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REFORM
AT WHAT
COST?

New regulations for banks aim to prevent a repeat of the 2008 meltdown, but are they
in fact hampering their ability to do business and aid economic recovery, asks Ian Fraser

D

uring the two decades
leading up to the
banking crisis, the
banks had never had
it so good. There
was a widespread
assumption that
financial innovations
such as complex derivatives, securitisation and
the shadow banking system had more or less
eliminated risk. Lending skyrocketed, balance
sheets ballooned, profits and bonuses soared,
and some bankers believed they could walk on
water. The corollary was that businesses found
themselves able to borrow much more money
and on much more generous terms than had
ever been possible in the past.
Regulators and policymakers, who
rather liked the economic growth and tax
revenues that a fast-growing banking sector
can bring, turned a blind eye to a multitude
of sins. These included the banks’ flawed
risk-management systems, wafer-thin capital
ratios, excessive leverage, reckless acquisitions
and flawed accounting standards which some
commentators believe permitted the banks to
exist in a “fool’s paradise”.
The era of unstoppable growth abruptly
came to an end when many of the world’s largest
banks ran out of money and had to be bailed
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THERE’S A RISK THAT
YOU ARE DOING TOO
MUCH TO PROTECT
THE BANKS AND NOT
ENOUGH TO PROTECT
THE ECONOMY
out in October 2008. Since those hair-raising
days, the regulatory and political mind-set has
changed absolutely.
The banks are facing a tightening
regulatory screw, with pressure coming
mainly from the Basel Committee on Banking
Supervision (part of the Basel-based Bank
for International Settlements) and a host of
other legislators, regulators and quangos,
national and international.
A number of new bodies have also sprung
since the crisis to supervise the banking and
financial sector, including the European Banking
Authority, European Securities & Markets
Authority, Prudential Regulatory Authority and
the Financial Stability Oversight Council.
The biggest stick with which the regulators

are hitting the bankers, as agreed at G20’s
Pittsburgh summit in September 2009 – with
the final proposals appearing as Basel III in
December 2010 – is to force them to hold
more capital, with “strategically important
financial institutions” (SiFis) obliged to carry
proportionately more than their smaller peers.
Major structural changes are being imposed
via the “Volcker Rule” in the US and the
Independent Commission on Banking (ICB)
in the UK. Broadly, these are intended to
prevent banks from using their retail deposits,
which benefit from a government guarantee
and possible bailouts in the event of crisis,
to underpin riskier “casino” activities such as
proprietary trading, hedge funds and private
equity. Meanwhile, all trading in over-thecounter derivatives market is being forced
onto regulated exchanges and through central
clearing houses in a further bid to reduce risk
and increase market transparency.
The Basel III capital and liquidity standards
are replacing the earlier Basel II framework,
which is now regarded as deeply flawed
and a major contributor to the crisis. The
tougher standards have been broadly welcomed
by regulators and politicians, who believe
that better capitalised banks will be less
likely to behave irresponsibly, or to require
government bailouts.
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DAVID RANDALL FROM
BOURNEMOUTH SITS OUTSIDE
THE FINANCIAL SERVICES
AUTHORITY OFFICES IN LONDON’S
CANARY WHARF FINANCIAL
DISTRICT, 15 SEPTEMBER 2009.
RANDALL, WHO LOST £25,000
IN THE COLLAPSE OF LEHMAN
BROTHERS, WAS PROTESTING
ABOUT BEING SOLD HIGH-RISK
FINANCIAL PRODUCTS

Forcing the banks to raise massive amounts
of fresh capital and improve the quality of their
liquidity buffers at a time of continued stress
in the global financial markets does not come
without risks, however.
Banks have two main choices when it
comes to raising their capital ratios. They can
either conduct rights issues to raise additional
equity from investors – not always an easy
task, since they are still widely mistrusted by
investors – or they can scale back their balance
sheets (“deleverage”) by disposing of assets and
clamping down still further on new lending.
Chris Dun, banking partner at Maclay
Murray & Spens (MMS) says: “There’s a risk that
[policymakers and regulators] are over-reacting.
By increasing the capital requirements to very
conservative figures, there’s a risk that you are
doing too much to protect the banks and not
enough to protect the economy as a whole.”
In a major concession to the banking lobby,
the Basel Committee has agreed that the Basel
III standard will be phased in gradually. Banks
have been given until 2019 before they have to
be fully compliant, although the committee has
encouraged them to get their houses in order
well in advance of the final deadline.
Implementation of Basel III is being handled
by a range of bodies including US congress (via
the Dodd-Frank Act), the UK Government

(via the legislation that will enact the ICB
recommendations) and by the European
Union under its Capital Requirements Directive
IV (CRD IV).
Basel III requires banks to increase their
core-tier-one capital to risk-weighted assets
ratio from Basel II’s ultra-low level of 2 per cent
to at least 7 per cent by 2019. It also requires
them to hold sufficient quantities of easy-to-sell
assets – known as their “short-term liquidity
buffer” – to survive a 30-day period of extreme
market stress without external support. The new
Basel regime also stipulates that 60 per cent of
the banks’ liquidity buffers must be made up
of cash or securities that are underwritten by
governments and central banks.
EU leaders intend to exceed the capital
rules laid down by Basel III provisionally
setting a 9 per cent core capital to riskweighted assets ratio by 2013. The EU’s
internal markets commissioner Michel Barnier
also wants to introduce a “single rulebook”,
which would bar European countries from
setting their ratios any higher. This has
infuriated the UK Government which intends
to go along with the ICB’s recommendation of
a minimum core capital ratio of to 10 per cent
for British banks.
Dr Rob Webb, an expert in banking
operations and risk at Glasgow Caledonian

VICKERS:
THE IMPACT
ON BUSINESS
When Sir John Vickers’ Independent
Commission on Banking published
its proposals last September, the CBI
immediately complained they would
be harmful to the business community.
CBI deputy director Neil Bentley says
the proposals were “out of step with
internationally agreed measures and
will increase the cost of lending for
UK businesses”.
However, other business organisations
believe that increased competition, one of
Vickers’ goals, will be more positive. FSB
chairman John Walker says the proposals
“should open up competition” and urged
the Government to enact them as soon
as possible.
Phil McCabe of the Forum of Private
Business warned the Government that
it was missing the bigger picture: “Many
banks remain unable or unwilling to gauge
small business lending risk on a case-bycase basis and are continuing to avoid
firms of certain sizes or in specific sectors.”
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University (GCU), says: “Basel III is technically
much more robust than either Basel I or II. For
the first time, it looks at where banks obtain
their funding instead of just obsessing about
capital, which I’ve always seen as a red herring.”
The new Basel rules are already forcing
banks to reconsider their business models.
Basel 2.5, an interim measure which came in on
31 December, is making it much less attractive
for them to retain capital-intensive assets
including securitisations, public infrastructure
assets such as PPP projects, or plane, train and
car-leasing businesses on their “trading books”
(assets they don’t intend to hold to maturity).
These standards are understood to have
precipitated RBS’s decision to sell its aviation
leasing business to Japan’s Sumitomo Mitsui
Financial Group.
Unveiling profits of £14bn for the year to
December, HSBC finance director Iain Mackay
says: “[Basel III] Mitigation actions include,
but are not limited to, disposals, notably the
sale of our US card and retail business. This is
the most significant disposal of risk-weighted
assets, continued run-off of our US consumer
and mortgage lending portfolio, active
management and run-down of our legacy credit
positions and actions to manage counterparty
valuation adjustments.”
Mackay, who qualified as a CA with
Thomson McLintock, added: “I think it goes
without saying, but there remains significant
uncertainty on the regulatory front.”
While the Volcker Rule separates out or
prohibits certain business activities, such as
proprietary trading, that are regarded as highly
risky, the Vickers “ringfencing” proposals focus
on insulating retail banking services from
potential losses caused by other activities. The
outcomes may be similar, but the difference
in approach is likely to present banks whose
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I THINK IT GOES
WITHOUT SAYING,
BUT THERE REMAINS
SIGNIFICANT
UNCERTAINTY ON THE
REGULATORY FRONT
operations straddle the Atlantic and which
have a global investment banking model with
particular headaches.
Building a firewall between a bank’s retail
and investment banking arms, as required
under Vickers, entails serious organisational
challenges. For example, each separate unit will
require its own independent board of directors.
MMS’s Dun says: “The issue is how strong
will those independent boards be and how
independent will they be of each other? I don’t
think they have quite worked out how this is
going to work in practice.”

Economist Charles Goodhart, emeritus
professor at the London School of Economics,
warns that structural reforms along these lines
“will do little to counter the main source of
banking instability”.
Almost every regulatory change that is being
introduced has a cost for the banks, notably
in terms of capital funding, but also in terms
of systems and IT. HSBC has estimated that
ringfencing will cost Barclays, Lloyds and RBS
between £8bn and £10bn in increased funding
costs alone.
As this massive programme of reform goes
through the consultative and legislative mills,
some banks are struggling to cope. National
Australia Bank’s recent decision to withdraw
from UK property lending and to consider selling
off its UK subsidiaries Clydesdale Bank and
Yorkshire Bank is thought to have been driven by
the high cost of abiding by the UK’s new rules.
Sanjay Kaul, head of financial services
consulting at Logica, says another problem
banks face is that the reform agenda is so
uncertain, and so disjointed between regulators
and between jurisdictions.
Kaul says banks can invest hundreds of
millions on new systems only to find these are
redundant once reforms are enacted, because
what were thought to be “nailed down” reform
proposals can emerge from the legislative
process in an unrecognisable form.
Kaul says: “One of the biggest challenges is
that banks are having to make so many changes
in an environment where the goalposts are
constantly moving. That’s adding a lot of new
challenges and increasing their costs.
“Some financial institutions have up to 70
regulatory change projects under way at the
moment – the biggest in banking are DoddFrank/EMIR [“EMIR” is the European Market
Infrastructure Regulation], Basel III, the CVA
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BASEL III
ALREADY
REDUNDANT?
Some have warned that the Basel III
reforms are redundant even before they
have even been implemented. “One of the
central pillars of the Basel III framework
is the notion of a risk-free asset class,”
Matthew Czepliewicz, a banking analyst
at Collins Stewart Hawkpoint, recently
told Bloomberg. “That central pillar is
disintegrating. Basel is quite clearly going
to have to be revised.”
Czepliewicz was referring to the fact that
the recent “voluntary” Greek debt deal
has forced banks to make big losses on
their holdings of Greek bonds and that
continued nervousness about the debt
of other peripheral Eurozone countries
means that the Basel Committee’s
insistence that sovereign debt should
be classified as “risk free” has become
a joke. However, European authorities
are desperately keen for the continent’s
banks to continue to buy sovereign debt,
which is one of the reasons the European
Central Bank offered them nearly ¤1trn of
subsidised funding through its long-term
refinancing operations (LTRO). It therefore
suits them to pretend black is white.

[Credit Valuation Adjustment] programme
for investment banking and FATCA [the US
Foreign Account Tax Compliance Act], which
crosses banking, insurance and investment
management. Each of these programmes could
cost an individual bank or financial institution
upwards of £150m.”
The banking sector was clearly in
desperate need of reform after the
lamentable free-for-all that gave rise to
the global financial crisis. However, some
commentators suggest that the pendulum
has swung too far in the other direction,
sparking a savage deleveraging. This camp
believes policymakers and regulators have
over-reacted to the crisis in ways that are
penalising business and the wider economy.
GCU’s Rob Webb says: “Basel II and
Vickers are very solid documents that display
a very solid understanding of what banks are
about. The trouble is that, by putting those
reforms in place, you are constraining the
asset transformation ability of the banks.
You’re reducing the risk of financial institutions
going bust as they did in 2008, but you’re
also reducing the benefits they can bring to
the economy.”
However Frédéric Hache, senior research
analyst at Brussels-based Finance Watch, which
was established last year as a counterweight to
the 700 financial lobbyists in Brussels, disputes
the thesis. He says: “Stronger regulation will
not penalise banks, but rather promote a
much-needed return to sustainable long-term
shareholder value creation, as opposed to a
short-sighted focus on short-term profits.”

IN ASSOCIATION WITH SEMPLE FRASER

WARNING
FOR
EUROPE
US Federal Reserve
chairman Ben
Bernanke warned last
month that stresses
in the global financial
markets “continue
to pose significant
downside risks”.
In an address to the
US Congress he said:
“More needs to be
done. Full resolution of
the crisis will require a
further strengthening
of the European
banking system.”

SECURITY REVIEWS
Alex Innes asks: Is it too late to contemplate your
company’s security procedures?
Most businesses require
bank funding, whether to assist
with working capital, and/or
to provide additional funds for
investment. In the past, funding
was readily available as banks
were keen to expand their
businesses by lending to more
businesses. Some borrowers
tended to mainly focus on
how much was to be advanced
at what cost, and when it would
be available. Repayment terms
were relevant, but were in the
future, and enforcement was an
event that was highly unlikely.
These days, while banks
still need to lend, they are
more discerning about their
customers and the amounts
that they are willing to provide,
and repayment terms and
enforcement provisions are
subject to much more scrutiny
by all borrowers.
What is crucial for both
banks and borrowers is to
understand the terms of the
lending, and the implications
of such terms. This applies
both to new loans as well as to
existing loans.
Currently, banking
documents, and relationships,
are under constant review.
The bank is seeking to ensure
that the facility letter has been
effectively drafted so that the
relevant borrower is due to
repay the loan to the bank,
and that if required, all the
relevant securities (particularly
third-party securities) can be
called upon to assist with the
repayment of the debt.
If an ambiguity, or potential
issue, is uncovered at an
early stage, there may be an
opportunity to remedy it (e.g.
by utilising a further assurance
clause), prior to enforcement,
when it may be too late.
Borrowers are instructing
a similar review, but with the
objective of enabling it to
accurately assess its negotiating
strength if discussions with
the bank are imminent. Often,
the more important review
for the borrower will concern

the background to the loan
documents, and a number of
cases have established grounds
for challenge outwith the final
documentation.
It would be a worthwhile
exercise for a bank to ensure
that its loan documentation
and securities are all in order,
well ahead of any enforcement;
particularly as it is highly
likely that the borrower is
also instructing the same
documentation to be reviewed,
but for a different purpose!
Semple Fraser LLP is a
leading commercial law specialist,
offering advice of the highest
quality across a range of areas.
With lawyers qualified in both
Scots and English law and offices
in Glasgow, Edinburgh and
Manchester, we are able to deliver
a full banking service throughout
the UK.
The Banking & Finance
Group of Semple Fraser LLP has
expertise in all areas of banking
and property finance, and works
closely with the other specialists
areas of the firm to provide the
complete service to clients.
ALEX INNES IS A PARTNER WITH SEMPLE
FRASER. FOR MORE INFORMATION ON
THESE TOPICS, PLEASE GO TO
WWW.SEMPLEFRASER.CO.UK, OR
CONTACT ALEX INNES ON 0131 273 3771
OR ALEX.INNES@SEMPLEFRASER.CO.UK
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