
SUBMISSION FROM HM TREASURY 

1. Under the Scottish devolution settlement, reserved UK wide areas of policy such as financial 
regulation are matters for the Treasury while devolved areas of policy are matters for the 
Scottish Executive. The Treasury takes account of the interests of all countries and regions of 
the UK, including Scotland, which has a particularly important financial sector, in the 
development and implementation of its policies.  

Q1. What is your view on the cause, nature and impact of the recent difficulties in the 
financial sector in Scotland?  

2. The causes of the global financial crisis and the particular impact in the UK will be continue 
to be the subject of debate for many years to come. The Government’s analysis focuses on 
three broad factors: 

• first, the failure of the tools of market discipline, in particular of corporate 
governance, risk management and remuneration. Some banks, boards and 
investors did not fully understand the complexities of their own businesses; 

• second, regulators and central banks did not sufficiently take account of the 
excessive risks being taken on by some firms; and 

• third, the failure of global regulatory standards to respond to the challenges of 
system-wide risk, including: 

i. adapting to the major changes in the evolution of financial markets which 
have lead to increased complexity and levels of system-wide risk; 

ii. and properly addressing the tendency for cycles in risk taking and leverage in 
financial markets to amplify the economic cycle. 

 
Failures of market discipline 
3. It is important to note that, while failures of regulation and regulators – which have been 
debated extensively in the wake of the crisis – were important, the prime cause of the problem 
was the actions (or in many cases, inaction) of market participants. 
 
4. Market discipline is of central importance to well-functioning financial markets. But, in the run up 
to the global crisis, market discipline failed in a number of important respects. These failures led to 
distortions and inefficiencies which contributed to, or exacerbated, the crisis. In particular, firms – 
and particularly their managers, boards of directors and institutional shareholders – failed to 
appreciate the extent and complexity of the risks that they were taking on, or to manage these 
risks effectively. 
 
Corporate governance 
5. In well-functioning businesses the self-interest of different stakeholders imposes discipline to 
avoid excessive risk-taking without commensurate compensation. However, recent experience 
has shown that market discipline has failed to prevent a number of deficiencies in corporate 
governance in the institutional investment chain. Firms’ senior management must carry primary 
responsibility for their actions and resulting consequences. Large investors also have a 
responsibility to reward institutions which are following prudent and profitable long-term business 
strategies and to punish those with excessive risk and inadequate business models. 
 
6. There were failures of senior management to question higher returns robustly and to take into 
account the risk of low-probability but high-impact events materialising. There were also 
widespread failures of governance by some bank boards in several areas, including: 

• understanding and probing overall risk-management reporting; 
• understanding how affiliated vehicles imply ongoing exposure; and 



• how remuneration policies encourage risk-taking that may prioritise the short term at the 
expense of the long term. 

 
7. Similarly, there were failures on the part of some owners, in the form of institutional 
shareholders, to recognise the extent of these deficiencies and to constrain their agents’ actions 
through effective monitoring of and engagement with bank boards. 
 
Remuneration practices 
8. It is clear that remuneration practices in banks were an important factor in the crisis. Staff in 
certain areas of banking were incentivised through the possibility of very large rewards to pursue 
unduly risky practices that, although profitable in the short term, did not take appropriate account 
of risk in the long term. Many of these longer-term risks are difficult to quantify, but equally 
important not to underestimate.  
 
Poor risk-management 
9. Firms around the world failed to understand the nature and extent of the risks to which they 
were exposed – particularly the reaction of other institutions to remote rules and the correlation of 
risks across different markets. This was a key contributor to the global financial crisis. 
 
10. Financial institutions, relying too much on data from the recent past as an indicator of future 
market performance, dramatically underestimated the likelihood of relatively low-probability events 
such as those of the last 18 months. Risk models in banks and other financial institutions turned 
out to be poor representations of how market participants would respond. In particular, the use by 
banks of value-at-risk (VAR) models, which use the volatility of the price of the asset over the 
recent past in order to quantify the risk entailed in marketable securities, appears to have 
exacerbated the tendency for financial markets to underprice risk in good times and contributed to 
the herding tendencies of markets. 
 
11. Stress testing also proved inadequate. Stress testing aims to allow firms to assess the impact 
of more extreme events on their business, which are not generally captured by traditional risk-
management models such as VAR.  
 
Recent economic developments in the UK 

12. Along with other leading economies, the UK entered recession in the first half of 2008. The 
intensification of the global financial crisis following the collapse of Lehman Brothers in September 
2008 led to a collapse in confidence and a further reduction in the availability of credit. As a result, 
output fell sharply in the final quarter of 2008 and according to ONS data revisions, the fall in 
output was greater than anticipated at Budget 2009. 
 
13. The deterioration in global economic demand at the end of 2008 triggered an involuntary build 
in stocks, which firms unwound rapidly towards the end of the year, depressing growth. As 
confidence declined, output contracted by 2.5 per cent over the first quarter of 2009, the largest 
quarterly fall in over forty years. Since then, the pace of decline has eased, in line with the Budget 
forecast, as the substantial macroeconomic stimulus in place has increasingly taken hold. 
 
14. A broad range of economic data suggests activity has improved in recent months. Business 
optimism indicators have picked up, retail sales continue to rise and the level of employment rose 
in the third quarter of 2009. House price indicators have persistently shown monthly gains and the 
latest Royal Institute of Chartered Surveyors (RICs) Housing Market Survey reported further 
increases in its sales to stock ratio – a leading indicator if future price movements. The Chartered 
Institute of Purchasing Managers’ indices (PMI) have also picked up in recent months indicating a 
recovery in output growth. 



15. Consumer price inflation has fallen back since its peak of 5.2 per cent in September 2008, as 
expected in the Budget forecast, CPI inflation was 1.5 per cent in October, while RPI inflation was 
–0.8 per cent. 
 
UK growth prospects 
 
16. The 2009 Pre-Budget Report economic forecast is for GDP to contract by 4¾ per cent over 
the year in 2009, larger than the 3½ per cent forecast at Budget 2009. However, given signs of 
stabilization in recent economic data, growth is expected to return by the end of the year, in line 
with the Budget forecast. GDP growth is forecast to pick up through 2010 and 2011, as credit 
conditions continue to ease and the continuing and lagged effects of the significant monetary 
policy support and the deprecation of sterling take hold. Table 2.1 provides a summary to the UK 
forecast. 
 

  
 
UK inflation prospects 
 
17. CPI inflation is expected to continue to rise in the near term due to the pre-announced reversal 
of the cut in the VAT rate back to 17.5 per cent in January 2010 and with fuel prices above the 
lows of early 2009. The forecast assumes that business will smooth the pass-through of the rise in 
VAT back to 17.5 per cent in January 2010, with inflation peaking in early 2010. After these 
temporary upward pressures have passed, inflation is forecast to fall through 2010 and in 2011, 
moving well below target, as the large negative output gap exerts downward pressure on prices. 
Although subject to the same factors shaping the profile for CPI inflation, RPI inflation is forecast 
to turn positive and then rise more rapidly with the additional upward pressure from rising house 
prices and the large reductions in mortgage interest payments falling out of the annual 
comparison. 
 
Risk and uncertainty 
 
18. While some of the more severe downwards risks to the economy have been averted, 
economic forecasts remain subject to exceptional uncertainties across a broad range of factors, in 
particular the size and timing of the impact of the financial shock on trend output; the pace and 
balance of the global recover; the availability of sufficient credit to support recovery; and the speed 
and extent of private sector deleveraging. 
 
 
Q2. What evidence do you have on the issue of the availability and the cost of credit and 
what effect have the initiatives undertaken by the banks, government bodies, regulators 
and others had?  



19. Credit conditions in the recovery 

20. Credit conditions for households and companies tightened from July 2007 onwards, as the 
price of risk was reassessed and confidence plummeted. Conditions tightened further in 2008 and 
at the start of 2009 as banks and other lenders sought to rebuild their balance sheets and tighten 
their lending terms while the shadow banking system collapsed. 

21. In recessions associated with financial crisis, it is usual for the recovery in lending growth to 
lag the recovery in GDP growth. The Bank of England’s latest Financial Stability Report, published 
in June, showed that in the aftermath of a credit crisis, real credit growth typically does not return 
until several quarters after the resumption in GDP growth. However, while limited lending growth 
need not prevent the economy from recovering it could limit the pace of recovery. 

22. The global macroeconomic policy stimulus and financial sector interventions have been 
successful in largely removing the immediate possibility of another financial stability event, as 
seen in the reduction to risks premia across financial markets. Together with similar domestic 
measures introduced by the Government and the Bank of England these have helped to ease 
credit conditions faced by households and companies. 

23. Credit conditions are expected to recover into 2010 and 2011 and so support the recovery.  As 
indicated by the publication of the recent Reforming Financial Markets white paper the 
Government is discussing the effect of global asset prices and wider financial imbalances in 
setting policy with the Bank of England, the FSA and international partners. 

Support for lending 

24. The Government has taken a number of steps to support responsible lending to promote best 
practice in the treatment of borrowers. The aim is not to return to the irresponsible lending 
practices of the pre-crisis period, but to ensure that the supply of credit meets recovering demand 
from creditworthy borrowers.  For example: 

• The lending commitments, which were introduced as part of the negotiations around the 
Asset Protection Scheme which commit RBS and Lloyds Banking Group to provide 
additional loans, on commercial terms, to households and businesses.   The performance 
of each bank will be assessed against their lending commitments annually and provide a 
report to Parliament.  

• The Enterprise Finance Guarantee Scheme, securing up to £1.3bn of additional bank loans 
to small firms with less than £25 million turnover -over £1 billion of eligible applications from 
almost 9000 SMEs have been granted, are being processed or assessed. The PBR has 
extended this scheme for a further 12 months, providing £500 million in additional support 
for businesses.  

• Working with banks and the European Investment Bank (EIB) to help enable small 
businesses access up to £4bn of intermediated EIB finance until 2011 - national banks 
have so far secured £1.39bn from the EIB. 

25. The Government has agreed Customer Charters with RBS and Lloyds. These set out the level 
of service SME customers should expect to receive from their bank, including promises to cap 
fees on lending for most SMEs.  Both banks have already published their charters, which are 
available on their websites.  The key features of the Charters are: a 1.5% cap on overdraft and 
loan arrangement fees; ensuring the price of loans or overdrafts reflects the cost of funding; a 
pledge to support business startups; and a programme of seminars to provide expert guidance for 
SMEs. 
 



26. In addition, other institutions have responded to credit constraints associated with the 
economic downturn by increasing lending and launching a series of measures to provide advise to 
businesses.  For example: 
  
• Northern Rock will undertake new lending of about £5 billion in 2009. 
• HSBC has announced it will lend up to £15 billion to homeowners in 2009 has created a 

dedicated lending team to support its asset-based lending clients. 
• Barclays has announced it will lend an additional £11 billion to households and businesses in 

2009. In August, Barclays announced it had already lent more than £11 billion in the first half 
of 2009, but would continue to lend to creditworthy households and businesses. Barclays has 
also launched a series of free business seminars around the country to support the renewed 
interest in business growth. 
 

A number of recent independent surveys provide evidence showing that Government’s 
actions are having a positive effect.  These are included at Annex A.  
 

Wider HMT Initiatives and their impacts  

27. Other steps taken by the Government to restore and maintain financial stability and support 
economic recovery include:  
 

 Recapitalisation – to address concerns about the solvency of financial institutions, the 
Government made commercial investments, through the purchase of shares or 
underwriting the issuance of new shares, to help strengthen banks’ capital positions;  

 Asset Protection Scheme (APS) – designed to protect financial institutions against 
exposure to exceptional future credit losses on certain portfolios of assets, helping banks to 
rebuild and restructure their investments and increase lending in the economy. Full details 
of the scheme were published on 7 December; 

 Credit Guarantee Scheme (CGS) – provides a guarantee on eligible new debt issued by 
qualifying institutions to supports banks’ access to wholesale funding markets and, in turn, 
lending by banks to businesses and individuals. This scheme is considered in more detail 
below; 

 Asset Backed Securities Guarantee Scheme – provides guarantees for AAArated 
residential mortgage-backed securities (RMBS), extending banks’ and building societies’ 
funding options alongside the CGS. In October this year, the entry window for the scheme 
was extended until 31 December 2009;  

 Special Liquidity Scheme (SLS) – provides liquidity by allowing institutions to swap illiquid 
assets for Treasury Bills, which are more easily converted into cash, minimising the 
system-wide risks of illiquidity to financial stability. The scheme has been closed to new 
drawdowns since January this year but will run until January 2012; and 

 Asset Purchase Facility (APF) – designed to enable the Bank of England to help improve 
the operation of credit markets through the purchase of corporate assets such as corporate 
bonds and commercial paper. This will improve liquidity, reduce funding costs and increase 
the availability of credit by stimulating the issuance of further instruments in those markets.  

 
Further initiatives may include: 
 

 Mortgage-backed securities - It is important that lenders continue to have access to a diverse 
range of funding sources, including securitisation markets. These markets need, however, 
to be robust, more liquid and consistent with financial and macroeconomic stability more 
broadly. The Government is exploring ways to encourage more sustainable, transparent 



and standardised UK mortgage-backed securities markets, working with the Bank and the 
FSA through the Council for Financial Stability, and in discussion with issuers and 
investors, in order to establish a broader investor base and lay the foundations for stronger 
markets in the future. The Government will update on progress at Budget 2010. 

 Covered bonds - In March 2008, the Government established a new legislative framework for 
covered bonds, supervised by the FSA. The Government and the FSA have consulted with 
market participants, and believe the current regulatory regime for covered bonds supports 
high quality products.  Government will consult in early 2010 on supplementary rules where 
greater clarity may be warranted on issues such as asset quality and asset capability 
standards for Regulated Covered Bonds. Regulated covered bond issuers, the Government 
and the FSA will work together to promote familiarity with the UK’s regulatory regime. 

 Non-bank lending channels - UK firms have historically relied extensively on banks for 
lending. Non-bank channels do play a role in the financing of UK corporates, but less so 
than in the US. Developing non-bank lending channels would help to improve the future 
resilience of the economy in the face of financial shocks. 

 HM Treasury, working closely with the Bank of England, has been exploring with a range of 
stakeholders the different factors that could together constitute barriers to some corporates 
accessing non-bank investors. Of particular interest are issues around the credit 
assessment and monitoring process, including whether ways can be found of developing 
alternative credit assessment processes, the role of corporate transparency, transparency 
in the pricing of bank loans, the factors underpinning UK investor preferences, and loan 
and bond market infrastructure. These factors are closely interlinked and steps to 
encourage an increased role for non-bank investors would need to be carefully designed 
and sequenced. 

 To address this issue, HM Treasury will launch a discussion paper on developing non-bank 
lending channels in the UK.  It will be advised by the Bank of England and FSA, working 
with the Department for Business, Innovation and Skills. 



A summary of the fiscal implications of these measures 

 
 
 
Q3. What changes can be expected as part of the ongoing and future restructuring plans in 
the financial services sector within Scotland? 

28. The Treasury expects significant improvements in competition in UK banking as a result of the 
restructuring of Lloyds Banking Group (Lloyds), RBS and Northern Rock (NR).  The Chancellor 
has made it clear that the RBS and Lloyds divestments resulting from the restructuring should be 
managed in such a way as to increase competition. In line with this objective purchasers of the 
divested businesses will be limited to smaller providers and new entrants.  

29. Taken together with the sale of Northern Rock the Lloyds and RBS divestments will potentially 
create three new banks on the UK high street in the space of five years.   
 
 
 
 
 
 
 
 
 
 
 



Key Facts and Data: 
 

LBG restructuring plans: 
The deal involves the divestment of:  
• Lloyds TSB Scotland (185 branches),  
• 250+ as yet unidentified English and Welsh Lloyds branches  
• 164 Cheltenham and Gloucester branches, savings and sufficient mortgages so that the 

divestment accounts for 19.2% of Lloyds mortgage book 
• Intelligent Finance and the TSB brand 
• An additional reduction of non-core balance sheet of £181bn 
• This will lead to an overall balance sheet reduction of around 27% of the relevant assets.   

RBS restructuring plans: 
• 311 RBS branches in England and Wales 
• 7 NatWest branches in Scotland 
• 40 Business and Commercial Banking Centres, 4 Corporate Banking Centres, 2 Direct 

Business Banking Centres, 3 Personal Relationship Manager Centres, 3 Operational Centres. 
• RBS Insurance, RBS Sempra, Global Merchant Services. 
• This will lead to an overall balance sheet reduction of around 41% 
• There will be additional reduction of non-core balance sheet of £200bn 
• If the contingent capital is triggered, or if the bank should fail to reduce its balance sheet in line 

with committed plans by £30bn or more by December 2013, an additional divestment of £60bn 
of businesses and associated assets will be required. 

 
 
30. This action will improve competition in the market by creating new challengers. Increased 
competition will lead to better outcomes for consumers through increasing the pressure on all 
banks to improve service standards. 
 
Q4. How might these changes affect the business and retail banking market in Scotland, 
access to project finance, a reduction in competition on the ‘high street’ for lending, the 
plans for the retention of functions and ‘headquartering’ etc and what can the public sector 
in Scotland do to ensure the best possible result for Scotland?  
 
31. The increased competition and choice brought about by divestment will improve the efficiency 
and responsiveness of financial markets for their users. An important aspect of this is that 
consumers are able to make informed decisions about their money, and the Government is taking 
steps to ensure that consumers are empowered to make informed choices. The 2009 Pre-Budget 
Report announced £20 million to fund the national rollout of the Money Guidance service in 2010-
11, helping one million people to manage their money better. 
 
32. Scotland should benefit directly from the divestment of 185 Lloyds branches as this will result 
in the introduction of a new entrant or the development of an existing small player.   It should also 
be noted that apart from the disposal of 7 NatWest branches the existing RBS branch network will 
remain. 
 
 
 
 
 
 
 



Q6. How are employment levels in the financial sector calculated at present, under what 
definitions and how do these relate to ONS figures? What changes are required to make 
employment figures more meaningful and comparable with other financial centres?  

33. The Treasury does not hold specific employment data on the financial sector.  This enquiry 
might best be directed to the Office of National Statistics and Department of Work and Pensions.  
More generally employment data released by the ONS on 16 December 2009 showed:  

 
Employment rate unchanged at 72.5% 

 

 
 
34. The quarterly increase in unemployment is the smallest since spring 2008; the number of 
people claiming Jobseeker’s Allowance has fallen on the month and there has been a slight 
increase in 
the number of vacancies.  
 
35. The employment rate for August to October 2009 was 72.5 per cent, unchanged on the 
quarter. The number of people in employment has increased by 53,000 on the quarter to reach 
28.93 million. The number of women in part-time employment increased by 122,000 on the 
quarter to reach a record high of 5.84 million, the number of men in part-time employment was 
unchanged, and there were quarterly falls in the numbers of both men and women in full-time 
employment. There were just over one million employees and self-employed people working part-
time because they could not find a full-time job. This is the highest figure since records for this 
series began in  
1992 and it is up 34,000 on the quarter. 
 
36. The unemployment rate for August to October 2009 was 7.9 per cent, unchanged on the 
quarter. The number of unemployed people increased by 21,000 over the quarter to reach 2.49 
million, the highest figure since the three months to March 1995. However, this is the smallest 
quarterly increase in the number of unemployed people since March to May 2008. The number of 
people unemployed for up to six months fell by 98,000 on the quarter to reach 1.31 million. The 
number of people unemployed for more than 12 months increased by 49,000 over the quarter to 
reach 620,000, the highest figure since the three months to November 1997. The unemployment 
rate for 18 to 24 year olds increased by 0.9 percentage points on the quarter to reach 18.4 per 
cent, the highest figure since records for this series began in 1992.  
 



37. The number of people claiming Jobseeker’s Allowance (the claimant count), in November 
2009, decreased by 6,300 on the month to reach 1.63 million. This is the first monthly fall in the 
claimant count since February 2008.  
 
38. The number of vacancies in the three months to November 2009 was 432,000, up slightly  
compared with the previous quarter. 
  
39. Average earnings, excluding bonuses, for August to October 2009 were 1.7 per cent higher 
than a year previously. The annual growth rate for the public sector, excluding bonuses, was 2.7 
per cent, while the corresponding figure for the private sector was 1.4 per cent.  
 
Source: Office for National Statistics 
 
Notes:  
People in employment, unemployed and economically inactive make up the total household 
population aged 16 and over, measured through the Labour Force Survey on a consistent basis  
since 1971. 
 
Working age is defined as 16-64 for men and 16-59 for women. 
 
Published on 16 December 2009 at 9:30 am 
 
Q7. What are your views on the current efforts across the public sector in Scotland to 
respond to the recent difficulties in the financial sector in Scotland and what, if anything, 
needs to change in the future as the situation develops 

40. The Treasury will continue to work with the Scottish Executive and other Devolved 
Administrations to promote economic prosperity for all in difficult world economic conditions.   

41. Financial stability and well-functioning financial markets are key to a sustainable economic 
recovery. A well-functioning and well-regulated financial system will promote productive 
investment and the efficient pricing of risk, supporting future economic growth and stability. The 
Government will continue to provide support for as long as necessary to ensure a stable and 
effective financial system, and will establish a strengthened regulatory and supervisory framework. 

42. As financial conditions improve, the sector’s dependence on government support will gradually 
reduce. This transition will need to be carefully managed. As the economy recovers and 
confidence in the financial sector grows, the Government expects and will actively encourage the 
private sector to cease accessing government support. In deciding when to withdraw from specific 
financial sector interventions, the Government will take into account the robustness of the 
economic recovery and resilience of the financial sector, as well as intervention-specific criteria 
such as usage of the scheme, impact on market confidence, distortions in competition and 
taxpayers’ interests. 



ANNEX A 

Survey Evidence 
 

Bank of England Agents Summary 

• The November edition of the Bank’s Agent’s summary reported that Availability of credit 
may have eased slightly - particularly for larger firms outside the property and construction 
sectors - but remained tighter than in mid-2008.  

CBI 

CBI surveys continue to point towards access to external finance being a constraint on 
businesses, especially in terms of their investment intentions. 

• In the latest CBI Industrial Trends Survey (Q3) 14 per cent of respondents reported that 
inability to raise external finance was a factor likely to limit their capital expenditure. This is 
close to the series high recorded in 2008Q4 of 16 per cent and is well above the historical 
average of 4 per cent. 

• In the latest CBI Services Survey a record 24 per cent of respondents reported that inability 
to raise external finance was likely to limit their capital expenditure. 

• In both surveys cost of finance has become a more significant factor limiting investment 
that it has been in recent years but remains low by historical standards. 

 
The Bank of England’s Credit Conditions Survey 

• The Bank of England’s 2009Q3 Credit Conditions Survey reported that overall credit 
availability to the corporate sector increased in line with expectations in quarter three. This 
was the third quarter in a row for which credit availability increased but this follows 6 
quarters of sharp falls in availability of credit. Improvements in the cost and availability of 
funds to banks had contributed to easing corporate credit availability 

 
EEF, the Manufacturing organisation 

A survey released in November by EEF, the manufacturers’ organisation reported a general 
improvement in credit conditions. 

• 32% of firms reported an increase in the overall cost of finance from banks and other 
finance providers in the past two months. This compares with 47% in the third quarter and 
44% in the second quarter. This is the lowest figure since this survey was first conducted at 
the end of 2007. 

• 47% of companies saw the cost of new borrowing rise in the past two months, down from 
56% in the previous quarter. 

• The proportion of companies reporting higher fees on existing lines of credit fell to 28% 
from 43% in the third quarter. 

• A fifth of companies reported a decline in availability of new lines of borrowing, down 
significantly from 33% in the third quarter and 42% in the second quarter. 

 

British Chamber of Commerce 

In the latest monthly survey from the British Chamber of Commerce published in November, 
worsened access to finance and a lack of demand in the real economy were the two key 
messages. 



• 33% of companies reported that accessing finance had been more difficult over the last 
three months. This compares with the same question asked in June, when 20% of 
businesses believed access to finance had worsened. 64% reported no change in their 
ability to access finance. 

• Despite the results pointing towards continued lending constraints, of the 400 businesses 
questioned, 64% said that their biggest barrier to growth over the next 12 months was a 
lack of customer demand. 18% of respondents reported access to finance as their biggest 
barrier to growth. 
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