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Chairman’s foreword

Two of the FSA’s statutory objectives are maintaining confidence in the UK financial system
and contributing to the protection and enhancement of the stability of the UK financial system.
It primarily does this through micro-prudential regulation and supervision. But in order to do
so effectively we need to place our work within the context of a clear understanding of overall
macroeconomic and financial trends. And regulated firms need to take account of that context
in their assessment and management of risks. This Prudential Risk Outlook (PRO) sets out
that context.

It is one of two parallel documents. Its sister publication is the Retail Conduct Risk Outlook,
which we published in February. In previous years these documents were combined in our
Financial Risk Outlook. We have now split them as we head towards an increasingly distinct
focus on prudential and conduct issues ahead of the restructuring of the FSA into the Prudential
Regulation Authority (PRA) and the Financial Conduct Authority (FCA). That restructuring,
however, also involves the creation of the Financial Policy Committee (FPC), which is specifically
focused on macro-prudential issues. The FPC, which is already in place in interim form and on
which FSA Chief Executive Hector Sants and I sit, will take responsibility for the content of the
Bank of England’s Financial Stability Report (FSR), starting with the FSR to be published this
summer. So, in future years we will not produce a separate PRO: it will effectively be combined
with the Bank’s FSR.

Over the past two years the capital and liquidity position of the UK banks has significantly
improved, increasing resilience to shocks. But this year’s Outlook describes still important risks
to financial stability. It highlights, in particular:

e still incomplete progress in the deleveraging required to create a less vulnerable system;

e progress towards improved global capital and liquidity standards and the need, as that
progress is achieved, to understand possible risk transfers and migrations to other parts of
the financial system;

® a number of important areas of credit risk, relating in particular to vulnerable euro-area
countries, to commercial real estate, and potentially, in emerging markets facing rapid
property price inflation; and

e the risks created by a sustained period of low interest rates which could crystallise as and
when interest rates return to more normal levels.
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This PRO, like the FRO last year, also sets out the macroeconomic parameters which the FSA
will be using in its supervisory stress tests of major banks. This ongoing process of bank-by-bank
stress testing complements the European-wide stress tests being conducted this Spring by the
European Banking Authority (EBA).

In the face of these still important risks it is vital that banks focus on achieving still further
progress to sound funding positions, maintain high capital ratios and adequate provisions, and
that banks, insurance companies and other financial institutions focus strongly on the specific
risks to which their business mix exposes them.

fuTovter

Adair Turner
March 2011
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Section A: The macroeconomic context

The world economy recovered in 2010, following its largest post-war contraction. But the
return to growth has been uneven. Developed countries, some burdened by high levels of
private and public sector indebtedness, grew more slowly while rapid growth in Asia has
created inflationary pressures in commodities markets. The UK economy recovered briskly
in the first half of the year but slowed in the second half with output contracting in the final
quarter of 2010. Deleveraging in the private sector picked up pace from the previous year,
supported by government spending and the more favourable macroeconomic environment.

The coalition government has set out plans for fiscal consolidation. With a continuing need for
gradual deleveraging in parts of the household and corporate sectors, the impetus for growth
will have to come from corporate investment and overseas trade, requiring steady growth in
the world economy. Rebalancing of the UK economy and adjusting to more sustainable debt
levels in the more leveraged sectors will take time.

Our central scenario, based on a consensus of the main private sector forecasting institutions,
is for UK economic growth to resume in 2011 after the contraction at the end of 2010. But it
is also important to consider alternative scenarios and we outline three examples:

1. weak global and particularly European growth leading to slower UK growth;

2. rapid global growth leading to higher inflation and rising interest rates; and

3. two-track global growth with developed economies lagging behind emerging markets and
the UK facing both slow growth and rising inflation and interest rates.

Our key messages to firms include:

* Demand for credit in the UK is likely to grow more slowly than nominal GDP for a number
of years as households and parts of the corporate sector, such as commercial real estate
(CRE) companies, reduce indebtedness relative to their income.

* But until this deleveraging is achieved, continuing high levels of indebtedness in parts of the
household and corporate sectors will leave the UK economy vulnerable to economic shocks.
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Section B: The UK financial sector

Banks’ profitability, balance sheet, asset mix and capital

In 2010 the major UK-owned banks were profitable in aggregate and made further progress in
building capital. Since the 2008 crisis, the FSA has used an interim capital framework by which
banks are expected to hold sufficient core tier 1 capital to enable them to absorb potential
losses in a severe stress scenario and still have a core tier 1 ratio of at least 4%. This section
includes a description of our updated ‘anchor’ stress test scenario for the period 2011-2015.

Regulators internationally have agreed new capital and liquidity standards for banks. These
address the excessive leverage and over-reliance on short-term wholesale funding that lay
behind the financial crisis. But the shift to a more stable banking system will take time and
this is reflected in the extended transition periods agreed for implementing the new Basel III
standards. Making a number of assumptions, we illustrate how the major UK banks should be
able to reach core tier 1 ratios significantly above Basel III levels by 2019, provided dividend
payout rates are not excessive. Although major UK banks continue to target returns on equity
of 12 to 15%, those may not be achievable in future, even if economic growth remains on
track. The logical corollary of higher equity capital requirements, which will reduce the
riskiness of banks, is that shareholders should be willing to accept lower returns on equity.

Our key messages to firms include:

* To meet Basel III standards, some firms will need to strengthen capital positions further and
will wish to ensure that dividend and remuneration policies are consistent with the need to
build up capital to meet these revised standards.

* As firms strengthen capital positions, management and shareholders should review the
appropriateness of target returns on equity. Too-high targets should not drive firms to
imprudent risk taking.

Liquidity and funding in the banking system

In 2010 UK banks took some steps towards addressing the funding vulnerabilities that were

a significant cause of the financial crisis. More stable funding means a reduced reliance on
short-term wholesale debt and a greater share of stable customer deposits and long-term debt
in banks’ liabilities. Over the past year, holdings of liquid assets across the banking system
have increased, the share of interbank deposits has decreased and customer deposits have risen.
In addition, the maturity of wholesale unsecured debt securities issued by banks has lengthened
and the pace of new issuance has been above pre-crisis levels. Banks have also agreed voluntary
Special Liquidity Scheme (SLS) repayment plans with the Bank of England ahead of contractual
maturities. Despite this considerable progress, important funding challenges remain ahead.
Banks and building societies will need to refinance a substantial hump of official support and
private sector debt over the next two years.

Our key messages to firms include:

* When market conditions allow, firms should take opportunities to get ahead of plans for
issuing medium and long-tem debt in order to improve their liquidity positions, even if
short-term wholesale funding is cheaper now.
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Risk transfer between banks, insurance companies and the ‘shadow
banking system’

As international regulators seek to raise capital standards, limit maturity transformation and
control risk-taking in the banking sector, a key question is to what extent and how other parts
of the financial system will take on those risks. Among the areas to monitor are:

* UK insurance companies, which are significant investors in the debt and equity instruments
of UK and overseas banks;

* ‘shadow banking’, which can be most usefully defined to cover the sub-set of non-bank
credit intermediation which involves either leverage or maturity transformation; and

* hedge funds, which have the potential to pose risks to financial stability if they are
individually very large or, as a group, have similar, leveraged positions.

Issues affecting the insurance sector

Both UK life and general insurers were, collectively, profitable in 2009 and capital positions
are generally sound. But UK life insurers face a number of medium- to long-term pressures
on profitability, including persistently subdued demand for long-term savings products,
increased competition from other types of savings and investment products, and regulatory
and legislative changes. And, for general insurers, the low interest rate environment has
constrained investment income. As a result, they need to focus further on the profitability of
their underwriting, taking lower prospective investment returns into account in pricing and
underwriting decisions.

General insurers appear to have entered a cycle of granting more generous terms and
conditions, supported by favourable assessments of prospective claims costs and risks.
Claims inflation is likely to continue across general insurance lines, and — combined with
wider inflationary pressures — could pose risks to firms. We remain concerned by continued
significant releases of reserves from earlier underwriting years which may be used to
compensate for current poor underwriting performance.

Our key messages to firms include:

* Prospective lower investment returns in the current low interest rate environment strengthen
the need for prudent underwriting and reserving. Actuaries should identify and appropriately
react to any increased risk of a reserve shortfall on any class of business. Senior management
should understand the key assumptions underlying their reserving decisions.

Section C: Credit risks

This section discusses five broad areas of credit risk to UK firms, comprising just under 40% of
the UK banking system’s aggregate global assets.

Euro-area country risks

UK banks are most exposed to borrowers in Ireland and Spain. Exposures to sovereign debt
are relatively small, and exposures to banking systems only moderate. The most important
exposures are instead to households and to non-financial companies, including CRE
companies. In the short run, the more likely cause of potential risk for the major UK banks is
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the funding constraint which could arise if falling market confidence produced a generalised
tightening of funds supply.

Credit risks on UK household lending

Credit losses on unsecured lending to UK households have so far been significantly greater than
those on secured lending. Low mortgage interest rates and lower-than-expected unemployment
amongst mortgage borrowers have helped to limit mortgage arrears and repossessions.

Within this overall favourable picture, however, it is important to note three caveats. First,
lender forbearance might be, at least to some extent, disguising the scale of problems; second,
experience varies significantly by region and customer segment; and third, the picture may
change, particularly when interest rates rise.

Credit risk on commercial property lending in the UK

Loans to CRE companies now represent about one third of UK banks’ total lending to
non-financial companies worldwide and around a half of the total exposure of UK banks to
UK non-financial companies. Prices of secondary properties fell by more than those of prime
properties during the market crash and whereas prime prices have recovered, secondary prices
have hardly recovered or fallen further. More than 20% of outstanding UK CRE loans are

in breach of financial covenant or in default. Lenders have been exercising forbearance by
extending loans at maturity when the borrower cannot access other finance. But levels of
write-offs are almost certain to rise, barring a strong economic recovery and associated rise in
property prices.

Credit risks on property lending in the United States

Write-offs on US residential property lending appear to have peaked but are likely to remain
elevated for some time. Many homeowners are currently benefiting from low interest rates,
mortgage modifications and forbearance, leaving them at a high risk of defaulting if lender
appetite for forbearance shifts and interest rates rise. Tax rises and expenditure cuts by
cash-strapped state and municipal governments may also squeeze homeowners in some regions.

Credit risks in emerging markets

Whereas developed world credit risks have already crystallised, credit risks in emerging markets
are primarily a concern for the future. In aggregate, UK banks’ exposures to major emerging
economies grew to over 12% of total assets as of Q3 2010, from around 6% five years earlier.
The rapid growth in lending can be associated with increasing credit risk, especially against a
background of strong aggregate credit growth and rising property prices.

Our key messages to firms in relation to credit risks include:

* in their stress testing, firms should consider a range of policy options in the euro-area
peripheral countries, including a prolonged period of austerity and possible restructuring of
bank and sovereign debt;

¢ lenders and their auditors should ensure that impairments on household lending are fully
recorded, including forbearance cases, and that provisioning practices reflect realistic
estimates of future cash flows;
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e firms should have in place workable exit strategies for all of their loans to CRE companies
and ensure that decisions to extend loans or exercise forbearance are consistent with them,
and reflect realistic assumptions about prospective loans repayment;

e firms should prioritise prudent credit risk management over expansion in markets
experiencing rapid credit and asset price growth; and

* firms should stress test their books against the risks of significant falls in asset prices,
reversals of capital flows and rising interest rates in emerging economies.

Section D: The low interest rate environment

Since the crisis, low short-term interest rates have been vital to financial stability, reducing
debt servicing costs, underpinning asset prices, and limiting credit losses. But low interest rates
themselves create new risks and returning to more normal rates generates others.

For firms, the impact of low interest rates on margins has depended on the mix of their
assets and liabilities, the extent to which interest rate risks were hedged out when loans were
originally put on the books, and the balance between back books and new lending volume.

The steep yield curve provides a strong incentive to borrow short term or at floating rates.
Experience during previous periods of monetary tightening, such as in 1994, shows that such
positions involve significant risk. Even if they do not take on significant interest-rate risk
themselves, firms may face higher credit risk if their customers have become more exposed to
rising interest rates. In addition, low short-term interest rates increase the risk that customers
seek unsustainable levels of total indebtedness.

Our key messages to firms include:

* in their stress testing of both banking and trading books, firms should prepare for a range of
interest-rate scenarios; and

* in their credit assessments, firms should assess the vulnerability of their customers to rising
interest rates.
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Section A: The macroeconomic context

This section begins with a description of the UK and global macroeconomic context. It then
focuses on a crucial issue with both macroeconomic and financial stability implications —
whether deleveraging in overextended parts of the UK household and corporate sectors will
progress in a steady or a disruptive fashion. It concludes by setting out our base case economic
outlook and alternative scenarios, which firms should consider in assessing potential risks.

It consists of six parts:

* A.1 Global and UK economic environment;
A.2 Global imbalances and the UK;
A.3 UK household sector and progress with deleveraging;

A.4 Non-financial corporations;

A.5 UK base case economic outlook; and

A.6 Alternative, more adverse scenarios.

Chart A1: GDP growth in selected economies Chart A2: Commodity prices
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Chart A3: UK economic indicators
2009 2010 - last year’s base case 2010 - actual

GDP growth Annual -4.9% 1.4% 1.3%

Unemployment (LFS) rate (annual average) 1.7% 8.1% 7.9%

CPI growth (Q4 on Q4 previous year) 2.1% 1.8% 3.4%

Sources: ONS, Consensus Forecasts, Bloomberg
Note: Last year’s base case taken from our 2010 Financial Risk Outlook and based on a consensus of the main private sector forecasting institutions in February 2010. LFS: Labour force survey
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A.1 Global and UK economic environment

The world economy returned to growth in 2010 (Chart A1). In the advanced economies,
monetary and fiscal stimulus measures continued to support demand and private consumption
recovered. Within this overall picture, however, there was significant variation by country.
Despite a solid rebound in US GDP growth, unemployment remained high and the economy
faced persistent headwinds from still-fragile property markets and high public and private
sector indebtedness. The German economy recovered strongly but sovereign debt crises and the
subsequent need for austerity measures dampened growth in much of rest of the EU. Emerging
and developing economies were much more robust, growing by more than 7% on average,
with the resulting strong demand pushing both commodities and consumer price inflation
higher (Chart A2). One risk to future global growth is the possibility of a significant and
persistent rise in energy prices: for example, if instability in the Middle East deepened further
and affected oil production.

The UK’s economic recovery continued in the first three quarters of 2010, supporting
household income and corporate profits — but the final quarter of the year saw a significant
contraction in output. Even taking into account the impact of the unusually cold weather,
growth clearly slowed towards the end of the year. Growth over the whole year was just below
our base case a year ago (Chart A3). Recovery was broad-based, with the exception of net
trade — where exports grew but imports grew faster (Charts A4 and AS5).

Unemployment remained stable, confounding predictions that it would rise even as the economy
recovered. Many businesses appear to have adjusted to lower demand by controlling wage
growth and switching to part-time work rather than shedding workers. However, there remains
a risk that job losses will increase if the pace of output growth slows, especially if employers have
been hoarding labour in anticipation of a strong recovery. Section C explains how lower-than-
expected unemployment has helped to limit growth of arrears in household lending.

Inflation was higher than expected, driven by the rising prices of imported food and
commodities. As set out in the Bank of England’s February Inflation Report, VAT, energy and
import prices could have contributed between two and four percentage points to CPI inflation
in the fourth quarter of 2010.! That has squeezed households’ real discretionary incomes and
may help to explain why the savings rate fell back in the second half of the year (Chart A19).

1 Bank of England, Inflation Report, February 2011, pp. 34-35 (Box)
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Chart A6: UK private non-financial corporate and household debt Chart A7: Growth in nominal GDP and lending to the UK private sector
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Global Continued UK growth will require steady expansion in the global economy and a rebalancing
imbalances and of domestic demand from the public to the private sector. Against this background, a key
high leveragein medium to long-term issue for the world economy is the persistence of imbalances between
parts of the UK ‘debtor’ and ‘creditor’ economies. A crucial issue for UK growth and financial stability is the

household and level of debt in the household sector and in over-leveraged parts of the non-financial corporate
corporate sectors sector, notably commercial property companies. Those parts of the economy need a period of
are key issues for gradual deleveraging, in which nominal income grows more rapidly than debt, if vulnerability
medium to is to be reduced. Encouragingly, nominal GDP grew more strongly than UK private sector
long-term UK  credit in 2010 for the first time since the 1990s (Charts A6 and A7). In the remainder of this
growth section, we look in more detail at global imbalances before assessing the progress made in
deleveraging by overextended borrowers in household and corporate sectors.

A.2 Global imbalances and the UK
Global Over the past decade, trade and capital flow imbalances have built up between high savings,
rebalancing ‘creditor’ economies (such as China, Germany and Japan) that have large current account
halted in 2010... surpluses and low savings, ‘debtor’ economies (such as the US, UK and parts of the euro-area
periphery) that have had persistent current account deficits. In the long term these imbalances
could become unsustainable because borrowers in debtor countries become increasingly
indebted to savers in creditor countries. They narrowed briefly during the contraction in
global output in 2009, as domestic demand in debtor countries fell. But they have re-emerged
as the pattern of economic activity in the recovery has largely mirrored that before the crisis
(Chart A8). Lasting global growth will require lower savings rates and expanding domestic
demand in creditor countries so that debtor countries are able to increase their savings and
reduce their indebtedness without triggering a renewed global downturn.

...and the UK The UK current account has been in deficit since the 1980s. After narrowing during the crisis,
current account the deficit increased again in 2010 (Chart A9). Some exports, particularly of manufactured
deficit increased goods, are growing but the UK has a large deficit in goods trade, partly offset by a surplus in
services trade and income from foreign investments.

Looking at net lending and borrowing by sector, the UK government in 2010 was a net
borrower from UK households, UK companies and overseas (the counterpart of the current
account deficit) as net government spending continued to support domestic demand

(Chart A10). The government’s plans for fiscal consolidation imply that the current account
deficit must narrow and/or that UK households and companies will reduce their current
surpluses or move into deficit.
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Chart A10: UK net lending/borrowing by sector
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A.3 UK household sector and progress with deleveraging

UK household debt, in particular mortgage debt, increased rapidly in the run-up to the crisis.
This increased the vulnerability of many household borrowers to income and interest rate
shocks. A period of deleveraging is therefore desirable. But the way in which deleveraging is
achieved is crucial to both financial stability and macroeconomic recovery. The optimal path
would combine a flat or slowly rising stock of total debt, with deleveraging arising as nominal
incomes rise at a faster pace. Rapid falls in the stock of debt, either via a dramatic fall in
lending flows, or via high defaults, would be more disruptive. This sub-section therefore looks
at the evolution of household leverage both before and since the crisis.

Increasing leverage and vulnerability pre-crisis

There are four key measures of household sector leverage: the debt-to-GDP ratio, the ratio

of debt to post-tax income, the ratio of secured debt to housing stock (also known as asset
leverage) and the proportion of post-tax income spent on debt interest payments. In the

years leading up to the financial crisis, household debt rose relative to income and to GDP
(Charts A11 and 12). The household savings rate declined from 12% in 1992 to 2% in 2007.
Rising leverage resulted in the household sector becoming a net borrower from other sectors of
the economy, accumulating more financial liabilities than assets, having been a net lender for

much of the 1990s (Chart A10).
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Chart A11: Household debt as a share of GDP
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Chart A13: Household secured debt as a share of value of housing stock Chart A14: Household debt interest payments as share of post-tax
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This debt growth was facilitated by lower nominal interest rates than in the early-1990s. As a
result, the share of income spent on debt interest payments (Chart A14) remained below early-
1990s levels, but increased dramatically from 2003 to 2008 as many people took on debt at
higher loan-to-income ratios (Chart A12).

Debt growth did not lead to a boom in residential housing investment but rather fuelled and
indeed was stimulated by rising house prices (Chart A18). As a result of this rise in house
prices, asset leverage (Chart A13), while rising pre-crisis, still remained below early-1990s
levels. Among those taking on increased debt were higher-risk households who had previously
been denied access to credit, but who were now able to borrow on the basis of discounted
initial mortgage offers in the anticipation that subsequent house prices rises would enable them
to remortgage.

The net result of these trends was to create two vulnerabilities. First, a small but important tail
of over-stretched borrowers who were vulnerable to even small income, employment and house
price shocks. Second, a more general vulnerability of many borrowers to high interest rates.

Post-crisis trends

The initial impact of the crisis in 2008-2009 was for household debt-to-GDP and asset leverage
to increase further as GDP and house prices both fell. However, as the Bank of England
reduced the Bank Rate to 0.5%, debt servicing costs fell to historically low levels (Chart A14).
This, as explained in Section C, helped limit mortgage arrears, provisions, and write-offs, and
so far has prevented any disruptive process of deleveraging via debt default.
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Chart A15: Nominal household income growth and contributions Chart A16: Gross debt measures for the household sector
from inflation and income constituents Q4 2009 Q3 2010
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In 2010, some deleveraging occurred on all of these four indicators (Chart A16). The total
stock of household debt was broadly unchanged but overall household income continued to
benefit from government transfers — although to a lesser extent than in 2009 - leading to a
lower ratio of debt to post-tax income (Chart A15). Debt-to-GDP is still higher than before
the crisis, but is now gradually falling. In the 1990s, debt-to-GDP also increased during the
recession and then progressively declined in the recovery as debt continued to rise but nominal
GDP grew more quickly (Charts A11 and A17).

To reduce the vulnerability of high levels of debt relative to income, further gradual
deleveraging will be desirable. Ideally this would be driven by nominal income growth, with
the overall stock of lending stable or increasing slightly rather than falling rapidly. This optimal

path may be most likely in conditions of roughly stable, rather than rapidly rising or falling
house prices.

Chart A17: Comparison of household debt-to-GDP: 1990s vs. 2000s Chart A18: UK house and equity prices
recessions and following recoveries (change from beginning of
the recessions)
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Chart A19: UK household savings and net worth Chart A20: Household sources and uses of funds
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For much of 2010 this broadly favourable pattern of deleveraging seemed to be emerging.

Net mortgage lending remained marginally positive and house prices stabilised and in some
regions recovered after significant falls in 2009. Towards the end of 2010, however, slightly
less favourable trends began to emerge. House prices fell back again (Chart A18), particularly
in some regions (see Section C for important regional differences in housing market conditions
and risks). The number of housing transactions remained low reflecting both buyers and sellers
postponing decisions while the economic outlook is still uncertain. Higher deposit requirements
by mortgage lenders also limited the number of first-time buyers entering the housing market
and existing homeowners trading up (Section C). According to the 2010 Q4 Bank of England
Credit Conditions Survey, household demand for secured lending for house purchase fell
markedly and unexpectedly in the fourth quarter of 2010 and was expected to fall further in
the first three months of 2011.

The pace of future household deleveraging will also depend on the savings rate. During the
crisis, households saved more in reaction to falling asset prices and employment uncertainty.
However, the UK household savings ratio has since declined from 7.5% in mid-2009 to 5%
in the third quarter of 2010 (Chart A19). Low interest rates limit the incentive to save, and
stabilising unemployment and asset prices during 2009/10 may have reassured households
about their financial situation. The higher cost of living may also have squeezed income
available for saving.

In 2010, households continued using their savings in part to rebuild housing equity.

The ratio of secured debt to housing value edged down further (Chart A13). Since the crisis,
UK households have increased savings and reduced their reliance on borrowing as a source of
funding, reversing the trend of the previous decade (Chart A20).

The Bank of England’s Monetary Policy Committee’s central judgement is that the household
savings rate may fall over the next few years as reduced economic uncertainty leads to a decline
in precautionary saving and improved corporate profitability supports household spending
through higher equity prices and dividend payments.? However, there is a risk that savings may
need to rise from current levels to restore household net worth, particularly in the face of a
large pension gap. Household net worth is still significantly lower than its pre-crisis peak and,
with house price appreciation unlikely to restore it over the next few years, households may
choose to increase their savings instead.

2 Bankof England February 2011 Inflation Report.
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Chart A21: Change in non-residential investment’s share of GDP
over boom periods
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Source: Office for National Statistics, UK Economic Accounts
Note: boom/bust categorised by subtracting IMF estimate of potential output (or historical
average) from actual GDP growth.

Chart A23: Lending to UK private non-financial corporations
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Chart A25: Private non-financial corporations' debt servicing costs
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Note: debt servicing costs = total debt interest divided by gross operating surplus
(before tax and interest payments).

Chart A22: UK private non-financial corporations’ bank debt
by sector
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Chart A24: Net new lending to private non-financial corporations
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Chart A26: Contributions to annual growth of UK private
non-financial corporations' post-tax profits
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A.4 Non-financial corporations

The build-up of debt in the UK non-financial corporate sector in the run-up to the crisis had
some similarities to that in the household sector. Credit growth was primarily associated

with increased leverage and rising asset prices rather than an investment boom. In contrast to
previous economic expansions, the share of non-residential investment in UK GDP actually fell
between 2003 and 2007 (Chart A21).

This partly reflected the fact that the increase in corporate leverage was concentrated in
commercial real estate (CRE) companies and companies that were subject to leveraged
buy-outs. Chart A22 shows the growing share of lending to UK CRE companies during the
2000s, which remains more than half of the stock of UK bank lending to UK companies.

Many companies in other sectors reduced their indebtedness and seem to have entered the crisis
in a strong financial position. In aggregate, the non-financial corporate sector became a net
lender to the other sectors of the economy.

The crisis led to a contraction in bank lending, and a reduction in the aggregate stock

of non-financial corporate debt. Net repayment of bank lending was primarily by large
companies, which were able to replace bank loans with the proceeds of bond and equity
issuance. Small and medium companies, which are more reliant on bank lending, were more
constrained by tighter credit conditions (Chart A23). Companies cut their business investment
further. Net new lending to CRE companies initially declined more slowly than to other
companies, mainly because they were able to draw down previously-granted facilities, although
‘ever-greening’ or rolling over of loans by banks also played a role (Chart A24). Low official
interest rates meant that aggregate corporate debt servicing costs also fell to historically low
levels (Chart A25). Many companies used interest rate swaps to convert fixed rate debt to a
floating rate to benefit from very low short-term rates.

In 2010, as the economy recovered, the non-financial corporate sector returned to profitability.
Net income continued to be supported by lower interest payments and benefitted from

better operating income and a much-improved return on financial investments (Chart A26),
primarily in the form of dividends from overseas operations. Aggregate leverage declined,
whether measured relative to GDP, gross operating surplus or assets (Charts A27, A28, A29
and A30). But debt-to-GDP is still higher than before the crisis and the deleveraging process in
the non-financial corporate sector has been slower than following the 1990s recession, partly
because the contribution of inflation to nominal GDP growth has been lower (Chart A31).
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Chart A27: Private non-financial corporations' debt
(securities and loans) as a share of GDP
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Chart A29: Private non-financial corporations' debt-to-assets ratio
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Chart A31: Comparison of private non-financial corporations’
debt-to-GDP ratio: 1990 vs. 2000s recessions and following recoveries
(change from beginning of the recessions)
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Chart A28: Private non-financial corporations’ debt (loans and
securities) as a share of gross operating surplus
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Chart A30: Gross debt measures for the non-financial corporate
sector

Q4 2009 Q3 2010
Debt: GDP 93.1% 88.4%
Debt: gross operating surplus 556.0% 534.7%
Interest payments: gross operating surplus 17.9% 14.6%
Debt: assets 41.1% 39.8%

Source: Office for National Statistics, UK Economic Accounts

Chart A32: Net funds raised by UK private non-financial corporations
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Corporate borrowing from UK banks continued falling in 2010. Non-financial companies
remained net issuers of bonds and equity (Chart A32), but capital market issuance slowed
markedly from 2009 levels. With spreads on new syndicated bank loans narrowing to near
pre-crisis levels, large companies appear largely to have completed the phase of replacing
bank debt with bond finance. And the number of ‘rescue’ rights issues fell.
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In the second half of 2010, net lending to CRE companies fell more sharply while the rate

of decline in other corporate lending began to decrease (Chart A24). This might suggest that
drawdown of facilities that were agreed before the crisis has begun to tail off, although part

of the decrease was due to transfers of loans from the UK businesses of Irish banks to the Irish
National Asset Management Agency (NAMA). Leverage of CRE companies remains very high.
The Bank of England estimates that about half of UK CRE companies are either making a loss
or spend more than three-quarters of their profits on interest payments (compared to one-third
for all non-financial companies).? Section C discusses credit risks in the UK commercial
property sector in more detail.

Many companies in other sectors appear in good financial health with corporate holdings
of cash and other financial assets (including loans to overseas subsidiaries) at high levels.
Consequently, the corporate sector in aggregate became a bigger net lender to the other
sectors of the economy in 2010 (Chart A10).

Historically, it is not unusual for periods of recovery from recession to coincide with net
repayments of debt by non-financial companies. In the initial stage of a recovery, businesses
have unused capacity (machines and workers) and can expand production without new
investment for which they might need to borrow. Companies may also be cautious about
taking on additional leverage — for example, to finance acquisitions — when economic prospects
remain uncertain. Looking forward, however, sustained UK economic growth is likely to
require a pickup in net borrowing by UK companies outside the over-leveraged CRE sector.
An increase in lending to non-financial companies would support private investment. Given the
government’s planned fiscal tightening, corporate investments need to increase to re-balance
the economy and maintain economic growth. Business investment saw a marked recovery in
2010, after the fall in 2009. Although the long-term decline in investment as a proportion

of GDP experienced by the UK is an international trend, the share of investment in UK GDP
remains below the average for advanced economies.

3 Bank of England, Financial Stability Report, December 2010, Chart 3.10 p.32
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A.5 UK base case economic outlook

Our central scenario, based on a consensus of the main private sector forecasting institutions,

is for UK economic growth to resume in 2011 after the contraction at the end of 2010

(Chart A33).

Chart A33: Base case for UK economic indicators in 2011

2010 Actual 2011 Base case

GDP growth over year 1.3% 1.7%

Unemployment (LFS) rate (annual average) 7.9% 7.9%

CPI growth (Q4 on Q4 previous year) 3.4% 3.6%

Sources: ONS, Consensus Forecasts (survey date: February 14, 2011) for GDP and CPI base
case, Bloomberg median forecast for unemployment (survey date: February 22, 2011).

Chart A35: UK house prices
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Chart A34: UK private non-financial corporate and household debt,
and nominal GDP
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Growth is driven by a pick up in net trade, acceleration in business investment and a continued
modest rise in household consumption. But, as discussed in the Bank of England’s February

Inflation Report, the recovery is likely to be dampened by fiscal consolidation, high commodity
prices and slow productivity growth. The increase in VAT, and higher energy and import
prices continue to push up inflation, which is likely to remain above the 2% target in 2011.

Credit growth remains subdued and below the rate of growth of GDP, as business investment

is financed largely from corporate earnings. Households continue to deleverage gradually and
house prices decline slightly (Charts A34 and A35). In the illustration shown in Chart A34,
credit grows at half the rate of nominal GDP, which would lead to a fall in the ratio of private
sector debt to GDP from over 189% currently to 180% by the end of 2012 — the same level as

at the end of 2006.

Even in this relatively benign base case scenario, many households and companies will remain

vulnerable to economic shocks, such as higher interest rates or falling income, until the process

of adjustment to lower leverage has run its course.
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A.6 Alternative scenarios

Effective risk management needs to assess the potential implications of a range of possible
scenarios. One way to do this is via a stress scenario which considers the potential impact
of adverse developments on a number of different parameters — e.g. growth, unemployment,
house prices. In Section B we set out the quantitative scenario that we will use when stress
testing major bank capital adequacy during 2011.

It is also useful to consider alternative scenarios that describe internally consistent sets of
possible developments — some positive and some negative — which can be used to assess how
different types of risks might emerge in different conditions. We set out below three such
scenarios. They are similar to those published in the Financial Risk Outlook for 2010. As last
year, the first two describe scenarios in which there are some naturally offsetting combinations
of factors which are positive and negative for different aspects of financial stability. The third
scenario is the most worrying, a scenario in which interest rates need to rise even while the
UK economy remains depressed. These scenarios are not forecasts and we do not comment

on their probability.

1. Weak global and European growth: weak external demand slows UK economy

In this scenario global growth continues but at a more moderate pace, with a combination

of fiscal austerity in some deficit countries and the bursting of property bubbles in emerging
economies depressing demand. Commodity and energy prices fall from their current high
levels. Within the Euro area, peripheral economies contract as fiscal austerity and continued
weak banking systems depress domestic demand. The German economy slows. Sovereign risk
premia for peripheral euro-area countries remain high, and funding stresses place some limits
on credit growth.

Within this context, UK recovery is held back by weak exports to euro-area countries, modest
growth in world trade and slow growth of credit. With income growth flat, households and
companies are unable to reduce leverage without cutting back on borrowing and precautionary
savings rise. Disinflationary pressures grow and the Bank of England keeps interest rates at
very low levels.

Implications for prudential risks

Slow growth, rising unemployment and property price falls lead to rising arrears, provisions
and losses in both household and corporate debt (CRE in particular) in both the UK and other
countries. UK banks and insurers face mark-to-market losses on sovereign and bank securities.
These adverse consequences are somewhat offset by the fact that very low interest rates enable
the vast majority of mortgage borrowers to keep servicing their debt.

2. Rapid global growth, higher inflation and rising interest rates

Rapid growth in emerging economies leads to inflation in commodities, energy and imported
manufactured goods. Property bubbles in emerging markets do not yet burst but continue to
grow, creating future potential risks. German export-led growth remains strong and concerns
about euro-area peripheral countries reduce somewhat as nominal demand growth makes debt
burdens look more sustainable. The UK economy grows at a robust pace and unemployment
falls. But with inflation rising, central banks respond by raising policy interest rates faster
than current expectations while strong growth and inflation expectations push up long-term
interest rates.
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Implications for prudential risk

Robust growth, falling unemployment, and rising property prices moderate overall household
and corporate arrears. Internationally-diversified banks benefit from expansion in emerging
markets. But some highly-indebted households are squeezed by a combination of inflation and
higher interest rates, and some highly-indebted companies (particularly in CRE) are forced into
default by rising interest expense.

3. Two-track global economy: developed economies lag behind emerging markets

Strong global growth continues, led by emerging markets, driving inflation of commodities,
energy and imported goods prices. But euro-area growth is held back by continued concerns
about debt sustainability in peripheral countries, producing severe funding market stresses. In
the UK, growth and net trade are insufficient to offset fiscal consolidation and weak household
spending in the face of rising unemployment, falling house prices, continued high indebtedness
and squeezed real incomes. Employers that had been holding on to surplus staff in anticipation
of a robust recovery in demand lay staff off, adding to public sector job cuts. Persistent
inflationary pressures require the Bank of England to raise the Bank Rate. House prices fall
and housing transactions decline in the face of rising mortgage debt-servicing burdens and
uncertain economic prospects.

Implications for prudential risk

Rising unemployment and interest rates lead to increasing mortgage arrears and repossessions,
particularly in regions most vulnerable to public sector job cuts. Corporate arrears and losses
rise, particularly but not only in CRE. Credit demand is weak in both the household and
corporate sectors. Banks lacking international diversification are particularly affected by these
UK-specific factors.

Key messages to firms

* Demand for credit in the UK is likely to grow more slowly than nominal GDP for a number of years
as households and parts of the corporate sector, such as commercial property companies, reduce
indebtedness relative to their income.

¢ Continuing high levels of indebtedness in parts of the household and corporate sectors will leave
the UK economy still vulnerable to economic shocks.

* Qur base case outlook, from Consensus forecasts, is for continuing UK economic growth driven by
private sector demand, particularly from investment and net trade, combined with a steady (rather
than disruptive) process of deleveraging.

° Butin their stress testing, firms should prepare for a range of more adverse macroeconomic
scenarios, such as those set out above. They should consider their resilience to the interest rate
risks discussed in Section D.
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Regulators internationally have agreed new capital and liquidity standards for banks.

These address the excessive leverage and over-reliance on short-term wholesale funding that
lay behind the financial crisis. But the shift to a more stable banking system will take time
and this is reflected in the extended transition periods agreed for implementing the new

Basel III standards. In the meantime, the international banking system will continue to have a
heightened vulnerability to shocks.

This section analyses the progress that the banking system has made in reducing these
vulnerabilities, as well as considering the risks created or transferred between banks and other
parts of the financial system, together with risks specific to the insurance industry. It consists of:

* B.1 Profitability in the banking sector;

B.2 Banks’ balance sheets, asset mix and capital;

B.3 Liquidity and funding in the banking sector;

B.4 Risk transfer between banks, insurance companies and the ‘shadow banking system’; and

B.5 Issues affecting the UK insurance sector.

B.1 Profitability in the banking sector

Banks need to be profitable to build their capital bases to support future lending growth.

In 2008 and 2009 huge losses were incurred by some banks as a result of mark downs on
trading assets and provisions on loans (Chart B1). This sub-section considers the pace at which
the industry has returned to more normal profitability levels and some remaining vulnerabilities
(more detailed issues relating to asset quality, potential provisions and future loan losses are
considered in Section C).

In aggregate UK In 2010 the largest five UK-owned banks were profitable in aggregate and made further
banks were progress in building capital and adjusting their balance sheets. Returns on assets were broadly
profitablein 2010 similar to 2009 but lower leverage meant aggregate return on equity fell (Charts B2 and B3).
but returns on With higher regulatory capital requirements, returns on equity may not return to pre-crisis
equity may not levels. Two major UK banks announced that they were lowering their future return on
return to pre- equity targets.
crisis levels
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Chart B1: UK bank profits, trading losses and provisions

Chart B2: Return on equity

during the crisis
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Chart B3: Return on assets Chart B4: Net interest margin

2% 3.0%

1%
2.0%

0%

Percent
Percent

1.0%
A%

2% -
2006

0.0% . . . !
2006 2007 2008 2009 2010

2007

2008 2009 2010

M Min-max range — Big 5 aggregate M Min-max range — Big 5 aggregate

Source: SNL Financial Source: SNL Financial

Despite very low interest rates and tight wholesale funding conditions globally, overall net
interest margins have not fallen significantly since the crisis (Chart B4). Section D discusses the
effects of low interest rates on margins, particularly in the UK retail market. Asset quality has
been the key determinant of relative profitability (Chart BS). Levels of provisions fell in 2010
as credit losses declined in some of the sectors that were most troubled during the crisis in

the UK and the US. But some banks made significant additional provisions against exposures
in Ireland and Spain and some are still dealing with the aftermath of poor quality lending
before the crisis in a number of markets, now managed to a significant extent through their
non-core businesses. Investment banking revenues — important for some but not all major UK
banks — began 2010 strongly but fell in the second half of the year, particularly in fixed income
markets. Box B1 discusses investment banking in more detail.
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Chart B5: Provisioning rate Chart B6: Global investment banking revenue pool
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Liquidity buffers
have increased...

Chart B7: Categorisation of investment banking losses on trading Chart B8: Pre-crisis growth in US private sector debt by borrower type
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Chart B9: Total assets of UK banks and building societies Chart B10: Level 3 Assets/Total Assets
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B.2 Banks’ balance sheets, asset mix and capital

The size and mix of banks’ balance sheets, relative to their capital resources, have a crucial
impact on their vulnerability to risk. In the pre-crisis years, banks’ balance sheets grew rapidly
in a number of countries, in particular with a growth of trading assets and complex patterns of
intra-financial system claims (Chart B8). Here we consider how far trends in overall asset size
and mix, combined with increasing capital resources, have reduced vulnerability.

At the overall asset size and mix level, the changes have been modest, but with some
favourable developments (Chart B9). The size of UK banks’ aggregate balance sheets has
decreased since the crisis. Within the total, liquid assets, including cash balances with central
banks and holdings of government securities, have risen as a percentage. Together with the
changes in the maturity of funding considered in Section B.3, this has reduced liquidity-related
risks. Lending to customers has been broadly stable as a share of overall balance sheets with
shrinking of non-core businesses at those banks most affected by the crisis offset by growth at
other firms, notably in Asia. Issues relating to the quality of credit exposures are considered in
Section C.
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There has been an apparent reduction in the complex interconnectedness of the financial
sector. Derivatives seem to be on a declining trend as a share of total balance sheet, although
their share has been volatile, partly reflecting exchange rate movements. The share of interbank
lending has also fallen but repo claims have edged higher, partly as a result of rising liquidity
buffers. Higher trading book capital requirements should over time discourage growth in more
risky securities and derivatives, such as credit correlation books. Since the crisis, the largest
...and holdings of five UK-owned banks have reduced holdings of so-called ‘level 3’ assets (Chart B10). These are
level 3 assets instruments valued entirely on the basis of internal models because significant valuation inputs
have fallen are unobservable in the market (so part of the decline may reflect reclassification because
liquidity has returned to some markets). Level 3 assets now comprise around 1% of UK banks
overall assets. Firms should continue to take opportunities to shed or unwind non-core risky

5

assets as market conditions allow.

Capital position of the major UK banks
The capital The capital strength of the major UK banks has improved significantly over the past couple of
strength of major years. To assess the solvency of these banks effectively, especially during periods of stress, we
UK banks has use an interim capital framework, which was introduced in 2008. This supervisory framework
improved 1s currently applied in the UK pending the planned implementation of the new Basel III capital
standards agreed in September 2010, including through changes to EU law. Banks are expected
to hold sufficient core tier 1 capital to enable them to absorb potential losses in a severe stress
scenario specified by the FSA and still have a core tier 1 ratio of at least 4% of risk-weighted
assets. They are also expected to hold total tier 1 capital greater than 8% of risk-weighted
assets in normal economic conditions. We estimate 6-7% to be a comparable post-stress tier 1
number to the post-stress core tier 1 number of 4%.

Under the FSA Handbook, firms are obliged to hold total capital resources (including tier two
capital, such as dated subordinated debt) which meet the minimum capital requirements of
the current Capital Requirements Directive, as implemented by our rules (Pillar 1), including
the 8% minimum for credit risk. In addition, under Pillar 2 each firm will hold total capital
resources that are consistent with the individual capital guidance given to it by the FSA,
including our assessment of any capital add-ons needed for risks not covered by the Pillar 1
capital requirements, and supplemented by a capital planning buffer available to be drawn
down in stressed economic conditions.

Charts B11 to B13 show how the core tier 1, tier 1 and total capital positions of the major
UK banks in aggregate have strengthened since the crisis. Also shown is an estimated leverage
ratio measure on a Basel II basis (Chart B14). The FSA does not currently set a leverage ratio
requirement but welcomes its inclusion as part of the Basel IIT package.

Stress testing

To ensure adequately robust stress testing by firms, we define an ‘anchor’ stress test scenario.

As well as being the stress scenario we use in our supervisory stress testing of the major banks,
we expect banks, building societies, investment firms and insurers — including those outside the
scope of our supervisory stress testing — to consider this ‘anchor’ scenario as representative of the
minimum forward-looking adverse conditions in which they should assess their ability to meet
minimum capital ratios. Banks and building societies should use our stress scenario to ‘anchor’
the severity of their own stress test scenarios when setting capital planning buffers as part of
pillar 2 capital. Depending on their own particular exposures, firms may choose to produce
alternative but similarly severe scenarios that address other macroeconomic and financial risks.
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Chart B11: Major UK banks’ aggregated Basel II core tier 1 ratio Chart B12: Major UK banks' aggregated Basel II tier 1 ratio
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Chart B13: Major UK banks' aggregated Basel Il total capital ratio Chart B14: Major UK banks' aggregated tier 1 leverage ratio
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The ‘anchor’ stress test scenario we have used over the past year was described in the 2010
Financial Risk Outlook. It modelled a ‘double dip’ global recession in which UK GDP fell a
further 2.3% from the end of 2009 to the end of 2011 as part of a global economic slowdown
(Chart B135). The stress scenario also included large falls in UK housing, commercial property
and equity prices and a steep rise in unemployment. The actual performance of the UK
economy during 2010 was more favourable than the stress scenario, as would normally be
expected (Chart B16). Specifically:

e UK GDP growth exceeded the stress scenario, which projected flat GDP in 2010 before a
significant contraction in 2011;

® both commercial and residential property prices were more stable than in the stress scenario; and

e the rate of unemployment has not risen at anything like the pace modelled in the stress scenario.
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Chart B15: UK GDP growth in FSA “anchor’ stress test scenarios
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Chart B17: Key UK macroeconomic variables from FSA ‘anchor’ stress
test scenarios in 2010 and 2011

2010 scenario 2011 scenario
Period covered by scenario 2010-2014 2011-2015
GDP change (start of scenario to trough, %) -2.3 -4.3
e
Commercial proPerty price change, nominal 378 364
(start of scenario to trough, %)
Unemployment rate (peak, %) 13.3 12.4

Source: Office for National Statistics, Consensus Economics, FSA calculations
Note: ILO unemployment rate; IPD capital index; the 2010 scenario used the Halifax house
price index, whereas the 2011 scenario uses the DCLG house price index.

Chart B16: Key UK macroeconomic variables: comparison of stress
test projections for 2010 with actual data

2010 str.ess 2010 actuals
scenario
GDP change (over 2010, %) -0.1 .8
House price change, nominal 16.0 17
(Q4 2010 on Q4 2009, %) . )
Commercial property price change, nominal 124 6.9
(Q4 2010 on Q4 2009, %) . .
Unemployment rate (Q4 2010, %) 11.0 7.9

Source: Office for National Statistics, Consensus Economics, FSA calculations
Note: ILO unemployment rate; Halifax house price index; IPD capital index.

Chart B18: UK property prices in FSA ‘anchor’ 2011
stress test scenario
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We have now defined an updated ‘anchor’ scenario for 2011 to 2015 (Chart B15). The new
scenario has a broadly similar shape to the 2010 scenario, with deterioration in the UK and
global economies through 2011/12 (Chart B17). UK residential and commercial property
prices fall substantially, reaching a low point in 2012/13 before recovering (Chart B18). The
UK unemployment rate peaks in 2013 before falling to under 8% by the end of the scenario
(Chart B19). Our scenario includes stressed projections for economies in America, Europe and
Asia to which UK banks have significant exposure. Key economic variables in those economies

follow a consistent path to those for the UK.

Transition to Basel III requirements

We are planning to keep in place an interim capital framework until the new global Basel III
capital requirements — agreed by the Basel Committee on Banking Supervision (BCBS) in 2010
standards for — take effect. Those requirements comprise the following main elements:

® An increase in the minimum common equity capital ratio to 4.5% of risk-weighted assets to

be phased in between 2013 and 2015.
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Chart B19: UK unemployment in FSA ‘anchor’ 2011 Chart B20: Projected aggregate core tier 1 ratio (Basel III
stress test scenario definition) of major UK banks on 1 January 2019
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e The addition of a capital conservation ‘buffer’, comprising common equity, of 2.5% of
risk-weighted assets to be phased in between 2016 and 2019, giving a total common
equity capital ratio of 7%. The buffer will be available to absorb losses during periods of
economic and financial stress. It can be extended counter-cyclically in periods when national
authorities judge that excess credit growth is leading to a build-up of system-wide risk.

* A minimum tier 1 capital ratio of 6% (to be phased in between 2013 and 2015) and a
minimum total capital ratio of 8%.

e Tougher rules for deductions of, for example, intangibles and minority interests from
common equity rather than total capital. For some banks this tighter definition of core tier 1
capital will be a significant change, requiring a material increase in capital resources.

* The introduction of a leverage ratio (tier 1 capital/total on and off-balance sheet assets) as a
backstop to the risk-based capital requirements, to be tested at 3% from 2013 to 2017.

In addition, the BCBS and Financial Stability Board have agreed that banks which are
systemically important at a global level should have higher capacity to absorb losses than the
standards applied to all internationally-active banks. Options under consideration include
larger capital buffers — comprising common equity and perhaps ‘early trigger’ contingent
capital — or a minimum requirement for ‘bail-in-able’ debt, or a combination of these measures.
Large global banks have tended to have lower capital and liquidity ratios than small banks.

The FSA has begun discussions with the major UK banks about the transition to the new
capital standards. Some banks will need to strengthen their capital positions further. The long
transition period has been agreed to allow banks, if needed, to build capital gradually through
retained earnings and without unduly constraining lending to support economic growth. Banks
may also raise capital externally.

Chart B20 illustrates how the major UK banks in aggregate might exceed a 7% common equity
requirement (minimum plus capital conservation buffer) by 2019 based on retained earnings
over the intervening period. The table includes a scenario in which risk-weighted assets are
projected to grow at 5% per annum, in line with consensus expectations of medium-term
growth in UK nominal GDP, and a scenario with a slower rate of 2.5% that might be
consistent with a period of deleveraging by UK households and companies. It also shows
different assumptions for return on equity, which determines the rate at which firms generate
equity internally, and dividend payouts or what proportion of earnings is retained.
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Chart B21: Illustrative core tier 1 ratios for major UK banks Chart B22: Illustrative core tier 1 ratios for major UK banks in 2019
2011-2019 making different dividend payout assumptions
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It should be noted that the projections have a wide margin of error, reflecting our current
interpretation of the Basel III proposals and that Basel III rules are subject to revision and
implementation in EU Capital Requirements Directives and FSA rules.

Overall, Chart B20 illustrates a favourable picture, in which the major UK banks should be
able to reach Core Tier 1 ratios significantly above Basel III levels, provided dividend payout
rates are not excessive, and with returns on equity between 10% and 15%. The following
caveats must however be noted:

e the position of individual banks will vary relative to this aggregate view;

* the 7% benchmark does not take account of a potential add-on for systemically-important

banks; and

e the BCBS is undertaking a fundamental review of the trading book, targeted for completion
by the end of 2011, which may lead to higher capital requirements.

Although major UK banks continue to target returns on equity of 12 to 15%, those may not be
achievable in future, even if economic growth remains on track. The corollary of higher equity
capital requirements, which will reduce the riskiness of banks, is that shareholders should be
willing to accept lower returns on equity (with bank stocks having a lower equity beta). Banks
that seek to maintain unchanged return-on-equity targets will only be able to achieve these

if they can increase return on risk-weighted assets, and may be tempted to do so by taking
increased risk or by underestimating risk. Supervisors need to remain vigilant to ensure that
banks do not take excessive risks in an attempt to maintain return on equity in this way.

These points highlight the importance of taking a prudent approach towards dividend pay-out
ratios and remuneration to conserve capital within firms. Charts B21 and B22 illustrate the
sensitivity of both the rate at which banks can build capital and the final projected core tier 1
ratio in 2019 to the rate at which dividends are paid out. Assuming growth in risk-weighted
assets of 5% per annum and a return on equity of 10%, UK banks’ aggregate core tier 1
capital ratios would be 2.3 percentage points higher by 2019 with a payout ratio of 10% than
one of 40%. Especially with the introduction of tougher supervisory deductions from capital
after 2013, core tier 1 ratios would remain flat on these assumptions if payout ratios remained
at 40%.
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Chart B23: Aggregate risk weighting by asset type for major Chart B24: Aggregate risk weights by asset class for major UK banks
UK banks (end 2010, est.)
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In seeking to achieve higher risk-based capital ratios, one possibility open to banks is to slow
the rate of growth in risk-weighted assets relative to non-risk-weighted total assets. That might
mean a relative switch from asset types with higher capital requirements — such as lending

to companies with low credit ratings and complex or risky trading book activities — towards
those with lower capital requirements, such as residential mortgage lending and lending to
governments. Box B2 illustrates the variation in capital requirements by asset type for banks
using the internal ratings-based approach under Basel II. The new leverage ratio, however,

will act as a constraint on such a shift. And, as discussed in Sections A and C, growth in UK
residential mortgage lending may remain modest as household sector deleveraging continues.
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B.3 Liquidity and funding in the banking sector

In 2010 UK banks took some steps towards addressing the funding vulnerabilities that were
a significant cause of the financial crisis and required the UK authorities to underpin the
system with Treasury funding guarantees and exceptional Bank of England liquidity support.
The following describes the policy response to those funding weaknesses, the progress banks
have made and the challenges ahead.

Vulnerabilities and crisis
The 2010 Financial Risk Outlook described how UK banks and building societies became
increasingly dependent on risky sources of funding before the crisis:

Before the crisis ® Their assets increased quickly as customer lending grew and they expanded into
banks became wholesale markets.

.dep endenton o ¢ iomer deposits did not increase as rapidly (Chart B25). The UK household sector became
risky ;ou;c:es of 4 net debtor and the growing combined deficits of the household and corporate sector,
unding...

reflected in a persistent current account deficit, were financed by borrowing from abroad
(see Section A).

...including * Many UK banks made increasing use of mortgage-backed securitisation as a source of
securitisation to funding. That lengthened the average maturity of their wholesale debt securities, even before
alargely  the crisis (Chart B26). But since these debt securities financed residential mortgages which
leveraged were of still longer contractual maturity, aggregate maturity transformation within the
investor base... banking system increased. There was no similar pickup in unsecured issuance (Chart B27).
And using securitisation proved unstable because the investor base comprised predominantly
leveraged institutions undertaking significant maturity transformation across their balance
sheets, such as other banks, money funds, asset-backed commercial paper (ABCP) conduits
and structured investment vehicles (SIVs), which were vulnerable to a drying up of
market liquidity.
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Chart B25: Outstanding lending to and deposits of UK households
and non-financial corporations
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Chart B26: Breakdown of wholesale debt securities issued by
UK banks and building societies, by maturity
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Source: Bank of England. (Bank stats) Includes building societies from 2008 onwards
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bonds, but do not include CMBS/RMBS/securities issued by securitisation.

e In addition, some UK banks and building societies were also dangerously reliant on
short-term wholesale funding, including from abroad, and therefore vulnerable to a
wholesale ‘run’. This comprised both interbank borrowing and increasingly repo financing.
Globally, financial institutions shortened the maturity of their wholesale bond issuance
between the 1990s and 2000s (Chart B28). Maturity transformation in the global banking
system and associated vulnerability to liquidity risk increased.

In the crisis, securitisation, bank debt and money (beyond very-short maturities) markets dried
up. Several UK banks faced a funding crisis and the UK authorities provided unprecedented
funding and liquidity support. The Treasury’s Credit Guarantee Scheme (CGS) guaranteed the
issuance of medium and long-term debt. And the Bank of England Special Liquidity Scheme
(SLS) allowed banks and building societies to borrow Treasury bills against the collateral

of securities (predominantly residential mortgage-backed), which could then be sold or used
to raise funds in the repo market. Together the CGS and SLS provided over £300 billion of
support, which equated to over 10% of the liabilities of the major UK banks.

Policy response
The FSA’s policy goals for the UK banking system include:

e to repay this explicit government support;
* to cease to be reliant on implicit government support; and

* to move to a more stable basis of funding.

More stable funding means a reduced reliance on short-term wholesale debt and a greater share
of stable customer deposits and long-term debt in banks’ liabilities. Our new liquidity policy,
implemented in 2010, requires firms to be able to survive a severe name-specific as well as
market-wide stress for three months. Firms must hold liquid assets to cover expected outflows
under these scenarios. Liquid assets are limited to central bank reserves and highly-rated
government bonds denominated in major currencies.
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Chart B27: Debt issuance of major UK banks and building societies,
by instrument
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Chart B29: Total liabilities of UK banks and building societies
(selected items)
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Chart B28: Global bond and commercial paper issuance by
financial instiutions 1991-2010: shares by maturity
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Chart B30: Growth in lending to and deposits of UK households and
non-financial corporations
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International standards for liquidity regulation were agreed for the first time by BCBS in
2010 and will be introduced from 2015 following an observation period. A liquidity coverage

ratio (LCR) requirement will work in a similar way to our new regulation by requiring banks
to hold liquid assets based on a severe stress. In addition, a net stable funding ratio (NSFR)
will directly address the structural need for more stable funding of the banking sector by

encouraging banks to use more stable sources of funding across their whole balance sheet.

In the UK, a further incentive to become less reliant on short-term wholesale funding will be

provided by the government’s bank levy, to be introduced this year, which will be charged at a

lower rate on liabilities with a remaining maturity of over one year.
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Chart B31: Breakdown of UK household bank deposits Chart B32: New fixed rate retail time deposits by maturity
(excluding mutuals) (showing split of interest bearing time
deposits by maturity after 2008)
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Progress in 2010

The broad mix of aggregate liabilities of the UK banking system has not changed markedly
since the crisis (Table B29). Progress is likely to remain slow as small percentage changes
equate to large cash amounts, banks are dependent on funding market conditions and abrupt
changes could be detrimental to customers. Nonetheless, some components have begun to
move in the direction of greater funding stability:

e Holdings of liquid assets across the banking system have increased (Chart B9). Most of
the major UK banks improved their liquidity position during 2010. On our metrics, they
increased the period for which they could survive in a stress scenario on the assumption that
no existing funding is renewed on the contractual maturity date.

e The share of interbank deposits has decreased slightly and customer deposits have risen
(Chart B29). Bank deposits of UK household and companies grew faster than their bank
borrowing (Chart B30).

® As a result, the UK ‘customer funding gap’, which had been increasing since the mid-1990s,
began to narrow in 2010 at a slightly faster rate than projected in the scenarios we presented
in the 2010 Financial Risk Outlook.

e Sight deposits of households and non-financial companies have grown more quickly than
time deposits since the crisis, partly reflecting the lower opportunity cost of holding non-
interest bearing deposits at low interest rates (Chart B31). But within household deposits,
the percentage share which is likely to be relatively ‘sticky” may have increased. The increase
in the value of UK deposits covered by the Financial Services Compensation Scheme to
£85,000 is likely to have reduced the share of retail deposits susceptible to runs. And within
household time deposits, maturities have lengthened as banks have competed aggressively for
long-term deposits (Chart B32).

® The value of wholesale unsecured debt securities in issue has been broadly unchanged since
2008 even as the aggregate size of banks balance sheets has shrunk. But the maturity of
those securities has lengthened, with the shares of commercial paper and certificates of
deposit continuing to decline and more recently an increase in the share of debt securities
with a maturity of over five years (Chart B26). Unlike before the crisis, this increase in
average maturity is not driven by medium-term, secured bonds funding long-term assets
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but by an increased proportionate role of medium-term, unsecured debt funding the totality
of the balance sheet (Chart B27).

® Banks have agreed voluntary repayment plans with the Bank of England to return SLS
Treasury bills ahead of contractual SLS maturities.

The pace of issuance of medium and long-term unsecured and unguaranteed debt is a
particularly important indicator of increasing funding stability. As Chart B27 shows, this is
now running appreciably above pre-crisis levels. A desirable feature is that debt issuance has
been spread across different types of instruments, maturities and investors: for example, UK
banks targeted Japanese, Swiss, Canadian and Australian investors with issues in their local
currencies as well as issuing in sterling, US dollars and euro. They also issued a high volume of
private placements alongside public issues.

Extension of the maturity of short-term borrowing (from inter-bank, commercial paper or CD
markets) is also important. FSA liquidity gap measures which consider potential wholesale
funding run-offs, illustrate considerable progress in extending these maturities, but also showed
in May (at the time of the Greek sovereign debt crisis) the potential for maturities to shorten

in conditions of market uncertainty. And it is vitally important that risk analysis focuses on

the true maturity of wholesale funding instruments, allowing for put options as well as final
maturity (see Box B3).

Securitisation markets also recovered, primarily as a source of funding rather than credit risk
transfer. But banks need to find a more stable investor base for residential mortgage-backed
securities than before the crisis, ideally long-term investment institutions and asset managers.

Banks’ funding plans are consistent with a more modest role for securitisation than pre-crisis.

Funding challenges ahead

Despite this considerable progress, there remain important funding challenges ahead.
Banks and building societies will need to refinance a substantial hump of official support
and maturing private sector debt over the next two years. The SLS is due to expire in
2012 and by then firms will need to have returned the remaining Treasury bills and
refinanced the associated collateral securities in the private market. Over £110 billion of
government-guaranteed issuance under the CGS is still outstanding (Chart B33).
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Chart B33: Maturity profile of debt issued by major UK banks Chart B34: Customer funding gap of UK banks and building societies:
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UK-only basis). Dealogic data excludes the majority of private placements of the above
categories of debt (including structured notes). Maturity profile does not include debt
classified as ‘retained by Dealogic.

Chart B35: Debt issued by major UK banks and building societies

Source: Bank of England (BankStats), FSA calculations and estimates

Note: Customer funding gap defined as difference between loans to and deposits from UK
households and private non-financial corporations; lending data is M4 excluding the effects of
loan transfers and securitisation.

Chart B36: Bank debt maturities in selected EU countries
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One source of funding will be if UK household and corporate deposits continue to grow more
quickly than their borrowing. That will depend on the pace of deleveraging in the economy
(see Section A). One reasonable deleveraging scenario might be for lending to grow at half the
rate of growth of nominal GDP (according to consensus forecasts), but for deposits to increase
more rapidly, in line with nominal GDP. On that basis, UK banks might have an additional
£34 billion of deposit funding (around 0.5% of their aggregate liabilities) to replace maturing
wholesale funding by mid-2012 (Chart B34).

Growth in deposit funding, however, is far from assured: for example, UK household deposits
actually declined slightly in the third quarter of 2010 as households preferred to save through
investment in mutual funds. And competition for retail deposits will remain intense so

that deposit margins may remain narrow even as official interest rates rise, particularly on
term deposits.
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Overall, it is clear that deposit growth, while important, cannot be sufficient to refinance
maturing wholesale debt and official support over the next two years. Banks will therefore
need to raise significant amounts of wholesale debt, probably on a larger scale than 2010,
and perhaps more than the record issuance of 2006 (Chart B35). Overseas banking systems
will also be seeking to refinance large values of maturing bonds (Chart B36).

Many banks are looking to increase borrowing through issuance of structured notes to
high-net-worth investors. A typical structured note pays a high initial interest rate but exposes
investors to risk of lower coupons or extension of the final maturity date if market indices,
interest rates or exchange rates behave in a certain way. In their liquidity planning, firms need
to take account of any implicit promise to investors that they will buy back the note before
maturity if market prices move against them.

In response to these funding challenges, both UK and overseas banks also expect to increase
their issuance of covered bonds. It is unclear whether investor demand will fully keep pace
with planned issuance. New Basel III liquidity rules allow a role for covered bonds issued by
other banks within banks’ liquidity buffers. We continue, however, to have concerns about the
increase in systemic interconnectedness which would result if new covered bond issues were
primarily bought by other banks.

A further concern with secured funding is that it reduces available assets for repaying
depositors in a bank resolution. While covered bonds are likely to form an important part of
the future funding of UK banks, we will continue to cap issuance by individual banks to limit
this asset encumbrance.

Another potential regulatory development which may have implications for medium-term
funding markets is that of ‘bail-in” bonds. Making senior unsecured debt ‘bail-in-able’

(i.e., capable of being rapidly written down or converted to equity in order to recapitalise

a potentially failing bank) is attractive because it would improve the ability of banks to
withstand extreme shocks without resorting to taxpayer bail-outs. The proposals made by
the European Commission and being discussed by the Financial Stability Board are intended
to expose shareholders, subordinated debt investors and potentially senior debt investors in
all banks to risk of loss if banks fail, respecting the creditor hierarchy. In response, investors
would be likely to seek to protect themselves against greater risks following issuer failure by
switching to secured funding instruments, such as repo and covered bonds. If bail-in bonds
are to be among the means used to achieve ‘higher loss absorbency’, regulators may have to
require that such bonds (combined with equity and subordinated debt) exceed a minimum
percentage of banks’ risk-weighted assets.

Firms’ issuance plans will also be vulnerable to political, financial or macroeconomic shocks
that cause investors to retreat from the primary markets for a period. There is a risk that
key investor groups — such as US money market funds in the market for three to 12-month
bank paper — behave in a ‘herd-like’ manner at times. It is therefore vital that firms take
opportunities to issue medium and long-term debt when market conditions allow, even if the
term structure of interest rates means short-term funding is cheaper in the short run. We will
continue to review funding plans in detail with firms and provide feedback to them.
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B.4 Risk transfer between banks, insurance companies and the ‘shadow banking system’
As international regulators seek to raise capital standards, limit maturity transformation and
control risk-taking in the banking sector, a key question is: to what extent and how will other
parts of the financial system take on those risks? Transfer of risk may be desirable where

the risks better match the liabilities and risk appetite of other financial entities. For example,
life insurers have long-dated liabilities and are well placed to hold long-dated assets. And
risk-taking by non-banks may be less concerning because non-banks are more likely to be

able to fail without damaging the wider financial sector and economy. For example, many
hedge funds fail each year without causing any systemic problems. But growth in leverage and
maturity transformation outside the banking system may be a significant concern if it threatens
wider financial stability, either directly or through contagion to the banking sector. Prudential
oversight of linkages and risk transfers within the overall financial system is therefore essential.
Links between banks and insurers, shadow banking institutions and hedge funds could be
particularly important. We therefore consider these in turn below.

Insurance company provision of funding and liquidity to banks

UK insurance companies are significant investors in the debt and capital instruments of UK
and overseas banks. For the eight large UK insurance groups surveyed in 2010, bank equity
and debt instruments accounted for around 14% of their total assets (Charts B37 and B38).
Insurance company investment strategies will play an important role in determining whether
bank funding evolves towards the desired more stable pattern. The pattern of insurance
company funding of banks therefore needs to be carefully monitored.

Recently we have examined several proposals for insurance companies to provide additional
liquidity to banks through sizeable securities lending transactions in which they would

lend gilts in exchange for collateral securities such as RMBS. From banks’ perspectives,

such transactions are attractive as they obtain liquid assets for the purpose of FSA liquidity
regulations that can also be used to obtain funding in the repo market. At the same time,

the bank avoids the interest rate and spread risks associated with holding gilts outright.

The insurer is paid a borrowing fee and continues to receive the economic return on the gilts
to hedge its long-term liabilities. Because insurers are not involved in maturity transformation,
they may have less need of the liquidity value of the gilts than banks, though they still need to
consider carefully their potential short-term cash needs.



...giving rise to
counterparty
risks which need
to be controlled

Solvency II

Prudential Risk Outlook 2011 Q . .
Section B - The UK financial sector

Chart B37: UK insurers' exposure to bank equity & debt, 1H 2010 Chart B38: UK insurers' exposure to bank equity & debt, 1H 2010
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Such transactions, however, expose both the insurance company and the bank to counterparty
risks, with an increased possibility of contagion between the banking sector and the insurance
sector in a crisis. These counterparty risks need to be properly controlled: for example,
through restrictions on the quality and diversification of counterparties and, from the insurer’s
perspective, collateral. We expect to discuss any sizeable transactions with firms and may
impose limits on aggregate or individual transactions. We will give particular scrutiny to
proposed intra-group transactions, which may not be done on an ‘arm’s length’ basis.

The implementation of Solvency II may have an important influence on insurance company
demand for medium and long-term securities. Solvency II is a new, more risk-sensitive
EU-wide framework of capital requirements for insurers and is expected to come into force
on 1 January 2013. Some commentators have expressed fears that it will create incentives for
EU insurers to reduce their holdings of longer-dated credit instruments, including bank debt.
The incentives for insurers’ allocation of assets will depend on a number of factors, including:

e the final calibration of the market risk module* of the Solvency Capital Requirement (SCR);
and which individual firms are permitted to use internal models for the calculation of the SCR;

e the extent to which insurers hold assets that match their liabilities in terms of cash-flow over
the long term, particularly having regard to the ‘prudent person principle’;

e formulating the discount rate curve used in determining technical provisions; and

e the availability and pricing of interest rate and other swaps that insurers might use to extend
the duration of their assets as an alternative to holding long-maturity bonds.

We will continue to work with both the industry and the European Commission to achieve
greater clarity on the impact of Solvency II.

4 The market risk module includes the interest rate risk sub-module, the spread risk sub-module and the illiquidity premium sub-module, which are most
relevant for the long-term credit holdings of UK insurers.
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Chart B39: US financial sector assets
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Chart B40: Shadow banking activities in the UK
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Risks may also Shadow banking
move to the Higher capital and liquidity standards in the regulated financial sector may also create incentives
shadow banking for risk-taking to move outside: for example, to so-called ‘shadow banking’ and to hedge funds.
sector...

Shadow banking can be most usefully defined as covering the sub-set of non-bank credit
intermediation which involves either leverage or maturity transformation. For example, it does
not cover a non-leveraged pension fund buying and holding to maturity a corporate bond, but it
does cover:

* non-bank entities which have ‘money-like’ callable or very short-term liabilities that they
invest in slightly longer-term assets to deliver enhanced yield — this includes money market
mutual funds (MMMFs);

e vehicles such as SIVs and conduits which issue short to medium-term liabilities such as
ABCP to fund purchases of long-term credit securities; and

* the complex web of secured financing linkages, particularly through the repo market, which
connects MMMFs, banks, broker dealers, hedge funds and other financial institutions.

The shadow banking sector grew very large before the crisis in a number of countries, but
particularly in the US (Chart B39). During the crisis it shrank significantly, but it remains
important. Although shadow banking can in principle exist in parallel to the banking system,
in practice the two are usually deeply inter-connected.

A relatively low value of shadow banking activity occurs through entities incorporated in the

UK and therefore potentially subject to FSA regulation (Chart B40). But the UK and continental
European banking systems were and are closely interconnected with US shadow banking activities,
and are therefore exposed to any potential instability risks. These interconnections include:

e originating loans to be packaged into asset-backed securities;

e providing liquidity facilities to conduits;

e introducing corporate clients to conduit funding;

e providing repo financing for leveraged entities;

e issuing short-term paper to MMMFs; and

e marketing their own MMMFs to their customers.
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In the crisis, many banks provided capital or liquidity support to shadow banking entities that
they had established, such as MMMFs and conduits, when those experienced problems, despite
those entities being supposedly independent and bankruptcy-remote.

We are currently involved with FSB work to examine the financial stability risks posed by
shadow banking at a global level. These include the potential for systemic risk to arise from
high levels of aggregate leverage and maturity transformation; and from regulatory arbitrage
if banks are able to structure their activities in ways that avoid regulatory capital and liquidity
requirements without significantly reducing underlying risk exposures.

Hedge funds

Another potential place for risk-taking activities formerly undertaken by banks is hedge funds.
Higher trading book capital requirements and plans in the US to prohibit proprietary trading
by banks have already led some to close trading desks, with key individuals moving to, or
leaving to start hedge funds. Hedge funds have the potential to pose systemic risks if they are
individually very large or as a group have similar, leveraged positions, creating the risk of a
downward self-reinforcing spiral of falling liquidity and asset prices. It is important therefore
to track hedge fund leverage, the scale of their presence in key financial markets and the extent
of their maturity transformation.

We conduct two six-monthly surveys to monitor these trends in the UK hedge fund sector:

a survey of FSA-authorised banks with prime brokerage operations called the Hedge Fund

as Counterparty Survey (HFACS); and a Hedge Fund Survey (HFS), in which investment
managers are asked about the hedge fund assets they manage.’ The most recent surveys in
April and September 2010 showed that most hedge funds had made positive returns since the
crisis. Overall, there was no clear evidence to suggest a significant systemic risk to the financial
system as at September 2010. But that position could change and future surveys will be used to
identify emerging risks. Looking briefly at the key indicators:

e On average, fund leverage (measured as cash and synthetic borrowing compared to net
equity or net asset value) had been relatively stable since November 2009 for most fund
strategies. It did rise significantly in the April 2010 survey for fixed-income arbitrage funds,
the most leveraged category — but that fell back by September 2010. Overall levels of
leverage remained fairly modest (Chart B41).

* One way of assessing the extent of hedge funds’ presence within particular markets is to
look at their ‘footprint’ (aggregating long and short positions) as a proportion of estimated
overall market size (Chart B42). The convertible bond market is where surveyed hedge funds
continued to have the biggest presence. They were also significant players in the much larger
interest rate and commodity derivatives markets. As we estimate our survey covers only
around one-fifth of hedge funds globally, the overall footprints of all hedge funds in these
markets will be larger.

e Finally, it is important to assess the extent of maturity transformation being undertaken
by hedge funds and their vulnerability to a ‘run’ by investors or providers of leverage.
On average, surveyed hedge funds increased the maturity of their financing from prime
brokers between the April and September surveys, with only around 10% of funding
at maturities of less than five days and only 14% at less than 30 days (Chart B43).
However, the ability of finance providers to alter terms is unknown (such as with special
clauses), so a rapid removal of financing may still occur during stressed markets.

5 FSA, Assessing the Possible Sources of Systemic Risks from Hedge Funds, 28 February 2011. www.fsa.gov.uk/pubs/other/hf_survey.pdf
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Chart B41: Hedge fund leverage: cash and synthetic borrowing Chart B42: Hedge fund footprint within selected markets
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The HFACS also allows us to examine the counterparty credit risks that banks have to hedge
funds. Concentration of hedge fund exposures among banks has reduced somewhat over the
past two years but the top five lenders still comprise over 60% of aggregate net counterparty
exposures. However, individual exposures remain manageable relative to bank capital and
collateral margin requirement levels have risen since the crisis (Chart B44). Although higher
margins are welcome, cyclical behaviour of margins and haircuts is a potential concern if it
amplifies a pattern of rising leverage and abundant liquidity in good times and decreasing
leverage, squeezed liquidity and asset fire sales in periods of stress. One macro-prudential tool
that has been proposed as a means of cooling overheating in securities markets is a regulatory
floor on margins on securities financing.® Whatever the regulatory approach, it is essential
that banks do not allow collateral margin requirements to fall in good times to levels that will
create risks if there is a sudden turn in market sentiment and liquidity.

6 See The Role of Margin Requirements and Haircuts in Procyclicality BIS Committee on Global Financial System, March 2010 (www.bis.org/publ/CGFS36.htm)
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Chart B45: Profitability of UK life insurers Chart B46: UK life insurance sector net business flows
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B.5 Issues affecting the UK insurance sector

Life insurance: future profitability under pressure

In the short term, life insurers’ profitability is driven by developments in asset markets.

Given their substantial exposure to equities and corporate bonds, asset price falls at the time of
the banking crisis meant the sector was, in aggregate, loss-making in 2008 (Chart B45). But the
subsequent recovery in equity prices and narrowing of sterling corporate bond spreads helped
firms to return to profit in 2009.

Despite the cyclical improvement in profitability, UK life insurers continue to face a number
of medium to long-term pressures on profitability. In particular, while new business flows are
reportedly positive (up around 5% in the first nine months of 2010), net cash flows for the
sector (premium inflows less claims and surrenders), shown in Chart B46, have been negative
since 2008. In part this is a result of unavoidable factors such as increased annuity payouts as
people retire, but it also reflects persistently subdued demand for long-term savings products,
increased competition from other types of savings and investment products, and the steady
decline of products such as with-profits policies.

Future new business volumes and persistency of existing products will depend on the
household savings rate and the extent to which real household income continues to be squeezed
(see Section A). Any rise in inflation would also increase the liability exposure of firms with
liabilities that are not fixed in nominal terms, such as some annuity providers that have
inflation-linked guarantees to the extent that these are not fully matched by inflation-linked
assets at similar maturities.
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Sound capital position

Despite being exposed to asset market turbulence, UK life insurers as a sector did not
experience an acute liquidity and capital crisis over the past two years. The capital position
of UK life firms remains sound both on a Pillar 1 (see Chart B47 for the coverage of

the Minimum Capital Requirement) and Pillar 2 basis, although still somewhat below
pre-crisis levels.

This reflects not just insurance business models and funding structures — insurance firms

are funded by policyholders who can only claim fully when an insured event occurs and

are indirectly far less exposed to liquidity risks than banks — but also that insurers’ capital
management had improved in recent years following the implementation of the FSA Individual
Capital Assessment regime. Solvency II, the new, strengthened EU-wide requirements on capital
adequacy and risk management for insurers, will further enhance risk management standards
and require more risk-sensitive measurement of assets and liabilities. It aims to align the
regulatory requirements placed on firms closely with the risks they are exposed to, and should
give firms a clearer understanding of how their risk profile influences their technical provisions
and capital requirements.

Key risks

Insurers writing annuities are vulnerable to credit risk as we highlighted in the Financial Risk
Outlook 2010. During the crisis, widening credit spreads on holdings of bonds — partly due
to illiquidity in credit markets, partly reflecting higher expected losses — reduced the value of
matching assets by more than the corresponding reduction in base liabilities, resulting in a
reduction in available capital. The size of the increase depended on how much of the spread
widening was attributed to the ‘illiquidity premium’ — the larger the premium, the lower the
need for additional capital. As credit spreads on sterling bonds have continued to narrow and
as we have addressed cases where firms had taken more credit for the illiquidity premium than
we judged prudent, risks have become less acute. However, firms should remain alert to the
possibility of further market shocks and widening credit spreads.
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Chart B48: UK general insurers' combined ratio and Chart B49: UK general insurers' coverage of Minimum
investment income Capital Requirement
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In addition to existing challenges in their operating environment, the cumulative impact of

a number of regulatory and legislative changes affecting the life insurance sector will create
further pressures for firms over the next few years. The recent European Court of Justice ruling
on gender equality will have an impact on annuity pricing, while Solvency II and the changes
emanating from the UK Retail Distribution Review will both be implemented from 2013
onwards. In addition, the low-cost National Employment Savings Trust, which will be introduced
as part of the new mandatory workplace pension scheme, might affect new business volumes.

General insurance

General insurance underwriting profitability is measured by the combined ratio — a ratio of
losses and expenses to earned premiums — with below 100% indicating profitability. When
underwriting is loss-making — as the UK sector has been since 2007 (Chart B48) — firms rely
on investment returns to make an overall profit. With its investments primarily in government
securities, the sector avoided any significant impact from falls in equity and corporate bond
markets in 2008/09. But the low interest rate environment has constrained investment income.
As a result, firms need to focus increasingly on the profitability of their underwriting, taking
lower prospective investment returns into account in pricing and underwriting decisions.

UK general insurers are generally well capitalised and Minimum Capital Requirement (MCR)
coverage is slightly above its pre-crisis levels (3.7 times versus 3.3 times) (Chart B49). Within
the sector, the capital position of London market insurers is also relatively stable. Low
numbers of insured catastrophes in 2009/10 combined with the current level of insurance
capacity across the market have resulted in a relatively high level of available capital.

The Tohoku earthquake, following catastrophes in Australia and New Zealand in early 2011,
will result in material insurance losses. But it is too soon to predict the scale of those losses,
especially given uncertainty about the extent of property damage inflicted by the tsunami.
The extent of the third quarter US windstorm season will be important now.

Key challenges

General insurance, whether domestic or commercial, faces the perennial challenge of accurately
pricing risk, be it in setting appropriate premiums or adequate technical provisions (unpaid
claims reserves), or in assessing appropriate capital requirements against risk.

Firms appear to have entered a cycle of granting more generous terms and conditions, supported
by favourable assessments of prospective claims costs and risks. Past soft phases of the
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underwriting cycle have shown that underwriters can grant additional cover through changes
in terms and conditions. Expressed in qualitative terms, this extra cover is often ignored in the
quantitative assessment of expected claims costs and in the potential variability in those costs,
which underlie the important disciplines of pricing, reserving and capital assessment.

...claims inflation Claims inflation is likely to continue across general insurance lines, and combined with wider
is a key risk... inflationary pressures could pose risks to firms. For example, although motor insurance

premiums have risen by a third over the past 12 months, claims are estimated to be up 30%
from 2009. The key driver of higher claims is an increase in the frequency and size of bodily
injury claims, which have been large enough to offset the effect coming from the falling
overall number of reported accidents.” As a result, premium increases and other changes to
underwriting, pricing or distribution strategies may only ensure that insurers keep pace with
current costs, and may not be sufficient to correct inadequate pricing in the past or to reflect
the possible future frequency and cost of claims.

...and reserves Also, while reserve releases may reflect prudent reserving practices or indicate changes in
releases area underlying risks, we remain concerned by continued significant releases of reserves from
concern earlier underwriting years which may be used to compensate for current poor underwriting
performance. If historically-high levels of reserve releases continue, there may be an increased
risk of reserve shortfalls across a range of business classes.

7 Actuarial Profession, Press Release 25 October 2010.
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Section C - Credit risks

The previous section described the capital and funding positions of UK banks and building
societies. The other main driver of systemic stability is asset quality. This section discusses five
broad areas of credit risk to UK firms:

e C.1 Country risks in the Euro area;

e (C.2 UK household lending;

* C.3 UK commercial property;

* C.4 US residential and commercial property; and
* C.5 Emerging markets.

Together these categories of credit exposure account for just under 40%? of the UK banking
sector’s total global assets, but a much higher percentage of credit exposures to the non-
financial sector. Within the UK (which accounts for 40% of total assets) exposures to UK
households and non-financial companies are 55% of the total, with exposure to Other
Financial Corporations (OFCs) the other major category (Chart C1 and Cla). Outside the UK,
meanwhile, 30% of overseas exposures are to the US, 8% to peripheral euro-area countries
and 17% to major emerging economies (Chart C2 and C2a).

8 We estimate that major UK banks’ US residential property and CRE exposures account for £394bn - see C.4.
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Chart C1: Sectoral breakdown of UK banks’ UK assets

Chart C1a: UK banks’ UK assets (end-September 2010)

(% of total, end-September 2010) in billions -
17% of £ of total (%)
UK households (mortgages) 1,003.4 33.4
UK households (other) 177.9 5.9
33.4% UK commercial real estate 239.1 8.0
UK private non-financial corporations 230.2 7.7
UK other financial corporations 842.0 28.0
Other 511.2 17.0

28%

5.9%

o
7.7% 8%
W UK households (mortgages) M UK private non-financial corporations
B UK households (other) (excluding commercial real estate)
UK commercial real estate M UK other financial corporations
| Other

Source: Bank of England Table A4.1 Source: Bank of England Table A4.1

Chart C2: Geographic breakdown of UK banks’ non-UK assets Chart C2a: UK banks’ non-UK assets (end-September 2010)

(% of total, end-September 2010) in biltions .,
10.7% of £ of total (%)
USA 1,223.3 30.3
30.3% Peripheral euro-area economies 338.5 8.4
Other develqped economies (excluding 1,341.0 333
17.3% USA and peripheral euro-area)
Selected emerging economies 695.7 17.3
Other economies 432.7 10.7

8.4%
33.3%
W USA
M Peripheral euro-area economies M Selected emerging and
Other developed economies other economies
(excluding USA and peripheral W Other economies
euro-area)

Source: Bank of England Form CE Source: Bank of England Form CE

Definitions

‘UK households (mortgages)’ = M4 lending secured on dwellings (Bank of England Table A4.1).

‘UK households (other)” = M4 consumer credit and lending to unincorporated businesses (Bank of England Table A4.1).

‘UK CRE’ = lending to companies whose main activity is the development, buying, selling and renting of real estate (Bank of England Table C1.2).
‘UK OFCs" = M4 lending to other financial corporations (Bank of England Table A4.1).

‘UK PNFCs” (excluding CRE) = M4 lending to private non-financial corporations (Bank of England Table A4.1) less UK CRE lending.

‘Other’ = UK MFIs’ total assets less assets held by non-UK residents (Bank of England Table A1.4.1.1) less sum of items above. This includes
interbank assets and UK MFIs” holdings of UK government debt.

USA

8. ’Peripheral euro-area economies’ covers: Belgium; Greece; Ireland; Italy; Portugal; and Spain.

9. ‘Other developed economies (excluding USA and peripheral Euro area)’ covers: Andorra; Austria; Cyprus; Denmark; Finland; France; Germany;
Iceland; Liechtenstein; Luxembourg; Malta; Netherlands; Norway; Slovakia; Slovenia; Sweden; Switzerland; the Vatican; Australia; Canada;
Japan; and New Zealand.

10. ‘Selected emerging and other economies’ covers: Brazil; Russia; India; China; Hong Kong; Singapore; South Korea; South Africa; Mexico;
and Taiwan.

Qv A W e

N

11. ‘Other economies’ covers all countries not identified above.
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Chart C3: Five-year sovereign credit default swap spreads for Chart C4: ECB lending as a share of monetary and financial
selected euro-area economies institutions' total balance sheets
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C.1 Euro-area country risks

Over the past year, a lot of attention has been paid to country risks in the euro-area periphery,
in particular Greece, Ireland, Portugal and Spain. Concerns about debt sustainability, along
with investor uncertainty about policy responses, drove sovereign spreads wider in 2010
(Chart C3). Spikes in spreads were most pronounced in April to May 2010 (around the Greek
rescue package) and November 2010 (around the Irish rescue package). Market sentiment
picked up in January 2011, partly in anticipation of increased European Financial Stability
Facility (EFSF) capacity, an expanded EFSF mandate and more detail on the permanent
European Stability Mechanism. Optimism about EFSF reform then waned during February and
early March, before the euro area summit on 11 March unexpectedly agreed to expand the
facility’s effective lending capacity to €440bn, among other changes. Initial market reactions to
the proposed reforms were positive, but many countries will need to roll over large amounts
of debt this year, and should the final package disappoint, or should concerns about debt
sustainability persist, sovereign debt issuance could yet become more difficult.

Banks in Greece, Ireland and Portugal have become increasingly reliant on ECB funding in
recent months, reflecting continued difficulty in retaining deposits and obtaining funds from
wholesale markets (Chart C4). In addition to ECB funding, some Irish banks rely heavily on
emergency liquidity assistance from the Irish central bank. In contrast, in aggregate, Spanish
banks have reduced their reliance on ECB funding.

The crucial issue for UK banks, and for the FSA, is the size and mix of their exposures to the
more vulnerable peripheral economies, sovereigns, and banking systems. By country, UK banks
are most exposed to borrowers in Ireland and Spain, with much smaller exposures to Portugal
and Greece (Charts C5 to C9). In all four countries, however, exposures to sovereign debt

are relatively small, and exposures to banking systems only moderate. The most important
exposures are instead to households and to non-financial companies, including commercial real
estate companies. As of Q2 2010, direct claims on these real economy sectors amounted to
£64.8 billion for Ireland and £44.6 billion for Spain.

Our supervisory stress testing for the major UK banks is global in scope. For firms with
material Irish and Spanish exposures, we have applied specific stresses to those books based
on economic scenarios of broadly equivalent severity to our anchor scenario for the UK.
These feed into the additional Pillar 2 capital requirements, including capital planning buffers,
assessed for firms as a whole.
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Chart C5: European banking systems’ exposures to Greek borrowers ~ Chart C6: European banking systems’ exposures to
Portuguese borrowers
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Chart C7: European banking systems’ exposures to Irish borrowers Chart C8: European banking systems’ exposures to Spanish borrowers
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Notes: Data correct as of end-Q2 2010. All exposures are on an ultimate-risk basis, except for those of German banks (immediate-borrower basis). OEA = Other Euro area.
Exposures to Ireland include exposures to DEPFA BANK. Exposures shown as a share of banking system equity.

UK banks have increased provisions against their Irish exposures in 2010: for example,
Lloyds increased the stock of provisions against its Irish loan book to £7.8 billion,
corresponding to 54% of its impaired Irish loans, and 28% of its total Irish exposures;

and RBS raised provisions for Ulster Bank Group to £6 billion, about 44% of Ulster’s
non-performing loans, and 12% of total Ulster loans. UK banks also made additional
provisions against Spanish exposures. Provisions may increase further if government austerity
measures lead to additional unemployment and falls in property prices, in line with the FSA
stress scenario. As these economies are energy importers, they would also be more vulnerable
in the event of a significant and sustained rise in oil prices. But in the long run, UK banks
will benefit if measures to tackle excessive government debt, restructure banking systems and
restore competitiveness within the Euro area lay a foundation for renewed economic growth.
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Chart C9: UK banking system’s exposure to peripheral euro-area countries,

end-Q2 2010
Size of exposure
Type of exposure (€ biltions)
Banks 1.1
Public sector 1.9
Non-bank private sector 5.1
Other exposures 3.2
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In addition to risks from direct exposures, there may be indirect credit risks to the UK banks

if the crisis worsens: German and French banks have significant exposures to Spain and, to a
lesser extent, Portugal. German banks also have significant exposures to Ireland. As of the end
of the third quarter of 2010, UK banks’ exposures to German and French banks totalled nearly
£150 billion.

In the short term, however, the more likely cause of potential risk for the major UK

banks is the funding constraint which could arise if falling market confidence produced a
generalised tightening of funds supply. While improving the capital position of UK banks
puts them in a relatively good position to secure funds even in troubled markets, funding for
all banks, including several UK ones, became more difficult in May (when concerns about
Greece were most acute). Major UK banks and building societies were then able to issue
approximately US$5 billion of medium-term debt, just a third of the 2010 monthly average.
Euro-denominated funds were particularly hard to obtain, with issuance by major UK banks
and building societies falling to just over €700 million, more than 80% below their average
run-rate for euro funding. As emphasised in Section B, this highlights the importance of
terming out funding whenever market conditions allow.

Key messages to firms

 Firms should monitor their exposure to the peripheral euro-area countries and consider potential
impact channels, including through bank funding markets.

* In their stress testing, firms should consider a range of policy options in the peripheral euro-area
countries, including a prolonged period of austerity and possible restructuring of bank and
sovereign debt.

* When market conditions allow, banks should take opportunities to get ahead of plans for issuing
medium and long-term debt to improve their liquidity positions, even if short-term wholesale
funding is currently cheaper.
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Chart C10: Household sector write-off rates Chart C11: Major UK banks' loan loss reserve (provisions stock) by

retail asset class
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Note: Write-off rates are annualised quarterly write-offs divided by the corresponding
loans outstanding at the end of the previous quarter, expressed as a four-quarter
moving average.

Source: FSA regulatory data

C.2 Credit risks on UK household lending

Whereas levels of write-offs on secured household lending in some other countries, such as
the USA, have reached high levels, in the UK they have remained relatively low — as they
have in most of the Euro area. In comparison, UK write-offs on unsecured household lending
have been significantly higher than in the Euro area for some time and currently exceed the
level of unsecured write-offs in the US (Chart C10). Loan loss provisions are also high. The
absolute value of provisions held against unsecured and credit card lending by the four major
UK banks is more than three times that against residential mortgage lending, despite the

outstanding balance of residential mortgage lending being ten times larger than unsecured
credit (Chart C11).

Unsecured credit

Werite-offs on unsecured lending started rising well before the crisis (Chart C10), reflecting

the business models of some lenders to target less-creditworthy borrowers but also illustrating
that debt levels had already become unsustainable in parts of the household sector. Personal
insolvencies also began to rise in 2005/6. Research by the Consumer Credit Counselling Service
has shown that clients who are recommended to bankruptcy typically have lower-than-average
income but high debts and they are typically not homeowners, so have no mortgage debt.’

Despite the reductions in Bank Rate in 2008, interest rates charged on credit cards and
personal loans have fallen little, if at all. Unsecured borrowers have therefore not benefitted
significantly from lower interest rates. Nonetheless, arrears appear to have stabilised in 2010
and numbers of personal insolvencies began to decline over 2010. That may reflect lender
forbearance (see below) as well as the improving economy.

Wide margins have helped lenders absorb high credit losses on unsecured household lending,
but banks need to ensure they are adequately provisioned against realistic estimates of future
cash-flows. The level of provisions held against UK unsecured retail exposures (excluding credit
cards) by the four largest UK banks has been fairly stable since mid-2009, even as borrowers
with arrears above 10% of the outstanding loan balance have come to comprise an increasing
share of total arrears. Credit card provisions rose through most of 2010, but fell back in the
final quarter (Chart C11).

9  Consumer Credit Counselling Service Research Desk Dashboard Q2 2010.
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Chart C12: Arrears and possessions on residential mortgages
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Chart C13: Write-off rates on secured lending to households
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(2) Properties taken into possession in period as a percentage of mortgages outstanding.

Chart C14: Median mortgage interest payments as a share of
household post tax income
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Residential mortgages

Arrears on UK residential mortgages rose between 2008 and early 2010 but appear to have
peaked at well below 1990 to 1992 levels (Chart C12). Similarly, repossessions on UK
residential mortgages have been below the levels seen in the 1990s (Chart C12). Residential
mortgage write-offs remain very low as a share of lending (Chart C13). But they did come
close to early-1990s levels in 2009, perhaps as a result of sharp house price falls, which raised
loss given default.

The lower arrears and repossessions that we have seen during this downturn are primarily
explained by two factors. First, mortgage interest rates (which increased dramatically between
1988 and 1990) have fallen in this downturn. This has resulted in improved mortgage
affordability (Chart C14). Second, the overall unemployment rate is not as high as in the
early-1990s (Chart C15). Moreover, the most significant increases in unemployment have
occurred in the 16-24 year old age group, which is minimally exposed to mortgage debt
(Chart C16).

Within this overall favourable picture, however, it is important to note three caveats. First,
lender forbearance may, at least to some extent, be disguising the scale of problems. Second,
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But more
borrowers are in
financial distress
than suggested
by headline
arrears figures...

...and the level of
long-term arrears
has been
increasing

experience has varied considerably by region and customer segment. And third, the picture may
change, particularly when interest rates rise.

Chart C16: Unemployment rate by age group Chart C17: Breakdown of UK residential mortgages in arrears or
subject to forbearance
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(1) the arrears figures are as at December 2009.

(2) Forbearance Provided is for a twelve month period from April 2009 to March 2010,
and represents the number of contractual changes made to a mortgage to provide
forbearance for a period of customer financial stress.

(3) Forbearance processes included in the numbers are: a) capitalisation of
existing arrears on the mortgage into the balance to remove the arrears; b) a
temporary or permanent transfer of all or part of mortgage onto interest only
terms; c) extending the term of the mortgage to reduce monthly repayments;

d) extending the term of the mortgage after the term expires and the customer
is unable to fully repay the balance outstanding; and e) reduced payments or
payment holidays which are not accruing arrears.

Lender forbearance

It is possible that increasing lender forbearance is an additional factor keeping reported
defaults at modest levels. Lender forbearance will often be an appropriate response to
customers experiencing temporary financial difficulties to help them stay in their homes.

We do not have data to compare levels of forbearance today with the 1990s recession.
However, the lower interest rate environment combined with the steeper falls in house prices
during this downturn mean that lenders have stronger incentives to exercise forbearance than
in the early-1990s.

Many loans where lenders are exercising forbearance do not show up in arrears figures
reported to the Council of Mortgage Lenders or the FSA: for example, a temporary or
permanent transfer of a mortgage onto interest-only terms, extending the term of the mortgage,
and agreeing reduced payments or payment holidays with a borrower. Reported arrears figures
should, therefore, not be regarded as a complete measure of the underlying levels of loan
impairment (Chart C17). Lenders and their auditors must ensure that impairments are fully
recorded and that provisioning practices reflect estimates of future cash flows. Forbearance
techniques should not be used to prevent loans being categorised as non-performing to avoid
prudent provisioning.

It is also a concern that the number of customers with long-term arrears has risen (Chart C18).
This suggests that for some borrowers, lender forbearance is not curing the underlying
repayment issue.
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Chart C18: Mortgage arrears by length of delinquency
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Chart C20: Residential and buy-to-let loans
(including receiver-of-rent cases) in arrears over 3 months
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Chart C19: Performance of mortgages sold by loan-to-value band
between April 2005 and March 2009
0 12% -
[}

10% -
8% |
6%
4%

2%

Arrears and repossessions as
percentage of outstanding mortgag

0%

<10% >=10% >=20% >=30% >=40% >=50% >=60% >=70% >=80% >=90% >=95%

<20% <30% <40% <50% <60% <70% <80% <90% <95%

W Repossessed or possession order in place on 1 August 2009
W From 3 months in arrears 1 August 2009
Up to 3 months in arrears 1 August 2009

Source: FSA (Product Sales Database and Arrears Dataset). The sample
contains around 70% of all regulated mortgages sold between 1 April 2005 and
31 March 2009. We measured performance of these loans on 1 August 2009.
See CP10/16, Annex 3, Section 7 for the ‘Notes on data and methodology”
www.fsa.gov.uk/pubs/cp/cp10_16.pdf

Chart C21: Performance of mortgages sold by type
between April 2005 and March 2009
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Regional and customer segment variations

Although the general experience with arrears and repossessions in this recession has been far

more favourable than in the early 1990s, there are important regional and customer segment

variations, with cases of arrears and repossessions concentrated in particular groups of more
risky borrowers. During the boom, the UK mortgage market expanded and some banks,
building societies and specialist mortgage lenders provided loans to a ‘tail’ of over-stretched
customers. The risks created by this ‘tail’ of poor lending are now being realised.

Arrears rates are higher for borrowers with high loan-to-value (LTV) loans (Chart C19), an
indicator that the lender was prepared to take greater risk at the time the loan was agreed,

and for borrowers with buy-to-let loans (Chart C20). Arrears are also more frequent for loans
where income was self-certified, loans that were made by specialist lenders and loans that were
made to customers with impaired credit histories (Chart C21).



. @ Prudential Risk Outlook 2011
Section C - Credit risks

The northern
regions and Wales
have seen more
borrowers in
difficulty than
the southern
regions

Chart C22: Performance of mortgages sold by region Chart C24: Share of mortgage loans in negative equity by region
between April 2005 and March 2009 (measured on 1 August 2009)
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We measured performance of these loans on 1 August 2009. See CP10/16, Annex 3, Note:

Section 7 for the ‘Notes on data and methodology” www.fsa.gov.uk/pubs/cp/cp10_16.pdf (1) Share of mortgage loans outstanding in negative equity (2) Data as at Q4 2010.

Chart C23: Regional house price falls from peak and recovery from trough
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UK regions are being affected very differently by arrears. To date, arrears in the North and
Wales are significantly higher than those in London, the South East and the South West
(Chart C22). Large house price falls and a slower housing market recovery in the North
(Chart C23), have resulted in higher concentrations of negative equity (Chart C24). This
has contributed to higher arrears in those regions. Looking forward, the northern regions
and Wales may continue to be exposed to higher arrears, given regional differences in
unemployment and vulnerability to fiscal tightening (Chart C235).

Firms should be alert to the higher credit risks posed by particular regions and customer
segments, especially where they have a concentration of loans to such borrowers.
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Chart C25: UK Regions - financial and economic indicators
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Chart C26: Number of prime residential mortgage products,
by loan-to-value band

Chart C27: Initial interest rates on mortgages, by loan-to-value band
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Potential future developments

Firms have tightened their underwriting standards since the crisis. In response to house price
falls together with the experience of higher arrears on high LTV loans, many lenders have
withdrawn from offering loans above 90% LTV (Chart C26). And loan pricing is now linked
more clearly to the level of LTV (Chart C27).

But it is important to be aware that while overall arrears and repossessions are below the levels
seen in the 1990s, potential vulnerabilities remain. If interest rates or unemployment were to
rise appreciably, problems in the tail of more risky lending discussed above would intensify.
And arrears and defaults could well become more widespread. Section D discusses risks to
mortgage lenders associated with rising interest rates in more detail.
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Key messages to firms

* Lenders and their auditors should ensure that impairments are fully recorded, including
forbearance cases, and that provisioning practices reflect realistic estimates of future cash flows.

* Firms should be alert to the higher credit risks posed by particular regions and customer segments,
especially where they have a concentration of exposures to such borrowers.

 Despite the fact that arrears and repossessions are nowhere near the levels seen in the 1990s, they
could yet deteriorate, particularly as interest rates increase and if economic conditions worsen.
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Chart C28: Write-off rates on corporate lending
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C.3 Credit risks on commercial property lending in the UK

UK bank write-offs on lending to UK non-financial companies and unincorporated businesses
have risen since the crisis but remain well below levels seen during the early-1990s recession
(Chart C28). As described in Section A, much of the corporate sector is in good financial
health and has benefitted from low debt-servicing costs. Within this overall picture, however,
important credit risks have crystallised and still remain in specific credit categories, and above
all in commercial real estate (CRE), where the scale of eventual problems may currently be
disguised by extensive forbearance strategies.

Section A explained that the pre-crisis increase in debt in the UK corporate sector was
concentrated in CRE companies and lending was used primarily to raise the leverage of CRE
companies, as property prices rose, rather than for investment in new property development.
Unlike Ireland and Spain, the UK did not experience a property construction and development
boom in the 2000s.

Loans to CRE companies now represent about one third of UK banks’ total lending to
non-financial companies worldwide. In the UK, real estate lending is even more significant,
accounting for around a half of the total exposure of UK banks to UK non-financial
companies. Despite sharp falls in property prices, write-offs on lending to UK CRE companies
have so far been below those on lending to companies in other industrial sectors.

There are good reasons, though, for believing that write-offs in the CRE sector will rise
markedly in future. Between July 2007 and July 2009 indices of UK commercial property
prices fell by more than 40% to levels last seen in 1997. At December 2010 they remained
35% below their peak. Consequently, the quality of lenders’ exposures to CRE companies has
deteriorated markedly. Total arrears for UK banks and building societies on ‘other secured’
lending, which largely comprises loans to CRE companies, increased from 1.4% at around
the peak of the market in mid-2007 to 7.6% in September 2010. In its semi-annual report on
UK commercial property lending, De Montfort University estimated that £34bn of UK loans
were in breach of financial covenant and £20 billion in payment default at June 2010 — taken
together more than 20% of outstanding CRE loans.
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Sizeable
provisions have
been made, but

firms need to
ensure that these
remain adequate

Chart C29: 'Other secured' arrears (mostly commercial Chart C30: Commercial property prime and secondary yields
real estate)
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Chart C31: Capital value changes from trough to January 2011 Chart C32: Primary reason cited as cause of breach of financial

covenants by commercial real estate borrower
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The UK CRE lending market is concentrated, with the top ten lenders accounting for around
80% of the outstanding debt. Within these top ten, loss experience is highly divergent,
reflecting very different loss rates by class and type of CRE company. For some lenders,
arrears have remained quite contained while for others they are very high (Chart C29).
These differences reflect relative exposures to prime and secondary properties, and the
relative prudence (or otherwise) of lending practices before the crisis. While some UK banks
and building societies have made sizeable provisions against exposures to CRE companies,
we consider that the risks that persist in the CRE market demand that firms are vigilant in
ensuring that provisions remain adequate.

Prime and secondary property prices and rental yields (the ratio of rental income to property
price) have behaved very differently over the past three years (Chart C30). Prices of secondary
properties fell by more than those of prime properties during the market crash and, whereas
prime prices have recovered to a degree since 2009, secondary prices have hardly recovered
or fallen even further (Chart C31). As a result, the value of lenders’ collateral has fallen and
caused many borrowers to breach their LTV covenants. At June 2010, around £34 billion of
loans, or 15% of total CRE loans, was in breach of financial covenant.
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Chart C33: Maturity profiles for UK commercial real estate debt at Chart C34: Sterling interest rate swap rates
end-2007 and end-2009
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The reason given for almost half of breaches was “falling below an LTV covenant”

(Chart C32). In fact, this is likely to understate the number of loans with inadequate collateral.
As long as a borrower continues to meet its payment obligations, where there has been no
formal valuation confirming a fall in the value of the collateral, no breach of LTV covenant
will be recorded.

The other major cause of breach of covenant is failure to make good on interest or principal
payments in part or in full. This may seem surprising, given the benefit of the low interest rate
environment. However, leases involve fixed payments and many commercial property loans are
therefore swapped from a floating to a fixed-rate basis by borrowers.

Despite the large proportion of loans that are in arrears or in breach of financial covenant, lenders’
forbearance has led to modest write-offs to date. Where borrowers have continued to meet their
payment obligations, lenders have often chosen to ignore breaches in the LTV covenant and taken
the opportunity to amend loan terms. Due to the lack of refinancing available and the lack of
buyers for assets that may not be refinanced, lenders have few other options.

Lenders have also been exercising forbearance by extending loans at maturity when the
borrower cannot access other finance. In 2009, lenders extended around £28 billion or 70%
of maturing loans, typically for periods of one to three years. We estimate that over half of the
£52.6 billion due to mature in 2010 was similarly extended. Such extensions are contributing
to a concentration of refinancing requirements in the next few years (Chart C33).

If lenders that are extending loans in this manner do not have a robust exit strategy in place
for when the loan next matures, they are storing up potential problems for later. There are
risks to ‘waiting and seeing’. Rising prices are not guaranteed. As leases get closer to their
expiry a property can lose further value. And faced with negative equity and a lack of capital,
owners may under-invest in maintenance and improvements unless the lender can create the
right incentives. Lenders must have in place workable exit strategies for all their loans.

While interest rates remain low, current out-of-the-money interest rate swaps provide a further
deterrent to restructuring debt and a greater incentive to exercise forbearance. Many loans and
accompanying swaps were put in place over 2005-2007 when interest rates were much higher
than they are now. As swap rates have fallen (Chart C34) the cost of breaking a swap has
increased. Savills estimate that it would cost between £10 billion and £15 billion to unwind the
swaps in place.

10 Savills: Financing property presentations, June 2010.
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Chart C35: Average maximum loan-to-value ratios for different

Chart C36: Average income-to-interest cover ratio for UK
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Chart C37: Annual commercial real estate transactions Chart C38: Company liquidations and unemployment
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In exercising forbearance, lenders are hoping to avoid contributing to a downward spiral of
property prices based on forced sales. But levels of write-offs are almost certain to rise, barring
a strong economic recovery and associated rise in property prices. Where loans were written
on an interest-only basis, unless they have been restructured following covenant breaches to
capture free cash flow, there is unlikely to have been a reduction in the level of debt. To reduce
their exposures, therefore, existing lenders will need new debt and equity investors to refinance
the borrowers. But new lending remains very subdued; lenders originated only £4.7 billion of
new loans in the first half of 2010, and refinanced only £4.3 billion. At the same time new
lending terms are much tighter than prior to the bust (Charts C35 and C36). Lower LTV ratios
require borrowers to inject more equity. DTZ estimate that over the next three years the equity
gap on UK CRE - the gap between the current level of loans and what banks will be willing to
lend on those same properties — will total £54 billion.

If a borrower cannot refinance, the other option is to sell to someone who can. The value of
property transactions recovered somewhat over 2010 (Chart C37). But most of the transactions
were for prime property, whereas much of the refinancing required is for secondary property.
In the absence of additional equity investors, banks may have to exchange debt for equity, with
associated write-offs, or continue to extend loans.
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A risk is that economic growth is weaker than expected, increasing cash-flow stress for tenants
and causing insolvencies to rise again (Chart C38). In those circumstances, lenders would

face higher default rates with a risk of uncoordinated forced selling leading to a downward
price spiral. That risk would be heightened if such sales coincided with maturing commercial
mortgage-backed securities (CMBS), of which there is nearly £50 billion secured on UK
commercial property. Whereas bank lenders can choose to extend debt if borrowers are

unable to refinance at maturity, CMBS investors are much less likely to agree such a response.
For example, senior and equity tranche holders may have different incentives. CMBS maturities
are therefore more likely to trigger forced sales of properties than secured lending. Maturity
dates of outstanding EU CMBS are concentrated in 2012 and 2013.

Key messages to firms

* Firms should ensure they fully understand the composition of their CRE loan book and in particular
the strength of the underlying cash flows, both in terms of average lease length remaining and the
ability of tenants to continue to meet their obligations.

* Some firms have to date made sizeable provisions against loans to CRE companies. However, in
the current environment, it is particularly important that lenders and their auditors ensure that
provisioning practices continue to reflect realistic estimates of future cash flows.

* Firms should have in place workable exit strategies for all of their loans to CRE companies and
ensure that decisions to extend loans or exercise forbearance are consistent with those, and reflect
realistic assumptions about the extent to which loans may or may not be fully repaid.
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Recovery in US
property markets
is still fragile,
and credit losses
could remain at
high levels

Chart 39: Estimates of exposure of UK banks to US household and Chart 40: US property prices
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Chart 41: US banks’ commercial mortgage arrears and write-offs
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C.4 Credit risks on residential and commercial property lending in the United States

The financial crisis was triggered by the bursting of the bubble in the US housing market and
weak property markets continue to weigh on the US recovery. As shown earlier (Chart C10),
write-offs on residential mortgage lending have been higher in the US than in the UK. Some
UK banks have significant exposures to US residential and commercial property markets. For
example, the three UK banks with the largest overall exposures to the US have unguaranteed
exposures of around US$156 billion to the residential and commercial property markets
(Chart C39). Write-offs on US commercial and residential property appear to have peaked but
are likely to remain elevated for some time.

The US CRE market has not seen even the mild recovery in headline capital values for prime
properties that has been seen in the UK (Charts C30 and C40), but overall the US CRE market
is in a similar predicament to the UK market: many borrowers find themselves in negative
equity and/or breaching LTV covenants; a high concentration of refinancing is due in the next
few years; lenders are extending loans at less than commercial terms; new lending remains low;
and arrears remain elevated (Chart C41). There has been a modest rebound in transactions

in 2010 driven by foreign investor interest in prime property; but, as in the UK, recovery is
expected to be slow and write-offs are likely to rise, with the same risks applying.
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Chart C42: US residential mortgage arrears and write-offs Chart C43: US sales of existing and new homes
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Arrears on US residential property loans stabilised and write-offs fell during 2010. However,
there are reasons to think that they could easily increase again, or at least remain elevated.
Around 50% of modified loans are delinquent again within 12 months, and so they may boost
arrears over the coming quarters.

Efforts by US banks to avoid foreclosure and losses from distressed sales on their residential
loans have led to an increase in long-term arrears (Chart C42). Due to changes to state laws
around foreclosure processes, the average number of days a loan is delinquent increased from
196 in Jan 2009 to 344 days in January 2011. The average number of days loans are in the
foreclosure process increased from 319 to 523 days over the same period.!" That suggests that
losses may have been postponed rather than avoided altogether, unless a strengthening US
economic recovery and pickup in employment improve borrowers’ financial positions.

Credit performance in the mortgage market remains weak and the overhang of foreclosures is
placing downward pressure on the US economy (Chart C43). Many homeowners are currently
benefiting from low interest rates, mortgage modifications and forbearance leaving them at

a high risk of defaulting if lender appetite for forbearance shifts and interest rates rise. Tax
rises and expenditure cuts by cash-strapped state and municipal governments may also squeeze
homeowners in some regions.

One positive factor in lenders’ exposures to US property, however, has been holdings of
private-label RMBS, whose prices have risen markedly. At the height of the crisis, investors
had no appetite for non-agency RMBS, especially sub-prime, at any price. Consequently,
private-label RMBS were trading at yields that reflected a very significant illiquidity premium.
Since the crisis, yields on Treasury bonds and high-grade corporate bonds have fallen to low
levels in response to the stimulus from US monetary policy as investors have begun to chase
yield. In the process they have reassessed the risk priced into private-label MBS and spreads
have narrowed. With little new issuance, the existing pool is expected to shrink over time,
reinforcing demand for existing RMBS and further narrowing of spreads. In anticipation of
rising prices, some investment banks have built up holdings with associated risks of a price
correction (see Section B).

11 Source: LPS Applied Analytics
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Chart C44: Commercial mortgage-backed securities -
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Similar dynamics are at play in the CMBS market which has seen strong secondary market
activity (Chart C44). And, unlike in Europe, there appears to be a nascent new issue market
for CMBS in the US.

Key messages to firms

* Write-offs on US property, commercial and residential, look likely to remain elevated. In this
environment, banks should ensure that provisioning practices reflect realistic estimates of future
cash flows.
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Chart C45: UK-owned banks consolidated foreign exposures
to developed economies (share of total assets)
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Chart C47: Capital flows to selected emerging and other economies
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Chart C46: UK-owned banks consolidated foreign exposures to
selected emerging market and other economies (share of total assets)
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Source: Bank of England; FSA calculations
Note: Includes Brazil, Russia, India, China, Hong Kong, Singapore, South Korea, South
Africa, Mexico and Taiwan.

Chart C48: Residential property prices
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C.5 Credit risks in emerging markets

Whereas the developed world credit risks described so far have already crystallised, credit risks
in emerging markets are primarily a concern for the future. Many emerging market economies
have recovered strongly since 2008/9, easing near-term credit risks in these countries. This

has come even as a number of developed economies remain weighed down by slow growth,
private sector deleveraging and concerns about sovereign debt — as discussed in Section A.

The two-speed global recovery is expected to continue in 2011: the IMF’s World Economic
Outlook (January 2011 update) forecasts growth of 6.5% in emerging economies in 2011,
against 2.5% in the advanced economies.

The growth of emerging economies creates new business opportunities for UK banks. Some
already have established presences in these high-growth markets. Others are seeking to increase
their exposures. In aggregate, UK banks’ exposures to major emerging economies grew to

over 12% of total assets as of the third quarter of 2010, from around 6% five years earlier
(Charts C45 and C46). The shift to emerging markets has been broad based, with public
sector, bank and non-bank private sector exposures in these countries all growing as a share of
UK banks’ aggregate balance sheets. Banks have also expanded investment banking activities:
for example, in Hong Kong. Rapid growth in lending, however, can be associated with
increasing credit risk, especially against a background of strong aggregate credit growth and
rising property prices.
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...where hot
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Chart C49: Commercial real estate prices Chart €50: UK bank exposures to selected emerging and other
economies and real house price changes
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Major emerging economies experienced large capital inflows during 2009 and 2010, much of
which has come in the form of portfolio investment — purchases of debt and equity securities

— and bank lending rather than direct investment (Chart C47). These inflows may partly
represent a structural shift in asset allocation from advanced to emerging economies as these
asset markets grow relative to advanced markets. But they were also driven by a cyclical search
for yield, as speculative ‘hot money’ flowed out of the advanced economies — where interest
rates are currently being held at historical low levels — in pursuit of higher returns.

Strong capital inflows might have been contributing to overheating of some asset markets in
these economies. The rapid increase in residential and commercial property prices in emerging
economies (Charts C48 and C49) could be of particular concern for the UK banks active in
these mortgage markets. Real house prices rose by 18%, 19% and 11% year-on-year in Hong
Kong, Singapore and Beijing respectively as of the third quarter of 2010, although there are
some more recent signs of cooling (Chart C50).

In the first months of 2011, capital inflows into emerging economies slowed, reflecting
investor concerns over inflation and monetary tightening, negative sentiment from events in
the Middle East, and perhaps an asset allocation shift back towards advanced economies in
anticipation of stronger growth. It is too early to know the significance of these developments,
but if these booms were to reverse sharply — for example, through slowdowns in domestic
economic activity or because of a reversal of hot money inflows — some UK banks might face
losses, notwithstanding macro-prudential measures taken by local regulators, such as setting
LTV ceilings.

Key messages to firms

* Firms should prioritise prudent credit risk management over expansion in markets experiencing
rapid credit and asset price growth.

 Firms should stress test their books against the risks of significant falls in asset prices, reversals of
capital flows and rising interest rates in emerging economies.
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In response to the financial crisis, the Bank of England reduced the Bank Rate from 5% to
0.5% between October 2008 and March 2009. In addition the Bank of England Monetary
Policy Committee has implemented a programme of asset purchases (quantitative easing),
which aimed to help meet the inflation target by injecting money directly into the economy.
Low short-term interest rates have played a major role in stabilising the economy, but have
also been vital to financial stability, reducing debt servicing costs, underpinning asset prices,
and limiting credit losses.

But low interest rates themselves create new risks: and the return to more normal rates
generates others. This section looks at these risks considering in turn:

the varied impact of low interest rates on different borrowers and on the margins of
firms; and

the risks potentially created by a sustained period of low interest rates, which could
crystallise when interest rates return to more normal levels.

The overall impact of low interest rates has been to reduce debt service levels, with loan arrears
and resulting losses below the levels seen in the early-1990s recession. As Chart D1 shows,
household mortgage interest payments as a percentage of post-tax income have been reduced
by over a third.

The impact has, however, varied greatly by specific customer group, and somewhat by firm.
This is because the overall reductions in short-term interest rates have been accompanied by
a much-increased dispersion of specific interest rates applicable to different lending products
and funding sources. This dispersion is partly, but not wholly, driven by the steepness of the
yield curve.

On the asset side, different mortgage customers now face dramatically different mortgage
rates. Initial mortgage rates are now far more differentiated by LTV band than before

the crisis (Chart D2). And the rates paid by customers with different mortgage contract
types have diverged dramatically (Chart D3). Customers who secured Bank Rate ‘tracker’
contracts at margins of 1% above Bank Rate before the crisis are now paying total interest
rates of only 1.5%, while SVRs are typically above 3%, and, on average, outstanding fixed-
rate mortgages continue to be in excess of 5% (reflecting, in part, the steepness of the yield
curve). Whereas before the crisis, new variable-rate mortgage customers typically enjoyed
lower rates than existing customers, the pattern is now reversed (Chart D4).
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Chart D1: Household debt interest payments as share of Chart D2: Initial interest rates on mortgages, by loan-to-value band
post-tax income
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Chart D3: Average whole-book UK mortgages rates, by type Chart D4: Divergence between new and stock variable household
lending rates
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Rate (including discounted and capped products).

Rates for banks’ retail funding, meanwhile, are equally varied, but in general have fallen
much less than the Bank Rate, greatly decreasing the apparent profitability of retail
deposit gathering. Sight deposit rates have fallen significantly, but since the reduction is
limited by the lower bound to interest rates of zero percent, margins between variable-rate
sight deposits and variable-rate mortgages have narrowed (Chart D5). Competition for
medium-term retail deposits has been particularly intense, driving a shift towards longer
tenors (Chart D6) and lesser declines in rates paid for longer-term funds (Chart D7).
These medium-term rates remain, however, below typical rates charged on fixed-rate
mortgages at similar tenors.



Chart D5: Major UK banks' average interest earned and paid on
floating-rate mortgages and sight deposits
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Chart D6: New fixed rate retail time deposits by maturity
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Chart D8: Short-term interest rates
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On the wholesale funding side, meanwhile, three-month LIBOR, which diverged significantly
from the Bank Rate in the immediate post-crisis dislocation, has returned to a more normal,
close relationship (Chart D8). In this environment, using short-term wholesale funding to
support variable-rate mortgages or corporate lending may seem attractive, but the FSA’s

new liquidity policies deliberately seek to limit reliance on short-term wholesale funding,
which grew to dangerous levels in the pre-crisis period. The cost of medium-term wholesale
funds — which can be used either to support fixed-rate lending or swapped for variable-rate
funds — is for some banks still swollen by high credit spread costs (proxied on Chart D9 by
the five-year CDS). And access to such funds cannot be assumed, but depends on market
capacity and sentiment (both general and name-specific), which changes over time.
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Impact of low
rates on firms’
margins depends
on asset and
funding mixes,
and hedging
strategies

Chart D9: Estimated cost of medium-term wholesale funds Chart D10: Margin earned on mortgages contracted before and
after the financial crisis, as at 09/2010
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Chart D11: Gross advances in quarter/stock
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Note: ‘Advances’ and ‘stocks’ refer to all UK mortgages, including both regulated and
unregulated products. ‘Advances’ includes new loans and funds switched between
firms, but not existing loans maturing into a new deal with the same provider. ‘Range
of outcomes’ covers the largest UK banks and building societies with more than 75%
of UK mortgages.

In this environment, the impact of lower interest rates on both borrower and lender economics
is highly dependent on individual circumstances.

For borrowers, and in particular for residential mortgagees, the variety of experience is
dramatic. Some customers have enjoyed interest rate reductions of three-quarters from pre-
crisis levels: some have experienced little if any reduction. This variation in interest rate
experience in turn has implications for the likely pattern of arrears.

For firms, the impact of these changes on net interest margin depends crucially on their mix
of different asset and funding products and rates, on the extent to which interest rate risks
were hedged out when loans were originally put on the books, and on the balance between
back books and new lending volume.

One clear and general impact of lower interest rates is that the value to banks of ‘interest-
free financing’ — either from non-interest bearing current accounts or from shareholders’
funds — declines.
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Other impacts, however, vary hugely by specific contract term. Firms which made Bank
Rate ‘tracker’ mortgage loans at low margins before the crisis have suffered a severe
margin squeeze not suffered by those with greater pricing flexibility: for example, with
mortgages linked to an administered standard variable rate (SVR). The duration of the
profit squeeze will depend both on whether the margin is fixed for the lifetime of the
product or only for an initial period, on whether — in the case of products fixed for an
initial period only — the interest rate subsequently reverts to the SVR or a pre-determined
‘tracker’ spread over the Bank Rate, and on how long the Bank Rate stays at very

low levels.

And firm profitability can be significantly affected by the firm-specific balance between
back books written pre-crisis and mortgages or other loans sold over the past two years.
On average, contracts struck before the crisis will, if funded on a matched basis, be far less
profitable than more recent sales (Chart D10). Overall, the ratio of new lending advances
to the stock of lending has fallen, but with significant variation between firms (Chart D11).
Firms whose capital and funding position have enabled them to grow market share have
been more able to benefit from higher new lending margins.

Overall, as was shown in Section B.1, total net interest margins of the five major UK-owned
banks have not changed significantly. Beneath this aggregate picture, however, firms have had
to manage a complex and varied set of changes in specific lending and deposit margins and
some specific categories of firms, such as some building societies, have been more challenged
than others.
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Chart D12: Nominal yield slope, standardised by volatility
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Note: Nominal yield slope is estimated as the absolute difference between the 10- and
3-year gilt yields. Volatility is estimated as the 12-month, rolling standard deviation of
the nominal yield slope.

Chart D14: Sovereign bond yields, 10 year
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Chart D15: New mortgages, by type
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The steep yield
curve provides a
strong incentive

to borrow
short-term or at
floating rates...

The low level of the Bank Rate has contributed to historically high steepness in the sterling
yield curve, as interest rates are expected eventually to rise to a more normal level. Making
some adjustment for uncertainty around the path of interest rates, the current steepness of the
yield curve represents a strong incentive to borrow at short-term or floating interest rates — and
a disincentive to extend maturity of funding, as discussed in Section B. Short-term borrowing
and lending at a longer-term, fixed rate would establish a ‘carry’ position on the yield curve
(Chart D12). Historical experience during previous periods of monetary tightening, such as in
1994, shows that such positions involve significant risk. Market indicators of interest rate risk
—such as prices of swaptions — also suggest that risks are currently high (Chart D13). Despite
the steepness of the yield curve, long-term interest rates remain at low levels by historical
standards, although they have been rising since mid-2010 (Chart D14). There is a risk that
rising short-term rates will trigger a significant increase in long-term rates.



...potentially
exposing firms to
greater credit risk
if interest rates
rise more rapidly
than expected
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Chart D16: Regulated mortgage sales broken down by Chart D17: Debt-service ratios associated with new
loan-to-income bands variable-rate mortgages
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Firms are, to some degree, constrained in their ability to take large positions on the yield
curve by capital requirements for interest rate risk and by liquidity regulations (see Section B).
For example, current FSA regulations require banks to evaluate the effect on their banking
books of a sudden and unexpected change in interest rates of 200 basis points both upwards
and downwards. Firms should also be running a range of interest rate stress scenarios on their
trading books, including historical scenarios (e.g. 1994 bond market sell off), hypothetical
scenarios and point-of-weakness stress tests, designed to stress risk factors where a bank has a
significant exposure.

Even if they do not take on significant interest rate risk themselves, however, firms may face
higher credit risk if their customers have become more exposed to rising interest rates. In a
variety of ways different customer groups may have sought to gain benefit from very low
short-term variable rates, but at the expense of greater risk exposure:

Clients with trading operations, such as hedge funds and other financial institutions may
have taken carry positions deliberately;

Many companies have sought to reduce their immediate debt servicing costs by borrowing
short term or swapping long-dated funding to floating rates using interest rate swaps; and

UK households have clearly been switching towards variable rate products in the mortgage
market (Chart D15), as the steepness of the yield curve has translated into a wide margin
between fixed and variable rates.

In addition, low short-term interest rates increase the risk that customers seek, and firms
accept, unsustainable levels of total indebtedness:

Banks may be tempted by low interest rates to show excessive forbearance towards
distressed customers, given the reduced economic impact of interest income foregone.
That may store up future loan loss problems. Sections C2 and C3 discussed this risk in
UK household and commercial real estate lending.

Households may be tempted by low debt servicing costs to stretch their income leverage. In
the UK mortgage market, the percentage of new loans at more than 3.5 times income was
as high in 2010 as at the pre-crisis peak (Chart D16). For the time being, extremely low
mortgage interest rates have made high loan-to-income mortgages appear affordable. But
lenders need to be sure that such mortgages will remain manageable for borrowers when
interest rates normalise.
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Chart D18: Debt-service ratios of variable-rate mortgages issuedin  Chart D19: Relationship between debt-service ratios on mortgages
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Chart D20: Margin on tracker mortgages sold
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High levels of variable rate borrowing create vulnerability to interest rate increases. In the
mortgage market, for instance, the distribution of debt servicing ratios (DSRs) for variable rate
mortgages shifted towards safer lower levels in 2009 and 2010 compared with pre-crisis years
(Chart D17). But future increases in interest rates would significantly raise these debt burdens
(Chart D18). Given that arrears levels are correlated with DSRs (Chart D19), this suggests that
arrears might rise as variable rates increase. Borrowers who have taken out Bank Rate ‘tracker’
mortgages over the past two years at higher margins than before the crisis may be particularly
vulnerable (Chart D20).

Rising interest rates, however, will not feed through mechanically to equivalently higher
mortgage interest rates for all borrowers. As explained above, the reductions in the Bank

Rate did not affect borrowers and lenders uniformly and rising rates will have a similarly
differentiated effect. For new borrowers, competition may well lead to narrowing spreads on
new ‘tracker’ mortgages (and may also affect spreads on new fixed-rate deals) as the Bank Rate
rises and to the extent that banks are able to rebuild deposit margins. Spreads may not fall to
pre-crisis level but they seem likely to decline from the levels of over 200 basis points seen in
recent years (Chart D20).



Out-of-the money
swaps could be
another source of
credit risk
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For existing customers, SVRs, which fell less than the Bank Rate on the way down, may rise
less than the Bank Rate on the way up: the position of existing customers with higher-margin
Bank Rate trackers will therefore depend on whether these trackers revert to an SVR basis
after a period of time. Even if they do not, good credit quality customers may be able to avoid
paying high margins above the Bank Rate by remortgaging, and the scale of remortgaging
activity is likely to increase if spreads on new deals narrow. In aggregate, therefore, debt
servicing costs relative to income are likely to increase somewhat less than a mechanical
calculation of the impact of a rising Bank Rate might suggest.

The impact is, however, likely to vary considerably by customer segment. In particular less-
creditworthy borrowers may be unable to re-mortgage and benefit from possible narrower
spreads on new deals. The tighter credit conditions around high LTV loans in combination
with house price falls has meant that many borrowers have insufficient equity in their home

to enable them to re-mortgage or trade up — they are so-called ‘mortgage prisoners’. It is
possible therefore that some of the least creditworthy borrowers will be most exposed to rising
interest rates.

One source of credit risk that may decline as interest rates rise — but remains significant as
long as rates remain low — is counterparty exposure on uncollateralised interest rate swaps.
Falls in long-term swap rates over recent years have left firms with large credit risk exposures
to counterparties on existing swaps, on which they are receiving fixed rates. If one of these
counterparties were to default, the firm would face a loss when it replaced the existing swap
in the market at current lower rates. Financial firms typically provide collateral to mitigate this
counterparty credit risk or they trade through a central counterparty clearing house. But swaps
with non-financial corporate or sovereign customers are not normally collateralised, creating a
direct link between interest rate risk and credit risk.

Swap-related credit exposures to companies in the heavily-indebted commercial property sector
are a particular problem for some firms (see Section C). A number of firms also have sizeable
long-term swap exposures to certain sovereigns. In these cases, firms typically look to hedge
some or all of the counterparty credit exposure dynamically using credit default swaps or
other instruments (so-called ‘credit value adjustment’, or CVA, hedging), so that changes in
long-term interest rates can have a secondary impact on those credit market prices.

Key messages to firms

* In their stress testing of both banking and trading books, firms should prepare for a range
of interest rate scenarios, including historical scenarios (e.g. 1994 bond market sell off),
hypothetical scenarios and point-of-weakness stress tests, designed to stress risk factors where a
bank has a significant exposure.

* In their credit assessments, firms should assess the vulnerability of their customers to rising
interest rates.
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