t
looked like a world-beater since the
start of the financial crisis, writes Nick
Jacob.
Few big European IPOs have succeeded in the last couple of year while
many more have been cancelled as
market conditions took their toll. It’s not
a problem confined to London — all
across Europe, deals have been failing,
while the Asian and US markets have
also at times suffered to a degree. But
it’s still London’s problem.
“The large investors in the UK market want public market deals — it’s a
lot more painful to invest on the private
side, where there’s no liquidity, internal
approval is more complex, and the
investors become the only source of
capital if the issuer needs to return for
more funding,” says Alastair Walmsley,
head of primary markets at the London
Stock Exchange. “From everyone’s perspective the public market is the right
route to go, it’s just ensuring that the
market structure works for all participants.”
London
IPOs 2001-2012
For many,
the problems in the
European IPO market call for a rethink
in how deals are carried out. Details

vary across exchanges but in the main
Europe has a system that builds on predeal research from the banks managing
the operation that is given to institutional investors a couple of weeks ahead
of the publication of a prospectus and
the start of bookbuilding. It’s a lengthy,
time-consuming system as banks’
research analysts need time to put their
reports together, even before the usual
four week period in which the deal is in
the public domain.

Empty shelves

Critics have focused on the length of
time, on the use of bank research, on
the incentive structure for advisors and
many other factors, particularly since
the publication in June 2011 of an open
letter from fund managers at BlackRock
urging changes in the process.
One idea that keeps coming up is
a change towards a US system of shelf
registration. In the US, companies can
provide a public document that once
filed with the Securities and Exchange
Commission gives them the ability to
quickly launch and price a deal without
the cumbersome European system of
using pre-deal research.
Walmsley recognises the problem,
though the issue is one for regulators
and not for the exchange operator.
“When you put out an Intention-

London IPOs 2001-2012
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to-Float in the UK market, it creates
expectations around the offering timetable which makes potential issuers
susceptible to market risk” he says. “The
process is one of the things we need to
think about in conjunction with the UK
Listing Authority.”
But all agree that the notion that if
only Europe could move to a US system,
then all would be right with the IPO
market is attractive but not necessarily true.
“Would volumes have been materially different with the US system of public filings and no pre-deal research?”
says Richard Cormack, head of EMEA
emerging markets ECM at Goldman Sachs in London. “I don’t think
so except at the margin. Maybe if we
had had a dozen deals on file at the
beginning of the year, we’d have seen
more deals get done in the February/
March window. But I still think the outcomes would have been broadly similar,
because it’s just been a tougher environment over here, and investors have
been more cautious in terms of engaging with IPOs.”
“There’s a lot which would make
our lives as ECM professionals easier
in terms of having flexibility from a
price range perspective and not having
stigma attached to moving it around
but there is a lot more to changing the
system than just the structural part of it.
There’s a mindset change as well, and
everyone needs to sign up to that.
Darrell Uden, co-head of EMEA
ECM at UBS would also prefer evolution
to revolution. More can be done within
the existing framework, he says. “We
and many others are taking steps to
re-open the IPO markets, and to make
that process more robust as none of us
want to see another period of real quiet
in IPOs.
“Time will tell whether it’s sufficient
but I think there is enough of a degree
of flexibility within the existing framework that it’s not about trying to fix it
— it’s just trying to evolve it from where
we were.”
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Richard Cormack,
Goldman Sachs

“When I first got
to Hong Kong,
any deal that was
bigger than a
billion dollars was
a dual listing in
New York. When I
left we were doing
Agricultural Bank
of China at $20bn
without a dual
listing in sight”

overnight exodus. But it will have an
effect, just the same.
That isn’t to say that there is no
long term threat — and it’s one that
the LSE’s Walmsley acknowledges.
“In 10 years’ time do I think that
companies will be re-domiciling to
the UK and listing shares here which
is what domestic policy in those
markets is currently pushing them to
do?” he asks. “Perhaps not. But we
see upside in it from both perspectives, with two complementary pools
of capital. Co-operation is a more
beneficial long term route than protectionism and London to Moscow
relations are extremely strong.”

Just the job
Russian listing choices might be set
for a gradual evolution — but there
are plenty of would-be revolutionists
among the LSE’s developed market
competitors.
“There is no doubt that international competition has intensified —
whether that’s from the Jobs Act in
the US, or Euronext starting an SME
initiative, while Hong Kong has been
highly aggressive and Singapore is
trying to internationalise its offering,”
says Walmsley
The highest profile challenge
comes from the US, where Congress
in April passed the Jumpstart Our
Business Start-ups Act, known as the
Jobs Act. It sought to relax what are
some of the tightest rules on listing
anywhere in the world — rules that
were largely forged in the aftermath
of the bursting of the dot-com bubble at the beginning of the last decade.
Emerging growth businesses —
those with revenues of less than $1bn
— can choose to meet looser rules
on disclosure, in an effort to reduce
listing and compliance costs.
“The Jobs Act clearly makes it easier for non-US companies to at least
scope out the US market and we’ve
had a number of conversations over
the last six months or so with UK

issuers which are looking to alternatives to the London market, partly
to get a better valuation and partly
because of the continued uneasy
relationship between private equity
and the buyside over here,” he says.
“People look for alternatives and the
Jobs Act means the US is now a better alternative than it was — just as it
was before 2001/2002 and SarbanesOxley.
“These are companies that would
be main board listings, not AIM companies. A billion dollars in revenue
for an internet company is a lot and
means a pretty significant valuation.”
How will London respond? Some
commentators have argued that London can’t afford to be left behind and
must follow suit to encourage young
or growth companies in efforts to
raise equity — even if that means
relaxing standards in what could be
seen as a race to the regulatory bottom.
Walmsley, though, says that London must be careful not to go down
that route. “One of the calling cards
of London is the regulatory regime
— the balance of the investor protections that enable companies to fulfil
their strategic ambitions and access
capital,” he says. The Jobs Act can
in some respects be seen as the US
response to what he calls the “enormous success of the AIM market over
the years,” but that doesn’t mean that
London will not evolve.
“I still think that there are more
things that could potentially be done
in the UK to make equity more
attractive for emerging growth businesses.
“Smaller businesses shouldn’t
necessarily be adhering to the same
rules — they’re not at the same stage
as larger businesses — so long as
the disclosure is there and investors
therefore understand what they are
buying.
“There is a community of investors that want to invest in SMEs and
emerging growth companies that is,
in some ways, distinct from those
that want to invest in the likes of BP
and that needs to be recognised. For
that reason we have different market
offerings — and one of the things
that we continually look at is whether
we need to provide greater clarity
on the distinctions between different segments so that both investors
and issuers understand what is being
offered.”
As EuroWeek went to press on
this report, the UK government and

the LSE indeed trailed a new listing regime for high growth mid-cap
companies in the £200m-£500m
bracket in a bid to encourage more
London IPOs in the technology sector.
“There is a rich crop of innovative European high-tech companies
that will be going to the financial
market over the next few years,” said
minister of state for universities and
science, David Willetts, in announcing the initiative. “We’re determined
to make sure that as many as possible
should do an IPO and float in the UK,
not elsewhere. This bold action will
send a signal to entrepreneurs and
investors across Europe that London’s
public markets are throwing open
their doors to high-growth companies.”
The LSE thinks that other barriers
to wider acceptance of equity capital
by companies still exist. For instance,
it has been pushing for the abolition
of stamp duty on AIM shares and on
capital gains tax for small companies,
which it feels also discourage such
companies to list in London.

Venue of choice
Putting threats to one side, London
must also take advantage of its opportunities, and build on its strengths.
The first of those is its domestic business — which as owner of Borsa Italiana also includes Italy.
“There are still a lot of businesses
in the UK that need to raise capital
and likewise in Italy, where we’ve put
together the Elite product to identify
those companies that will want to be
listed over a period of time, so we see
a lot of domestic business to come,”
he says. “Some 70% of our listings
are PLCs, and that’s been a consistent
number.”
So how does the LSE maintain its
standing? “My job is to make sure
that we remain where we have been
which is the listing venue of choice
and fundamentally the best tool I
have to do that, is to help ensure that
the whole ecosystem that exists in
London remains as strong as it has
been,” says Walmsley.
“I see our role as being the heart
of this ecosystem. There is more that
we can do in terms of building out
those relationships with the advisory
community and with investors and
helping to explain that our interests
are aligned, and in ensuring that we
act as a sort of repository of views to
make sure the structure of the market
is right for long term success. “
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Retail Bonds

Issuers lap up retail
access via LSE’s Orb
The London Stock Exchange’s Order Book for Retail Bonds has gone from strength
to strength since its launch in February 2010. Issuers, investors and dealers all look
forward to the platform growing in stature — but not everyone agrees on where it is
headed. Craig McGlashan reports.

I

ssuers’ and investors’ response to the
London Stock Exchange’s Order Book
for Retail Bonds, or the Orb as it is
more commonly known, has been overwhelmingly positive since its launch in
February 2010.
Retail investors had long complained
that they had been excluded from buying corporate bonds, through crowding
out by institutions, prohibitive denomination sizes and opacity of pricing.
“Retail investors were frustrated; they
felt shut out of the bond market because
of the large denominations of most
issues, and they didn’t like the lack of
transparency,” says Gillian Walmsley, head
of fixed income at the London Stock
Exchange. “Most UK investors tend to be
equity-based and are used to seeing bid
and offer prices continuously.”
The case for retail investors to buy
bonds has also grown, explains Gordon
Taylor, head of northern Europe financial institutions origination at Royal
Bank of Scotland. “Bank fixed deposit
rates are at historic lows plus there are
concerns over equity market volatility
and performance,” he says.
“The latter is making retail investors — from high net worth individuals
to mums and dads — look away from
the traditional equity market to bonds.
More widely available tax-efficient products such as Isas and Sipps have given a
fillip to fixed income demand.”
That trend is shown by figures from
the Investment Management Association. Net retail sales of bond funds hit a
record £10bn in 2009 and inflows have

David Cleary,
Lloyds Bank

stayed high since, with £6.8bn of new
retail cash in 2010 and £4.5bn in 2011.
Since RBS sold the first bond on
the Orb — a £50m deal in denominations of £100 — more than £2bn has
been raised on the primary market by
a variety of issuers. At the beginning of
September a total of 106 corporate and
supranational bonds and 52 UK government bonds, or Gilts, were available to
trade on the platform.

Issuer benefits

Issuers, faced with rising bank lending
fees and volatile wholesale markets, have
welcomed the opportunity to open their
books to a new source of funding.
Places for People, a housing association, became the first non-financial
issuer on the Orb when it raised £140m
in an oversubscribed issue in June 2011.
It has since sold a £40m inflation-linked
bond. “Part of our strategy over the last
few years has been a greater emphasis
on investor diversification,” says Chris
Jones, group head of tax and treasury at
Places for People. “The retail bond market opened up a new source of funding for us and increased the number of
investors that can invest in our sector.”
Infrequent issuers of wholesale debt
have also benefited. “We have approximately £900m of debt facilities of
which £600m is typically drawn,” says
David Ireland, group head of tax and
treasury at Icap, which sold its debut
retail bond in July.
“The scale of these requirements
limits our ability to tap traditional
wholesale markets on a regular basis.
“There are one
Benchmark size results in us not having
or two well
the scale to fund opportunistically and
known corporates as such, exposes us and other similar
dipping their toe
sized borrowers to demand and pricing
in the water and if on the day.”
there’s a positive
These smaller sizes also offer the
response more will chance to smooth out maturity profiles.
follow”
“Retail is exciting for off-the-run issuers
that don’t have an enormous requirement per year; they can split everything
into little slugs and spread out their
maturities, avoiding a big refinancing
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hurdle at any one point in time,” says
RBS’s Taylor.

Regional tour
One of the downsides, however, is
that retail investors, private banks and
wealth managers are, generally, more
spread out than institutional investors.
Places like Jersey, Glasgow, Manchester,
Birmingham and Liverpool have to be
added to the usual circuit of London
and Edinburgh. Retail roadshows generally take longer and require more education work as a result.
But this increased exposure can
help issuers boost brand recognition.
“We wanted retail investors to be fully
briefed on what our sector is all about,”
says Jones at People for Places. “It gave
us the added advantage of raising our
profile through media advertising. Retail
investors liked that they were investing
in an organisation delivering services
and benefits into their locality.”
National Grid raised a record £260m
in a single issue 10 year RPI-linked
bond on the Orb in October 2011 and
has since issued an additional £22.5m.
It also found dealing with retail investors different to institutions. “Retail
brokers were typically comfortable with
the National Grid name and focused less
on the credit story than an institutional
investor,” says Kwok Liu, head of capital
markets, treasury, at the company. “They
were more interested in exploring our
plans for the [power] market.”
Retail investors are also more willing
to provide feedback about the details of
potential deals. “We spoke to a dozen or
more potential distributors on our roadshow and found that they were keen
to talk openly with us about how their
investors would react to Icap as a name,
the terms of the deal they would like
to see and the pricing ranges they felt
would be sensible,” says Icap’s Ireland.

Stumbling blocks
Moving into the retail market is not
without obstacles. Documentation needs
to be adjusted to reflect smaller denom-

Retail Bonds

ination sizes, for instance.
Regulations put up other hurdles.
Isa accounts are prohibited from buying industrial and provident societies, of
which Places for People is one.
“We were relatively unknown as an
issuer among retail distributors, both
as a credit and our sector generally, so
we wanted to maximise our investor
coverage,” says Jones. “Industrial and
provident societies are not qualifying corporates for the purposes of Isa
accounts and cutting out Isas would
have restricted the amount of potential investment, so we set up a PLC SPV
which allowed us to issue in the retail
bond market with a guarantee directly
from the holding company.”
Setting up the company was quite
straightforward, he adds. However, some
of the costs involved may be prohibitive
to issuers too small for the wholesale
markets that want to access retail.
“The initial cost of documentation
and legal procedures can be high relative to the quantum of funds raised,”
says David Cleary, senior director, corporate debt capital markets, Lloyds Bank
Wholesale Banking and Markets.
Execution risk is also increased in
the retail market, with book-building
typically taking two weeks. “There
is interest rate risk during the bookbuilding period as the coupon is set on
day one,” says National Grid’s Liu. “But
issuers have a number of options with
which to mitigate that risk by entering
into interest rate derivatives.”
And execution risk is being reduced
further as book-building durations
shorten. The offer period for the most
recent bond on the Orb, Icap’s debut in
July, closed after only four full business
days due to high demand. The previous
issue, from Primary Health Properties,
also closed one week early.
“The two most recent transactions
closed early which shows that the distribution mechanisms are working very
efficiently,” says the LSE’s Walmsley.
“Companies can come to market and
close a transaction in a matter of days.
It’s an evolution of the market; those
distribution models are becoming more

“Liquidity on the
retail market
is very strong
now, and there’s
no reason why
there can’t be
institutional activity
on the market
too”
Gillian Walmsley,
London Stock Exchange
efficient, private investors are participating in transactions earlier and the investor base is growing.”
Quicker book-builds could also
increase the number of deals on the
market. “In an ideal world you would
be able to have more than one or two
transactions out at the same time,” says
Emma Wheatley, associate, capital markets at Lloyds Bank Wholesale Banking
and Markets. “Retail investors could get
used to dealing with more than one
offer at the same time, splitting their
order between two or three deals and
making a comparison.”

Investor evolution
The evolution of the Orb could eventually result in participation from institutional investors. “Liquidity on the retail
market is very strong now, and there’s
no reason why there can’t be institutional activity on the market too,” says
the LSE’s Walmsley. “MOT is the most
liquid retail bond market in Europe and
has institutional participation — particularly in Italian government bonds —
because of the liquidity on offer.”
RBS’s Taylor believes the Orb gives
the UK a natural advantage that means it
could take the lead on that development.
“You could anchor around a retail deal
and then at the end of the process bring
in the institutional guys,” he says. “That
could make deals much more significant in size and by combining retail and
institutional investors you’d be able to
get improved valuations and execution.”
However, some issuers do not welcome the idea. “Our objective to diversify the investor base wouldn’t neces-

How to access the Orb
Investors can access the Orb through
a number of brokers. Some of these
brokers offer Direct Market Access, a
service that allows sophisticated private investors to buy and sell orders
on the Orb directly.
There are eight dedicated mar-

ket makers on the platform, providing continuous, transparent twoway pricing. Most bonds on the Orb
are denominated in sizes of £1,000
although there is a large number in
denominations of £100 and some are
as low as £1.

sarily be met if larger institutions came
into the retail bond book-building process,” says Jones at Places for People.
“Retail typically trades smaller sizes,”
says National Grid’s Liu. “If an institution comes along and buys and sells
in quite big sizes then the price of the
bonds could fluctuate wildly, which
would be off-putting for smaller investors. They would see the price go up
and down for no apparent reason.”
A growing pricing disconnect in
some transactions between institutional
and retail could also deter institutional
investors, according to Lloyds’ Cleary.
While some issuers pay a higher price
to access the retail investor base, in
some cases retail deals provide a lower
return than equivalent institutional
transactions, he says.
Any disparity between how retail
and institutional investors are treated
may also cause reputational problems
for issuers. “It’s important issuers don’t
go chasing retail money with coupons
that are too high but equally that they
aren’t trying to find cheap money in
unsophisticated retail investors,” says
Icap’s Ireland.

Market fraction
Lloyds developed a broker distribution
model for its inaugural issue in June
2010 which has five or six authorised
distributors and a primary offer period
of about 10 days. Some issuers have followed that model, but others haven’t,
creating a split, according to Lloyds’
Cleary. “There is plain vanilla retail
issuance, using the broker distribution
model, where the debt structure is very
clean and investors are pari passu with
institutions and bank lenders,” he says.
“Then there are issues with an element
of structural subordination where the
retail investor is senior unsecured but
the banks or investors have a security
package that protects them in a default.”
In the future, brokers and investors
will become more comfortable with
the transactions on offer, including the
degree of credit risk and whether there is
any structural subordination, he says.

Bulging pipeline
There is a healthy pipeline of issuers
on the Orb over the next few months.
RBS has four or five interested parties
and Taylor predicts the diversification of
names will broaden.
Lloyds expects a number of transactions over the next three to six months.
“There are one or two well known corporates dipping their toe in the water
and if there’s a positive response more
will follow,” says Cleary.
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UK Macroeconomic Roundtable

The quest for growth
and stability amid
European turmoil

Many features of the UK economy remain puzzling to economists and investors. How big is the output gap, and
what are its longer-term implications for the economy? When will recovery gather pace? Why is productivity weak? Is
inflation or deflation a bigger threat? Is lack of demand for credit a bigger threat than shortage of supply? How much
is there left in the QE armoury? And does any of this matter if there is no resolution to the eurozone’s dilemma?
To unravel some of these issues, three economists gathered at the EuroWeek UK macroeconomic roundtable, which
took place in London in September.

Participants in the roundtable were:

Patrick Foley, chief economist,
Lloyds Banking Group

Jamie Dannhauser, director, research group, Lombard
Street Research

Ross Walker, UK economist, RBS Markets

EUROWEEK: Has Chancellor Osborne’s Plan A failed?
Is the IMF right to warn that if drastic action is not
taken, the UK may face a “permanent loss of productive capacity”? If so, are we moving towards Plan B,
and what will Plan B look like?
Patrick Foley, Lloyds: Clearly, austerity is not going to be
enough to turn the economy around. Whether or not
that means Plan A has failed, I don’t know.
But clearly we need more than a focus purely on
deficit reduction and on the belief this will be enough
to create confidence and crowd in the private sector.
That simply isn’t going to work. I think the government
realises that and is clearly on the case in terms of what
it can do to get the economy going.
The IMF’s comment that you refer to in your question is a very important one, because I’m one of the
people who believes that the output gap is quite large
but is shrinking over time as productive capacity is
destroyed by lack of recovery. The longer the economy
takes to turn around, the slower the long term growth
rate of the economy will be. So I think it is very important that the government does everything it can to get
the economy to turn around.
We’ve seen two occasions in the past where the gov-
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ernment has significantly tightened fiscal policy as a
result of deficit widening in a recession — at the beginning of the 1980s and again at the beginning of the
1990s. In both cases that didn’t prevent the economy
from growing at 3%-plus.
But I think there are two differences this time. The
first is that governments everywhere are trying to
do the same thing. One of the things that has driven
growth in the past has been better exports performance,
and we’re not going to get that at a time when everyone
else is trying to do the same.
The second is that the severity of the financial crisis is
unprecedented. So we have a private sector that is trying to deleverage, and on top of that the government is
imposing austerity measures.
Ross Walker, RBS: Has it failed? There’s been a little bit
of a slippage in terms of fiscal tightening relative to the
original plan. But the spirit of it is still there. Over two
years we’ve seen a reduction in the deficit of 3% of
GDP, so some progress is being made.
But the government doesn’t have to do this at the
breakneck pace at which some other economies are having to implement austerity programmes. On balance I’d
probably put myself more on the hawkish side of the
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fiscal debate. Even with the weaker growth environment
I would probably like to have seen even greater expenditure cuts.
I think you can criticise the mix, because there has
probably been too much in terms of investment expenditure cuts and almost nothing by way of current expenditure cuts, which are still rising in nominal terms.
It’s clearly not enough. But I’m sceptical that the
answer is that we need a pause in the modest fiscal tightening that we have, because with deficits of this magnitude there are strong arguments that the fiscal multiplier
would not be that big, because businesses can see that at
some point quite soon there is going to have to be some
even deeper adjustment.

Ross Walker,
RBS MArkets

If deficit financing really worked, and could deliver
even short term growth, then the UK ought to be one of
the fastest growing economies in the world because we
continue to have one of the largest deficits. In an ideal
world we would have had a mix of monetary stimulus,
be it conventional or unconventional, backed up by fiscal stimulus — in the form of both expenditure rises and
tax cuts. But that option wasn’t available because of our
starting point.
So I sense that the government probably just has to
stick to the course.
Have we moved from Plan A to plan B? Not yet — we
may be at Plan A minus now. I don’t think we’ve quite
abandoned the spirit of it, but there is a bit of dilution
slipping in. So in the Autumn Statement the government
may begin to prepare the ground for some subtle shift
and we’ll see that materialise in the Spring budget of
2013.
Jamie Dannhauser, Lombard Street: I agree with Patrick
and Ross. The interesting part of this debate that gets
lost in the Balls versus Osborne nonsense is that nobody
is talking about how consolidation has been undertaken.
For me, the failing is not the size — I don’t think the
aggregate size of the consolidation was ever going to be
too much for Britain. The problem for me is the way it
was chosen to be done.
We know that public investment cuts have the biggest
multipliers. VAT has large effects on demand as well. So
if you’re going to undertake consolidation why do so
by picking the two areas of fiscal action that have big
multipliers? The answer is easy: it’s politically simple to
do, so you can easily rationalise why the government
has chosen the route it has. But I’d like to see a shift in
this debate away from size and timing to the best way of
achieving consolidation.

I agree with Ross entirely that we’ve barely started to
cut public services yet. My view has always been that
cuts to departmental spending are totally unachievable.
If you look at some of the plans for real terms spending
for transport, for example, they’re insane and cannot be
achieved. It’s not even as though departments like transport had excessively large budgets pre-crisis.
So it seems to me that the criticism should be levelled
towards how they’ve chosen to go about it which has
been based on political considerations rather than economic desirability.
I agree with Patrick’s point about the IMF’s comment.
I think the Bank and the OBR have pushed themselves
into a corner in believing that the output gap is relatively small and that Britain suffered all this damage. But the
problem is that it’s hard to find solid, empirical evidence
to show that Britain has lost 10% of its output forever.
I can see a much more powerful argument that recognises that we’ve had a crisis in the banking sector and
elsewhere, so if we could generate recovery somehow
a lot of this apparently lost output would miraculously
reappear as many of the constraints on the financial sector are primarily about uncertainty.
So we face major issues to do with the broader recovery and the broader balance of policy. This fairly puerile
debate about how far and how fast means that we are
missing the much bigger picture on this question.
Walker, RBS: I may be a little bit more agnostic on the
output gap. It’s one of these things that we can’t measure directly and isn’t worth crossing the street to have a
fight about it.
We know there are some problems with the GDP
numbers — you can see that in the construction sector.
And there are probably some measurement issues in
financial services, where pre-crisis, when there was all
this credit washing around the system, there was probably a lot of froth and false activity going on that was
nonetheless captured in the nominal variables. When
you apply a normal deflator you get plenty of real output but it was certainly never sustainable.
So the peak in the level of output in 2006 and 2007
was probably exaggerated. We’ve had a somewhat anaemic bounce in the activity numbers that doesn’t quite sit
with the employment data, so maybe the recovery has
been a little less tepid than it seems.
None of this changes the big picture which is that
there has been a large drop and a weak recovery. But if
you make these adjustments, suddenly the UK’s position
looks a bit less anomalous compared to other Western
economies, and might explain why the output gap is not
quite as big as the headline peak-to-trough numbers suggest.
There is still some price stickiness. Given the shock
to output you would have thought that some of these
underlying measures of inflation would have been even
lower and that there would have been an even more
ferocious squeeze in terms of discretionary spending.
But the fact that we haven’t seen this makes me wonder if a lot of this previous capacity has been rendered
redundant or if there was more creative destruction early
on. I don’t know, but I would put the real output gap
at 2% or 3% of GDP, as opposed to 4% or 5% or even
larger.
Dannhauser, Lombard Street: For me, the output gap
debate is concerning. The OBR has suggested that it’s
2.5% of GDP. That is a big call, since it is the primary
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justification for the very sizeable structural fiscal adjustment we’re going through.
So the OBR has come up with an output gap estimate
which then predetermines how big the fiscal hole is.
What’s worrying is that this very difficult judgment
is determining a lot of our macroeconomic policies. It
could create very serious long term damage if we fail to
understand what this crisis is really about. By not doing
enough now, we may be running the risk of allowing a
persistently weak and sluggish recovery to become long
run damage, and it need not be the case.
I’m not saying that this is a remotely easy judgment.
But this is the debate I’d be having if I were sitting on
the MPC, because we are taking a serious risk if we
don’t do enough now. If you think about the potential
long run cost as the net present value of the lost output
for the rest of time, the price to pay for inaction could
be very significant.
So there needs to be a much deeper debate about
what is really happening on the supply side.
We’re seeing productivity weakness across the whole
economy, not in individual sectors. Pre-crisis it was not
the case that workers were moving into high productivity sectors. It was the other way round. All the analysis
on why productivity is so weak leads you down a blind
alley.
We are flying blind to an extent. The size of the output gap is such a vital influence on the macro policy
of this country for the next five to 10 years that if we
get it wrong there will be big consequences. We might
conceivably find that we have lost all this capacity and
created a big inflation problem for ourselves five years
down the line if we do more now. Alternatively, we
may find that this lost output and high levels of unemployment can be undone while keeping inflation low.
So I would like to see the debate at the Bank and at the
political level go a little deeper.
Foley, Lloyds: I strongly agree. In a sense the problem is
that if both fiscal and monetary policy is set on the basis
of a calculation of an output gap which is too small,
then it almost becomes a self-fulfilling prophecy. Over
time you get to a small output gap even if you didn’t
start with one.
For me, it’s almost worth taking some risks with inflation because the consequences of underestimating the
output gap are so severe for the economy in net present
value terms.
Walker, RBS: We do have very loose monetary policy settings and they’re going to get looser. Maybe the benefits
of conventional QE Gilt purchases have largely expired,
although I think we’ll see more of it.
We are now moving slowly towards credit easing
which I think could be more effective. One way we can
begin to resolve some of the supply side debate is once
you see credit flowing again into wider parts of the
economy, particularly into the SME sector, we’ll get a
clearer sense of how strong the recovery there is.
The problem with the output gap measure is, where
do we think the output gap was in the recessions of
the early 1980s and 1990s? There was spare capacity
then — you can see that clearly in the labour market.
But at the same time we had inflation overshoots. So
you come back to the fundamental question of what is
policy trying to achieve?
If I were on the MPC I’d be doing as much as I could
to stimulate policy because there is still the risk of a
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huge economic problem otherwise. But at the back of
my mind I’d be worrying about the problems we could
be storing up. The policy challenge won’t be over as
soon as we string together three or four quarters of
decent GDP growth. In some ways that will be when
the challenge begins.
So I agree with Jamie that we are flying blind on
this. The immediate problem is one of deflation rather
than inflation globally, and of a weaker economy. But
I think you have to be aware that we are storing up
some potentially large imbalances in other parts of the
economy.

EUROWEEK: Where does all this leave you in terms
of being able to forecast growth for 2013 and 2014?
Walker, RBS: I was looking the other day at my forecasts
for the past few years and they have always been essentially the same, which is that this year is going to be
quite flat but next year will be a little better. Inflation
will fall and the corporate sector will start to spend
some of its cash pile. And it hasn’t happened: it has
always turned out to be a year one redux.
I think that’s where we are today. I’m forecasting
1.4%-1.5% growth for next year but not with any huge
conviction.
Dannhauser, Lombard Street: Ross has touched on the
question which for most of us has been our greatest
puzzle — why aren’t corporates spending? Three years
ago when we saw the size of corporates’ cash piles and
a financial surplus of 3% or 4% of GDP, and when none
of the surveys suggested uncertainty was particularly
high, who would have thought that subsequent spending would have been so extraordinarily depressed?
This is the biggest demand-side macro puzzle. We
have a corporate sector that looks in relatively rude
health in balance sheet terms but has performed very
differently compared with past cycles and previous
recessions. It’s remarkable that the corporate sector is
carrying on with such a defensive financial policy based
on a desire to pay down debt and build up cash.
If you look at the BBA’s numbers on SMEs they are
unbelievable. Cash balances are growing at an annual
rate of 10% and have been for the last two years, while
small firms are paying down debt at roughly the same
speed.
Building up cash at that speed while paying down
debt is extraordinarily defensive behaviour in the third
year of a recovery. I’m yet to talk to any economist here
or in the US who has an explanation as to why this
defensive behaviour is so persistent.
Foley, Lloyds: Maybe corporates are just better forecasters and economists. There have been lots of stories in
the press about the potential for deflation and long
periods of low growth, so perhaps they are just waiting
until there is some certainty about the recovery before
they invest. Certainly that is what industrialists are
telling me. For them there’s no puzzle at all as to why
they’re not investing. It’s all down to the fact that there
is so much uncertainty out there and they won’t invest
until they see some solid evidence of recovery. And if
they’re going to invest at all, they’re not going to invest
in the UK but in Asia or somewhere else where the
prospects look better.
Walker, RBS: One treasurer said to me in a recent meet-
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ing that nobody ever got fired for not spending money
in this sort of environment. At the personal level,
nobody wants to stick their head above the parapet.
Foley, Lloyds: This might also shed some light on why
inflation has been quite sticky. The Bank of England
made the point three or four Inflation Reports ago that
one of the reasons why inflation hasn’t fallen more is
that when there is a large output gap you would normally expect corporates to cut prices in order to use
up their spare capacity. But if you’re really pessimistic
about your prospects to sell anything, you’re better off
sticking to your existing price, and using your revenue
to run down debt.

Jamie Dannhauser,
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Dannhauser, Lombard Street: And to what extent are
credit constraints exaggerating that process? If you’re
fearful about your access to credit lines, either today or
tomorrow, you’re going to pursue the kind of strategy
Patrick described.
Nobody seems able to pick apart whether it’s weak
demand or credit supply, but I’ve been struggling for
three or four years now to explain why corporates
remain as defensive as they do.
If you look at the surveys both here and in the US,
uncertainty is not that high. It may be that qualitative
measures aren’t picking up just how uncertain businesses are, but in the CBI surveys there is no suggestion that
uncertainty is that much higher than we would expect
in a normal recession. It’s not as though it’s out of line
with the 1980s or 1990s. If you look at some of the US
surveys the same thing emerges.

EUROWEEK: Is this not a reflection of the unprecedented uncertainty about what is going to happen
in Europe?
Foley, Lloyds: That is maybe the way a number of large
corporates look at it. All the risk is on the downside
because something awful could happen in the eurozone
and then we would have a severe double-dip recession
here. That’s what the papers keep telling them so why
shouldn’t companies believe them?
Walker, RBS: In the first half of last year we saw a slight
uptick in investment intentions. It was only in the
second half of the year that they turned down as the
strains in the financial sector and concerns about the
euro area grew.
So to some extent there is fear about euro area con-

tagion. As the ECB slowly moves towards some kind of
solution, some confidence should begin to come back.
But if we had any meaningful pick-up by this time next
year you’d be pleased. It’s probably further into the distance before we start to see any significant increase in
corporate expenditure.

EUROWEEK: So the problem is one of credit
demand, not credit supply?
Dannhauser, Lombard Street: The Funding for Lending
Scheme (FLS) will tell us which it is. Policymakers have
noted that we have seen a big rise in risk premia, that
the euro crisis is here to stay and we can’t do anything
about it, so the answer is to subsidise banks. I think it’s
a good idea and it’s something we should have done a
long time ago.
We will find out pretty quickly if credit supply is a
binding constraint for risky mortgage borrowers, for
example. The incentives in the scheme seem pretty
powerful for banks either to lend more or to cut prices.
This will be the proof of the pudding.
Foley, Lloyds: I suspect demand is quite weak at the
moment. If corporates only expect a very weak recovery, they’re not going to be rushing to borrow money,
especially if they are quite strongly leveraged in any
case.
What worries me is that if the economy does start to
pick up, will credit supply be a constraint on how fast
the economy can grow? That’s the real issue. It’s not
really a question of supply versus demand now. It’s a
question of whether there will be sufficient supply to
support a decent recovery in the future.

EUROWEEK: Where will the impetus for this come
from, and is there a danger that it will be hindered
by regulation?
Foley, Lloyds: The overlay we need to put on top of all
this is that for very good reasons we’re seeing regulatory standards for banks changing considerably in terms
of capital, liquidity and so on. This makes a lot of sense
in the long run. But the process of moving towards
those higher standards is inevitably going to lead to a
reduction in the size of banks’ balance sheets which will
make the recovery of credit supply much more challenging.
So I think the government, the Bank of England and
the FSA need to be very careful about how they manage the speed at which they ask banks to move towards
higher capital standards.
We’ve done a lot of modelling of the impact this will
have on the economy, and it suggests that there can be
a strong and adverse feedback loop between banking
regulation and its impact on the economy.

EUROWEEK: To what extent will this be influenced
by the fact that we are drawing closer to an election
year in 2015?
Walker, RBS: I still believe that the coalition will survive
for at least three years. The Realpolitik at the moment
is that based on the polls the Liberal Democrats have
nowhere to go. As much as they may regret having
gone into the coalition in the first place, with a share of
the vote of just 8% in the opinion polls they would be
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left facing oblivion if they walked out. They just have to
hope that there is a public recognition that the unpleasant medicine is working.
Dannhauser, Lombard Street: It seems to me that at a
very simple political level the strategy has always been
to have a recovery by 2014. It’s as simple as that. If
there’s no recovery, the Conservatives won’t win. That
tells me that they will have to do something to generate
a recovery.
But the idea that we’re going to get a full U-turn on
Plan A seems unlikely to me. I would assume we’re
going to see some kind of infrastructure spending
programme possibly financed through QE or a similar
mechanism. I can see many ways they would attempt
to do it, but a pre-election retreat from Plan A looks
unlikely to me. That would be too much for Chancellor
Osborne, given that Plan A is very much his baby.

EUROWEEK: Patrick, do you see political risk increasing as we approach the election?
Foley, Lloyds: No. The reason is that this is one of those
strange times when the needs of the government in
power and the needs of the economy are pretty well
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aligned.
To go back to the IMF’s point, it seems to me that
the longer we carry on with a very weak recovery the
more important it becomes to do something to get the
recovery going, and that happens to coincide with the
electoral cycle — so in some ways the fact that we’re
moving closer to an election is quite helpful.

EUROWEEK: If the government is pushed into some
form of extra stimulus, where does it leave the tripleA rating? Is the triple-A rating important, or just a
political football? Would a downgrade affect the UK’s
funding costs to a meaningful extent?
Walker, RBS: I think we will lose the triple-A rating from
at least one of the big agencies, although not until next
year. We’ve already been downgraded by Egan Jones.
But I don’t think it matters. The sterling asset class will
continue to trade as a relative safe haven because there
is a shrinking pool of high quality global assets, and
there is still plenty of liquidity in sterling assets. We
have a country with its own currency and a central bank
that is prepared to do what it takes in terms of QE.
There’s going to be no hard default, and the UK looks
a significantly better credit than even Germany because
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of the risk mutualisation that is taking place in the eurozone.
So as long as we don’t see something specific to the
UK that triggers a downgrade, it shouldn’t be an issue
for markets. I suspect other larger EU economies would
be downgraded either at the same time or before the
UK. In that sense double-A is the new triple-A.
Dannhauser, Lombard Street: I think Ross is spot on. The
short answer about whether the rating matters is no.
I’ve always been a strong believer that a country with
its own currency and central bank has more flexibility
when it comes to running massive deficits than most
people think, and especially more than those in currency unions. Britain is quite ugly at the moment, but less
ugly than virtually every country in the eurozone.
Foley, Lloyds: When you look at what the ratings agencies are saying about the UK, the reason they talk about
the possibility of a downgrade is that they are worried
about growth, not because they’re worried that the government is going to fail to cut the deficit. So it seems
to me that it’s worth the government taking a risk by
spending more on infrastructure if that has a positive
effect on growth.
Dannhauser, Lombard Street: Some countries are clearly
getting killed in the bond markets because of a lack of
growth. Some are getting killed because of high levels
of public debt. I fear that views on Britain may move
from it being seen as a safe haven to being regarded
as an economy that is no longer growing. That is what
happened to Spain 12-18 months ago. The concern
there was that the economy would see no growth for a
long time. That was more of a concern than the existing
stock of government debt.
There’s a chance that Britain goes into the category
of countries seen as having low growth and unresolvable problems in their banking sector. That is different
from how we are seen now, which is as a country with
a solid government and a credible medium-term fiscal
strategy.
The rating debate is good fun for the papers and the
politicians, but for the real world of economics I don’t
think it’s massively relevant.
Walker, RBS: The triple-A issue has become part of the
front page language, whereas the emphasis always
ought to have been on affordable borrowing costs. The
rating probably should be lost in any case, because it is
questionable how an economy with a deficit of 8%-plus
and a stock of debt of 70% and rising can really be
regarded as triple-A — even one with its own currency.
When QE started the expectation was that it would
be £150bn in total. There was a recognition that it
needed to be sizeable but there was a limit to how far
it could be pushed. Not from a logistical perspective,
because the DMO can issue as much debt as it wants,
and the Bank of England can monetise it. But at some
point investors say this has been pushed too far and the
currency starts to give. This pulls the rug from under
your domestic anti-inflation safeguards. None of this has
happened in spite of the QE policy having been pushed
to quite extreme levels. But at the back of your mind
you’re always asking if the brick at the end of the elastic
may be about to snap.
Dannhauser, Lombard Street: I agree that this is the con-

UK Macroeconomic Roundtable

straint. Clearly the Governor and others at the Bank are
bearish — rightly, in my view — and might be thinking of some more stimulative measures. If they could
make sure they could hold CPI at 4% we would see
more stimulus tomorrow. But their concern is that they
can’t, and that if they let inflation creep up, it’ll go to
8% and then to 12%. It is this fear that holds them back.
The fear is that we may go down the 1970s route — if
we allow inflation to creep up, it may be impossible to
contain.
QE was clearly the right thing to do in early 2009.
There was mass panic and the bazooka had to come out.
But now the problem is not just about the risk-free rate
which has been driven down to historically low levels.
The problem now is risk premia. When you buy Gilts
you get some extra effect on risk premia as portfolios
are rebalanced — this may be happening at the margin,
but the eurozone crisis is adding another level to it. This
is why I think it is entirely reasonable now to target
more directly risk premia.
The FLS seems to be a reasonable way to start this
process, because it is a recognition that bank funding
costs are completely unrepresentative of true credit
risk. CDS spreads are not reflective of rational investor
behaviour; they’re driven by fear of disaster.
The FLS should have been introduced a year ago,
when it became clear that this euro mess was going
to be here for a long time. I think it will prove to be
a fairly powerful tool. But maybe we’ll have to go
down even more extreme routes in order to repair the
transmission mechanism and address the issue of risk
premia. That could involve helicopter drops or public
investment with printed money; it could involve buying
houses or buying offices with printed money.
There is a long list of things we could try if we continue along this path for a year or two. The FLS is a
good first step in that direction. The Fed is interested in
it, so it wouldn’t surprise me if we see the Fed starting
to talk about active measures to bring down risk premia
in the banking sector.

EUROWEEK: Is it too early to judge what impact the
FLS is having?
Walker, RBS: FLS launched at the beginning of August
so we won’t get any hard data on it until after the
November Inflation Report. There’s quite a big lag with
the stats. We may get some glimpse of how it’s going
from the next BBA and CML numbers.
I think we’ll see less of an impact on the household
space, because households are still up to their ears in
debt. So from the point of view of kick-starting economic growth it’s more about getting cashflow funding
through to the SME sector.
Foley, Lloyds: The SME sector is clearly critical. That’s
where we’ll see whether or not FLS works. In the
household sector it’s not just the levels of indebtedness;
there is a problem in the housing market which is making it very difficult for first-time movers as opposed to
first-time buyers. Many are sitting on negative equity
because they bought at a 90% LTV five years ago and
the price has fallen by 30% since then. So the whole
housing market is stuck and whatever banks do in the
mortgage market isn’t going to make a massive difference.
But in the SME sector it certainly could make a difference. At Lloyds, we’ve just cut our loan rates to the

SME sector as a result of FLS. So it will be interesting to
see what impact this has on lending growth. As Jamie
said earlier, this will help us to determine whether we
have a demand or a supply problem.
Walker, RBS: I can see how the FLS could provide a kind
of life-support mechanism for the SME sector. But until
you get the larger corporates spending and investing,
creating a trickledown of demand, we’re not going to
see a sustainable recovery. FLS may help to keep companies alive, which is positive. But for me, everything
in terms of the macro recovery story comes back to the
issue of when the larger corporates start investing. Until
that happens, we’ll be stuck in a sub-1% GDP growth
rut.
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Dannhauser, Lombard Street: This brings us back to
Europe, which seems to me to be the biggest threat.
This is why the government will increasingly go down
the infrastructure route. The consumer won’t be the
driver of demand for obvious reasons. The SME sector
is waiting for a return of confidence among the larger
companies. And the bigger firms themselves are worried about what’s happening in the eurozone.
At the same time China and other emerging markets
are slowing. The last source of demand may well be
the government. And if the government is squeamish
about debt levels there are plenty of monetary means of
addressing the issue. If there are concerns about ending
Plan A there are ways of getting around the problem
from a presentational perspective. It doesn’t need to
mean going on a spending binge; it can just involve
identifying some projects which are self-financing. You
can pay for them upfront with printed money that can
be recouped over time.
I struggle to see where demand will come from if this
euro mess continues. I’m not very confident that we’re
going to have a resolution of any great magnitude in the
next year or two. Unless we can resolve the euro mess
somehow, it’s hard to see the UK or any other country
returning to any healthy recovery.
I’ve been saying to our clients for a while that what
Britain does is relatively irrelevant. I don’t think we can
change our destiny a huge amount. We can tinker at
the margin but by and large Britain’s fate is intertwined
with Europe’s. If there’s no recovery in market sentiment or the real economy in Europe there’s not much
Britain can do.

EUROWEEK: This brings us on to the broader question of Britain’s role within Europe. How would the
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UK be impacted by a complete blow-up of the euro
and a disorderly Greek exit?
Foley, Lloyds: Mervyn King has famously said it is
unquantifiable, but at the same time the regulators have
been asking banks like us to quantify it.
If you look at the direct trade effect, it doesn’t look
that bad. But the big unknown is, what happens to confidence? Not only business confidence but confidence in
international financial markets, and how much spreads
widen. Your guess is as good as mine about the impact
it has, but it could be very big. It could mean we have
a true double-dip where the second dip is as bad as the
first. But our problems would probably look quite mild
compared with those inside the eurozone, including
Germany.

EUROWEEK: Would it even enhance the safe haven
credentials of the Gilt market?
Foley, Lloyds: It probably would — unless as we were
saying earlier, investors worry that the UK is going to
be stuck in a low growth environment for many years
as a result of the damage done to the economy.
Walker, RBS: I’m rather more pessimistic about the
impact on the trade channel. As GDP forecasts have
been revised down in the last 12-18 months, exports
have taken the biggest hit because of EU demand. This
has impacted business investment, which is a less tangible, confidence-related issue.
But the biggest issue is still the exposure of the banking sector to the eurozone and the domino effect created
as result. This is where there is a risk of a Lehman re-run.
The UK banking exposure — Ireland aside — is
mainly to France and Germany. There isn’t a big Italian
or Spanish exposure but the linkages from those countries into the banking networks of core Europe are
enormous. So just as we saw the financial crisis resurfacing in the second half of last year, and confidence
being obliterated in the corporate sector, we could see
another much bigger political risk emerge in the form
of the need for another bail-out in the banking sector.
Politically it would be a nightmare to have to explain
why this has happened again.

EUROWEEK: What would the impact of European
banking union be on the UK? Some people have suggested that it could lead to the UK leaving the EU.
Foley, Lloyds: I don’t really see why that should happen.
But it would isolate the UK a little more from Europe in
a trading and settlement sense.
I guess the issue for UK banks is how much are the
rules on banking in Europe going to impact them? To
me, it’s not clear what impact that is going to have at
the moment. It will be very important for banks that
have a lot of business in continental Europe.
So we’re concerned about it, but if it helps sort out
the eurozone problem then it must be a good thing.
Dannhauser, Lombard Street: This isn’t my area of expertise, but it has always puzzled me how Britain responds
— if banking union is an EU project, how does Britain
stay out of it, and if it’s a eurozone initiative what is
Britain’s role in it?
An interesting political sideshow for Britain now is
our role in the EU. If the ultimate resolution of this
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euro mess is effectively a federal eurozone government
and increased integration of regulation and taxation
at a eurozone level, where does Britain stand? Does it
accelerate a move towards a referendum which at the
moment could only have one outcome given the febrile
state of the British electorate on this issue?
So I think there are quite big risks to us as a nation
regarding our relationship with the EU and the possibility of things like banking union accelerating our exit.
It feels to me that the majority of British voters would
happily walk out of the EU if they felt that big issues
such as banking regulation were being moved to a centralised authority in Europe.
Walker, RBS: Within the political sphere the parameters
of the debate have changed. During the Thatcher government or the Major government, which were both
mildly eurosceptic, the British approach was always
to try and rein in the integrationist tendency a little.
The Conservative side of the coalition is more explicit
about saying that monetary union clearly requires fiscal
union and more integration. Therefore if you don’t have
political union alongside it, there would be no popular
legitimacy for it.
I suspect there is a bigger EU integration treaty coming up, because something will have to be put in place
to create a more robust fiscal framework. And it’s very
hard even to see a Labour government, which would
naturally be more pro-European, being able to sign up
to that. Certainly you wouldn’t get the British public to
vote for it in a referendum. It could conceivably be an
issue in the next Parliament, but not in this one.

EUROWEEK: Going back to banking, we haven’t yet
mentioned the Independent Commission on Banking’s report and what impact that may have on the
credit demand-supply dynamic and therefore on the
wider economy.
Foley, Lloyds: I think the ICB process has been very
healthy. As a mainly retail commercial bank we have
always felt that having a clear delineation between
those kinds of banks and those that are very active in
investment banking is probably sensible.
So we were very comfortable with the outcome. We
have already said publically that we intend to implement ring-fencing sooner than required by the government’s timetable.
I don’t think it’s going to have a massive impact in
the short term, either positive or negative, on credit
supply. But over the much longer term perhaps it will
have a positive impact if it means that the retail parts
of banks end up with a better risk funding position and
therefore improved and cheaper access to wholesale
funding opportunities.
Ring-fencing basically prevents what was going on in
the past which was the cross-subsidising of investment
banking activities by the retail banking activities of universal banks. If that cross-subsidy goes away it would be
to the benefit of the retail banking business of universal
banks.
Dannhauser, Lombard Street: My concern has been that
a number of traditional retail banks failed in the recent
crisis. Look at HBOS, which was a retail bank that went
on a ridiculous lending spree.
The ICB has some good proposals and some possibly
not so good ones. We’re always going to have financial
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crises. The aim needs to be to reduce their costs when
they happen. Is it a credible promise to say we will
never bail-out any part of the system? Running up to
2007 many parts of the system that we did not think
were very important turned out to be extremely important bits of the plumbing. So my worry is that we will
never be able to segregate those parts of banks into
entities that should function as heavily-regulated utilities and be bailed out, and those that operate as casinos
and should never be bailed out.
I don’t think we’ll ever be able to make that separation because financial innovation will always create entities that are critical parts of the plumbing.
Foley, Lloyds: I don’t believe what you describe as utilities should ever be bailed out. Any bank should be
allowed to fail in the sense of shareholders being wiped
out but depositors protected. That’s the essence of what
the ICB is recommending, because it’s not just ringfencing. It’s higher levels of loss-absorbing capital, bailin and so on. The objective is that the taxpayer should
never have to bail out any bank in the future.
Dannhauser, Lombard Street: If you look at clearing
counterparties, regulators aren’t paying enough attention to them but they are becoming increasingly important in the way we run our banking system. My concern
is that we’ve spent a lot of time over the last five years
worrying about the banks, and that in 10 years’ time
banks will look quite different to how they look today.
We’re always fighting yesterday’s battle, and investors
and regulators need to be a lot more forward-thinking
in terms of identifying what may be the seeds of the
next crisis in a decade’s time.
I worry that Basel III and the ICB aren’t looking at
the likely systemic crises of the future. I think the broad
focus of regulation is right in that leverage needs to
come down and funding strategies need to be put on
a more solid footing. But I do worry about the pace at
which it is happening, given the wider global economic
climate.

EUROWEEK: The Vince Cable school of thought
seems to be that the UK has always been too
dependent on financial services anyway and that we
need to see a rebalancing towards manufacturing. Is
that realistic or desirable?
Walker, RBS: No. I don’t accept that premise at all. The
notion that the financial sector was too big does not
stand up to any scrutiny. It still has a marginally smaller
share of output than manufacturing.
It’s certainly true that banks’ balance sheets got too
big but that is a separate problem. As Jamie and Patrick
were both saying, there was too much leverage in the
system, but you can deal with that in a number of ways.
The big worry I have with this rebalancing argument,
when it is expressed by saying we need more output
and employment in manufacturing and less in banking, is that we could see manufacturing’s increase as a
percentage of GDP rise by 1% or 2% in the next decade.
But we won’t see a commensurate rise in employment
growth. By definition, any extra output generated by
manufacturing will be even more capital-intensive and
much of the labour will still be done offshore.
I think what the economy needs in terms of rebalancing
is more wealth creators. It has been far too easy to kick
the banks. We risk some serious policy errors if we chan-

nel tax breaks or subsidies or incentives into one part of
the economy and overly onerous regulation into another.
Foley, Lloyds: I agree. It is always presented as financial services versus manufacturing. But there is a bit in
the middle which is much bigger than either of them,
which is the rest of the service sector. The LSE has done
some interesting research on what drove productivity
growth in the UK in the 10 years before the crisis —
and indeed through the crisis — and it was areas such
as business services and distribution rather than financial services or manufacturing.
Business services is also a massively important sector
for the UK’s exports. So we should not be preoccupied
by the idea that if it’s not financial services it must be
manufacturing, and that somehow we need to shrink
the City so that manufacturing can become larger.

Jamie Dannhauser,

Lombard Street Research

Dannhauser, Lombard Street: How far do we really need
to rebalance? I would argue that the big problem is the
government sector. Public spending has too high a share
of GDP. If you look at consumer spending as a percentage of GDP it was flat pre-crisis.
To me, we need to think about tradables in general.
Anything that Britain can sell overseas ought to be
good enough. If we’re trying to forcibly shove a load of
resources into manufacturing in order to make something tangible, that to me is industrial policy, it’s picking winners. It’s fairly clear that Britain is one of the
world leaders in non-financial tradable services.
I do think it’s tragic that we’re butchering our financial services sector. But we live in a political world; and
in a political world the banks are a soft and easy target.
Massacring our financial sector will be very costly for
Britain in the long run. To be entirely blunt, if the rest
of the world wants to buy services that some people
don’t consider to be socially useful, who are we to
argue?
As long as we’re playing by globally recognised free
trade standards and we’re selling products that others
want, it seems mad to try and destroy a sector that generates so much export income. But politicians want to
win votes and the British public is very angry.
Walker, RBS: I’m concerned about the extent to which
Germany is held up as the example to follow in this
debate. Germany is not the norm in the sense that it has
a significantly bigger share of its output accounted for
by manufacturing than most other economies. It’s unusual in that its exports as a share of world trade have
been flat while most other countries have seen signifi-
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cant declines. So Germany is the exception. I’m not convinced that you can just transfer that model to the UK.

EUROWEEK: The Bank of England has come under
an extraordinary amount of criticism for the way it
handled the crisis, and there has been a lot of discussion about governance of the Bank of England. Can
anybody comment on the need for change at the
Bank and what impact this might have on the UK
economy?
Dannhauser, Lombard Street: I don’t think the period
from mid-2007 to mid-2008 was the Bank’s finest hour.
But I think the Bank’s performance since the Lehman
crisis has been pretty good, and that history will look
back favourably at the way the Bank handled this mess.
I think Mervyn King has generally done a pretty good
job. He responded to the severity of the economic crisis
well, and I’m always impressed by the Bank’s focus on
the big picture. The Bank has been focused on where
Britain will be, not in the next two or three years but in
10 or 20.
I don’t agree with the Bank’s stance on regulation
because I think it is hugely underestimating the costs of
moving as rapidly as it is. I don’t think the Governor’s
aggressive tone towards the banking sector is helpful.
I’m also slightly concerned about how the MPC and
the FPC will work together. There is the potential for
problems arising from how one responds to the other.
Perhaps one will need to be subordinated to the other.
There may be a lack of communication between the two
even though there will be people sitting on both committees.
The governance structure of the Bank needs to
improve, given the remarkable amount of power that
the bank will be vested with. I think the Bank should
always have been the focal point of banking regulation,
but there is a question mark about oversight of the Bank
and of the Governor in particular, given how many
distributional decisions the Bank will be making. This
ultimately raises fiscal questions, which means there has
to be tighter oversight.
So I do have concerns, but I think the arrangements
we’re moving towards are much better than they were
between 1998 and 2007.
Foley, Lloyds: The problem between 1998 and 2007 was
that through no fault of its own the Bank of England
had been given a different mandate which was to hit
a 2% inflation target and not to worry about anything

else. The Bank did a pretty good job of hitting that target. It’s interesting today when you look back at some
of the MPC minutes in 2005 and 2006, they were worried about the rate of growth in house prices and credit,
but in some cases in spite of these worries they cut rates
because they were worried they were going to undershoot in terms of their inflation target. But the Bank
delivered on what it was asked to do.
The powers that have been given back to the Bank of
England are those that have traditionally been held by
central banks — which means not just worrying about
inflation but about the health of the financial system.
The unknown is: have these powers been concentrated in the hands of these two committees in a way
that may make it quite difficult for the Bank of England
to meet financial stability and inflation goals? We don’t
yet know the answer to that.
Walker, RBS: The current regulatory structure is almost
addressing the previous crisis. It’s the same with the
monetary and macro policy levers. We had inflation
problems which we tried to solve for decades using
monetary policy and exchange rate management.
While it fixed one problem it also sowed the seeds
for the boom. Sometimes I think the Bank is too defensive about the extent to which the CPI regime or the
RPIX regime and the way they interpreted it may have
fuelled the credit boom. If you keep rates too low for
too long you will encourage people to borrow lots of
money. That wasn’t the whole story, but it was part
of it. So it should be part of the discussion about what
went wrong in the middle of the noughties.
I think the Bank needs more policy discretion. I’m
sceptical about there being a single target for inflation.
Even the Bundesbank has been allowed to deviate away
from its ultra-orthodox money supply-targeting mandate. It was able to do so because it had stored up so
much credibility. I think that by the mid-noughties the
Bank of England had built up sufficient credibility to be
given more policy discretion.
Dannhauser, Lombard Street: On the inflation-targeting
debate, when Mervyn goes it will be interesting to see
if the Bank finally accepts that inflation-targeting was
part of the problem. There is a very strong case for
moving towards a much broader interpretation of nominal stability in the economy. There are plenty of other
possibilities out there — I personally like the idea of a
nominal GDP target.
But it seems to me that we may have a problem if we
have a MPC with one nominal target, called CPI, and an
FPC with separate nominal targets on things like leverage in the banking system.

EUROWEEK: Just to wrap up, are Gilts fit for purpose?

Patrick Foley,

Lloyds Banking Group
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Walker, RBS: I’d still be a buyer of Gilts. I think the focus
should still be on return of capital rather than return on
capital. We’re not going to get a hard default and I don’t
think we’ll see a soft default either. The bigger challenge
for the Gilt market and for monetary policy will be how
you withdraw the stimulus in an orderly way, but that
will only happen when we have sustainable growth. So
Gilts aren’t a safe haven in any absolute sense but in relative terms they are. The UK fiscal fundamentals, awful
as they may be, are still better than those of the US, and
we have far more flexibility to finance our structural
deficit than countries in the eurozone.

Gilt Market Investors

Gilts: living the dream
Despite a parlous economic backdrop and a surge in issuance, Gilts retain their AAA
status and remain a sought-after asset. Quantitative easing is part of the story. But the
value of a sound institutional framework, finesse in debt management, a diverse investor
base and a diminishing pool of alternatives should not be underestimated.
Andrew Capon reports.

D

uring his tenure at the helm of
the UK Debt Management Office
(DMO), Robert Stheeman has
certainly lived through interesting times.
If this has been a curse, his cheerful
demeanour and the matter-of-fact way
he recalls tumultuous events do not suggest it. When he took the post in 2003
the UK raised £26.3bn ($41.8bn) of debt
in 13 Gilt auctions. In 2009-2010 the
DMO tapped the market in 58 auctions,
12 mini-tenders, six syndications and one
other tender. Some £227.6bn ($361.8bn)
of revenue flowed to the coffers of Her
Majesty’s Treasury.
Says Stheeman: “The speed at which
the numbers changed was the truly
extraordinary thing. At the end of our
2007-2008 year [March] we issued
£58.5bn. Thirteen months later our target
was £227bn. I did not predict the financial crisis. But even if I had, if someone
had said that would be the amount of
Gilts the DMO would issue in a single
year when I joined in 2003, I probably
would have told them to sit down, reflect
calmly and let the moment pass.”
Stheeman praises his colleagues at the
DMO. But he also acknowledges these
are far from normal times. By the time
that the Bank of England finishes its latest round of Quantitative Easing (QE) in
November, it will have purchased £375bn
of Gilts from the secondary market. One
buyer owns approximately a third of the
entire market of nominal Gilts.

Unattractive yields
Quantitative easing has done what it was
intended to do, drive Gilt yields down.
But as a consequence few investors
now think Gilts represent good value.
“Gilts are a seriously unattractive investment at these levels. From a personal
perspective there is no way I would hold
Gilts,” says Marino Valensise, chief investment officer at Baring Asset Management,
who oversees $60bn. “There is little space
for capital appreciation and a lot of potential downside.”
Andrew Wickham, head of UK fixed

“At the end of
our 2007-2008
year we issued
£58.5bn. Thirteen
months later
our target was
£227bn”

Robert Stheeman,
UK DMO
income, at Insight Investment, a specialist in liability-driven investment and
fixed income with £182bn ($291bn) of
assets under management, echoes this
sentiment. “It is hard to see why anyone
would want to invest in Gilts with negative real yields. Other than as a protection
policy against a further deterioration of
the eurozone, there is no real attraction.
The return has gone but there are still
risks. Gilts have a very asymmetric riskreturn profile,” says Wickham.
This Gilt-aversion is exactly what the
Bank of England intended. By driving
down yields it has forced investors into
other asset classes, including corporate
bonds. That has lowered borrowing costs
for companies and the broader economy.
Equity markets have also rallied.
The FTSE100 index of UK blue chips
was at 3,645 when the first round of QE
was announced, it is now over 5,700.
However, with many retail investors
wary of stocks after a decade of negative
returns, the biggest flows have been into
corporate bonds, the best selling sector
tracked by the UK Investment Management Association for eight consecutive
months.
The assets of domestic bond funds
have increased by 114%. Over half of
those recently polled by the CFA Society of the UK now view corporate bonds
as overvalued. “The distorting effects of
QE are not just limited to government
bonds. They are writ large at the macro
level across markets,” says Mark Connolly,
director of fixed income at Scottish WidUK Capital Markets 2012 EuroWeek 37
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For the structure of the Gilt market,
the biggest effect of QE has been the
change in the composition of the investor base. There has traditionally been a
large domestic bid from the pension
fund and insurance company sectors. In
2003, when Stheeman joined the DMO,
these domestic institutions owned twothirds of the market.
UK pension funds have increased
their allocation to fixed income from
30% in 2005 to 47% now. That increasing allocation to fixed income is driven
by several intertwined and enduring
trends. In 1979 92% of individuals
covered by a private pension were in a
defined benefit scheme, one linked to
final salary. Now, where defined benefit
pensions still exist in the private sector,
only 19% of schemes are open to new
members.
Closed defined benefit schemes
have very different investment priorities. Their future liabilities are easier to
model. Asset-liability matching has also
become more attractive because of regulation. Before QE, falling interest rates
and the large domestic bid for liability
matching assets were the biggest drivers
of yields. That bid resulted in a persistently inverted yield curve, which only
disinverted in the wake of the collapse
of Lehman Brothers in September 2008.
“I think a normal range for the 30
year Gilt given interest rates and where
they are attractive to pension funds is
between 3.75% and 5%. Three percent
is well below the level at which most
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Investor base rebalances

pension funds will use Gilts to hedge
“Gilts are
liabilities,” says Insight’s Wickham.
a seriously
Francis Todd, managing director and
unattractive
head of Gilt trading at Goldman Sachs,
investment at
also reports LDI funds are on the sidethese levels.
lines. “The LDI firms used to be the bigThere is little
gest source of demand at the long end
space for capital
of the curve. Now a broader range of
appreciation and
a lot of potential
investors, including from overseas, are
downside”
also active in long maturities,” he says.
There will always be some domestic Marino Valensise,
Baring Asset Management
demand for Gilts when investors have
sterling-based benchmarks and when
risk aversion is high. “If you move away always appetite for these bonds from
from Gilts you are taking basis risk,”
domestic buyers. We continue to sell
says SWIP’s Connolly. “The matching
large amounts of Gilts to a diverse range
asset does what it says. Though it is like- of UK institutional investors.”
ly almost any well diversified portfolio
Given that QE happens in the secof sterling credit will outperform Gilts,
ondary market, the Bank of England
there is a risk that the hedge does not
has to buy those Gilts from somebody.
deliver. In this atmosphere of uncertain- QE plus bank purchases for regulatory
ty that mismatch makes some investors
liquidity buffers are big sources of new
very nervous.”
demand, more than £400bn. Safe haven
But, the DMO’s figures are clear.
buyers and overseas official institutions
Domestic holding of Gilts as a percentare the other groups displacing global
age of the overall market has fallen to
asset allocators and domestic instituaround one-third over the past decade.
tions.
That also needs to be seen both in the
Premium product,
context of more issuance and QE. Some
deep market
£164bn of Gilt issuance in 2012-2013
“We would argue the best place in
implies net purchases of around £50bn
bond markets are issuers with strong
from domestic insurance companies
and pension funds. That is more than all balance sheets, which means select
investment grade corporates and emergthe Gilts issued in 2004-2005.
ing market sovereigns,” says Mike
GEMMs (Gilt-edged Market Makers)
report the continued active participation Amey, portfolio manager and managing director in the London office of
of domestic investors in auctions and
Pimco, which manages $1.8tr. “The
secondary markets. “The feedback we
biggest reason to hold Gilts is that they
get from UK investors is consistent: the
will outperform if Europe disintegrates
yields are too low,” says Myles Clarke,
and those safe haven flows have been
co-head of global syndicate at RBS.
significant.”
“But when we open the books there is
Some domestic investors are concerned that these overseas buyers may
prove fickle friends. “I think there is a
little bit of worry that if [European cen70
Gilt sales (£bn)
tral bank president Mario] Draghi does
Pension & Insurance (%)
stabilise the periphery through bond
Overseas (%)
60
BoE (%)
buying, you may see some reversal of
the safe haven flows, both out of Gilts
50
and sterling at the margin. Though I do
think we are talking about the margins,”
40
says Andrew Milligan, head of strategy
%
at Standard Life Investments in Edinburgh which has assets under manage30
ment of $250bn.
According to the GEMMs, most of
20
these new investors in Gilts are official
institutions and sovereign wealth funds
10
and their commitment to the market is
likely to remain durable. Global foreign
0
exchange reserves held by central banks
have soared by $4tr since 2008. Though
the International Monetary Fund’s Currency Composition of Official Foreign
Exchange Reserves (COFER) database

2004-05

ows Investment Partnership (SWIP) in
Edinburgh, which manages $218bn.
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suggests only a modest rise in percentlogically have a problem with central
Our pension
age allocation to sterling to just over
banks expanding their balance sheets if
fund clients are
20%, one-fifth of $4tr is a lot of new
they can do so without creating a rise
beginning to voice
money in the system.
in long term inflation. Our view is that
concerns about
At the same time there is shrinkcentral banks, which are not regulated,
an inflation spike
ing pool of AAA and alternative assets.
can operate with negative levels of capiand potentially
A tactical asset allocator might buy the
tal for a considerable period of time,”
large capital
short end of Spain in anticipation of
he says.
losses from Gilts
ECB bond buying, but strategic reserve
SWIPs Connolly thinks that any ratin a replay of the
policy is much more biased toward the
ings downgrade would only prompt
US in 1994”
Andrew Milligan,
long term. “There is a lot of liquidity
a fundamental re-evaluation of Gilts
Standard Life Investments
out there,” says RBS’s Clarke, “and inves- if the economic or political backdrop
tors don’t have access to the same suite
changed. “If there was a sharp decline
of eligible products, such as CDOs [colGEMMs and end investors, as well as
in growth prospects or a prolonged
lateralised debt obligations] and CLOs
a large number of less formal bilateral
period of stagflation that would not be
[collateralised loan obligations]. Since
discussions. The precise amount of issupositive. But the commitment to reducDraghi’s announcement, we have seen
ance is not agreed until just before the
ing the deficit is the central issue. That’s
significant buying of Spanish paper and
in the coalition agreement which means auction. “We like to able to fine-tune
the yields have collapsed.”
there would have to be a change of gov- according to market conditions,” says
Relative valuations are also imporStheeman. “But broadly I would like
ernment,” says Connolly. “The label put
tant. Though negative real yields across
to think we have the balance between
on the debt by the ratings agencies is
a large part of the curve make Gilts
transparency and flexibility correct.”
less important.”
expensive in absolute terms and set
The operation of monetary policy
Institutional strength
against their history, the same is true
has traditionally been far more opaque.
The depth and proper functioning of
of US Treasuries and German Bunds.
The Nobel prize-winning economist
the Gilt market is built on both the
For investors seeking liquid assets in
Robert Solow famously compared ceninvestor base and the institutional
which to put significant cash to work,
tral bankers as being like squid because,
framework of government debt issuthese three markets remain the nominal
“they emit ink and then move away”.
ance. This is a hidden strength that marbonds of choice. “There are sovereigns
But QE plays such an important part in
ket participants value, particularly the
that you can think of as being AAA+,
the Gilt market, that the Bank of EngGEMMs which put their balance sheet
such as Norway. But Bunds still have a
land has needed to mindful of how its
on the line. Each March, after extenlower yield because there is liquidity,”
policies impact on it and the governsive consultations with HM Treasury, the ment’s debt management objectives.
says Insight’s Wickham.
DMO publishes the Debt and Reserves
Even a downgrade looks unlikely to
It seems that the Bank of England has
Management Report (DRMR).
dent demand for Gilts. Investors point
heeded the importance of transparency.
The DRMR sets out the overall size
to the recent experience of the US,
The operational policy framework
of debt issuance for each financial year,
which was downgraded by Standard
for buying Gilts by the Bank of England
the planned maturity structure and the
& Poor’s but has seen yields continue
Asset Purchase Facility Fund Limited
proportion of conventional (nominal)
to fall. S&P confirmed the UK’s rating
is codified in a Consolidated Marand index-linked issues. The governand stable outlook in late July. QE is
ket Notice. The latest was published in
ment has a financing requirement that
not a concern, according to Frank Gill,
March 2012. This sets out which Gilts
needs togovernment
be met, but the broad paramsenior
director
of EuropeanEuropean
sovereign ten-year
the bank will buy (no linkers, miniChart
1.2 Selected
(a)do not methodoeters of issuance are based on an iteraratings
at yields
S&P. “We
mum maturity three years, outstandbond
tive, bottoming issue size of at least £4bn) and the
Selected European 10 year government bond yields(a
up process in
reverse auction process. It is similar to
which the art
the annual remit of the DMO, but only
%
of the possible
applies to each round of QE.
8
is always the
Each Thursday at 4pm the Bank of
May Report
primary
conEngland
announces the size of the auc7
Italy
sideration.
tions the following week and which
Once this
Gilts will be purchased. These details
6
annual remit
are confirmed at 9am on the day. “The
Spain
is set out,
transparency means that dealers know
5
the issuance
what to expect and can position accord4
United Kingdom
of particular
ingly,” says RBS’s Clarke. “Given the
Gilts, the aucscope of QE and amount of issuance,
3
tion dates and
the market has remained liquid and has
announcement
functioned well.”
2
Germany
of any syndicaStheeman says that though debt
tions are then
management and monetary policy
1
agreed on a
remain distinct, where co-ordination
quarterly basis.
has been necessary open lines of com0
Jan. Apr. July Oct. Jan. Apr. July Oct. Jan. Apr. July
This is agreed
munication have worked. He cites an
2010
11
12
after formal
example from the repo market in the
(a) Yields to maturity on ten-year benchmark government bonds.
meetings with
early days of QE in 2009. The DMO
Source: Bloomberg
a group of
noticed that the GEMMs were using
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its standing repo facility in greater
numbers and settlement failures were
increasing.
“That was not in the interest of the
Gilt market, the repo market or the
broader money markets,” says Stheeman. It was decided that the DMO
should be able to lend parts of the Bank
of England’s QE portfolio if necessary.
“The Gilt repo market has worked very
well for a number of years, which is
conducive to good liquidity” says Goldman’s Todd. “We have seen more severe
repo squeezes in most other sovereign
debt markets.”

Domestic harmony
For Stheeman it is the proper functioning of the Gilt market that enables the
DMO to sell bonds. The way the market
has coped with QE demonstrates the
strength of the institutional framework,
including the DMO itself, the GEMMs
and primary dealer system. He is less
concerned about distribution channels
or even price. It is the DMO’s remit to
limit costs to the Treasury, subject to
risk.
Stheeman does not believe that the
rebalancing of the investor base toward
overseas institutions will have any detrimental effect. “You could argue that
the market was previously too skewed
toward domestic pension funds and
insurers. Currently the distribution of
Gilts means there is no single dominant
type of investor. The existence of a deep
and liquid Gilt market is the biggest factor supporting demand. If one group
started to sell, another would step in,
though that may be at a different price,”
he says.
There may also have been fringe
benefits from overseas official institutions stepping into Gilts. Domestic
investors are overwhelmingly interested
in buying long dated assets. This new
overseas bid has allowed the DMO to
deepen liquidity at the short and medium part of the curve. “I think the DMO
has done an excellent job managing
the shape of the curve and the maturity
profile of the debt,” says SWIP’s
Connolly.
The average maturity profile of Gilts
is perhaps the biggest single point of
differentiation for the UK government
bond market. At more than 14 years it
is more than double the average of the
remaining G7 countries. That has been
possible because of the depth of the
domestic investor base. Says Connolly:
“There is almost a symbiotic relationship. The DMO knows it can issue longer dated paper because there is demand.
That has helped lengthen the maturity

of the Gilt market and it has helped us
“The distorting
to manage longer term liabilities in a
effects of QE are
more thoughtful manner.”
not just limited
Before the financial crisis it seemed
to government
inconceivable that short term funding
bonds. They
markets could close to significant borare writ large at
rowers, either banks or sovereigns. But
the macro level
it is now a risk credit rating agencies
across markets”
take seriously and international investors are increasingly attuned to. Jake
Lowery, global rates manager at $170bn Mark Connolly, Scottish
Widows Investment Partnership
of assets ING US Investment Management in Atlanta, says: “The US, UK and
half of the year would see economists
France have very similar debt-to-GDP
rushing to upgrade forecasts for 2013.
ratios. But the debt refinancing risk in
That would make the outlook for Gilts
the US is higher. That also needs to be
very different to the current consenseen against the backdrop of the fiscal
sus. QE would certainly stop. But runcliff.”
ning off the debt would still be the
The most significant uncertainty
likely course, rather than withdrawing
facing Gilts is QE. Its withdrawal will
liquidity through reverse repos or other
likely be a multi-stage process and if it
means. The growth picture would have
is handled poorly it could disrupt the
to be much clearer, Gilt issuance lower
market. The first stage of withdrawing
QE would be a slower pace of purchases and interest rates rising for that to
happen.
and that is what is widely assumed will
be announced in November.
Because UK growth continues to dis- Inflation worry
A longer term concern is inflation. “I
appoint (see The long and winding road, page 4)
don’t think you need to be an extreme
the debt-to-GDP ratio remains high and
monetarist to worry about the potential
so will issuance. Someone will need to
effect of QE on inflation,” says Millitake up that slack and with yields unatgan. “Our pension fund clients have to
tractive to a large number of prospective investors there is likely to be a price think long term and many are beginadjustment. The current sell-off suggests ning to voice concerns about an inflation spike and potentially large capital
this has already been anticipated.
losses from Gilts in a replay of the US
When the music stops
in 1994.”
A bigger challenge still will be when
For the time being withdrawal of
the Bank of England stops all Gilt buyQE, rising interest rates and resurgent
ing. That could come sooner than geninflation all seem a distant prospect. The
erally thought. Amey at Pimco says the
European Central Bank’s decision to buy
fate of QE rests on the state of the econ- the bonds of Italy and Spain is for some
omy, but that the Bank of England recinvestors yet another reason to favour
ognises the marginal value of the policy
Gilts. Christoph Kind, head of asset
is diminishing. “I’m not sure they got
allocation at €16bn of assets Frankfurt
the bang for their buck they hoped for,
Trust Asset Management certainly thinks
though it has been supportive for asset
so. “For me Gilts relative to Bunds are
prices.”
attractive. The ECB buying the periphery
If QE stops in the interim, the Bank
is bad for the core. I think it is possible
of England is unlikely to reinvest the
that Gilts could trade through Bunds at
proceeds from its existing stock of debt
certain points on the curve.”
as it matures. That will be the first step
Kind is swift to add that this has
on the road of unwinding the promore to do with the large structural bid
gramme.
from the Bank of England for Gilts and
The questionable impact of more
the likely reversal of some safe-haven
QE also explains why a new policy
flows into Bunds given the implicit
prescription, credit easing, through the
liability of German taxpayers for periphFunding for Lending scheme and other
eral debt. It is not a comment on the
initiatives, was rushed out over the
relative strength of the UK economy.
summer. “I think Funding for LendBut if the DMO’s Stheeman has found
ing is well constructed. It could get the
the pace of bond issuance “extraordieconomy going. The people I speak to
nary”, the UK government must surely
in the Treasury certainly hope it could
look at the deficit and then the cost of
make a substantive difference,” says
borrowing and find it little short of
Standard Life’s Milligan.
surreal. Both are a testimony to the Gilt
A return to growth in the second
market.
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