
A new credit cycle
The half-yearly results of the major

clearing banks remain one of the main

indicators of the performance of the

UK financial sector. The most recent

figures suggest that the banks are 

in good shape. They are strongly 

capitalised and, on that basis, well

placed to expand their lending. But it

is just at this point in the cycle that an

over-expansion of lending can create

problems for the future.

There are two distinct elements

in the banking cycle. On the one

hand, banks’ fortunes are connected

to the wider economy. When the

economy is buoyant, there is strong

demand for loans and borrowers are

less likely to default. Conversely, in a

recession, demand for credit is weak-

er and the value of a loan book is

likely to be reduced by an increasing

proportion of bad debts.

Banks can exacerbate this under-

lying cyclical pattern through their

lending and pricing decisions. It has

often been the case that, in periods 

of economic growth, banks have 

concentrated on expansion of the 

balance sheet. With a combination of

optimism about the economic future

and competitive pressure to maintain

market share, rigorous credit assess-

ment often takes second place. This

leads to imprudent loans being

booked during the upturn, so that

subsequent problems are more severe

than they need be.

The latest set of clearing bank

results suggests that just such a criti-

cal stage in the banking cycle has

been reached. The economic upturn

in the United Kingdom has been

under way for some time. On top of

that, bad debt provisions, in many

cases against loans made before the

previous downturn, have progres-

sively declined so that we are now

probably at the bottom of the provi-

sioning cycle.

The challenge for senior man-

agement is clear. Their institutions

have the means and the business case

to expand their lending. But new

business is worth booking only if it 

is good business. When expansion is

the priority and the economic climate

is favourable, the warnings of the

credit assessment function will often

appear unduly obstructive. 

In the United States, for exam-

ple, where the banking cycle is some-

what further advanced, bad debt

write-offs on loans to individuals

have already begun to rise despite a
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In different ways, two features of recent financial sector developments
provide an opportunity for reflection on the role of senior management
in maintaining wider financial stability. The banking cycle has reached a
critical point for key strategic decisions about credit risk and its pricing.
And recent irregularities in two fund management firms have underlined
the importance of effective management controls and a culture of com-
pliance. Below, we discuss these two issues and the way in which current
regulatory thinking is developing in relation to management account-
ability. We also look at recent developments in UK payments systems,
where progress is being made in reducing systemic risk.

FINANCIAL SECTOR ISSUES
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continuing recovery. It is up to senior

management to ensure that credit

officers are not ignored in the rush

for new business.

‘Riskless’ business?
The UK group Robert Fleming was

fined recently and ordered to pay

compensation for the actions of a

fund manager working for Jardine

Fleming Investment Management, a

Hong Kong associate. A few days

later, trading was suspended in three

collective investment schemes man-

aged by Morgan Grenfell Asset

Management. These two events are

important for those with responsibili-

ty for the protection of investors,

depositors and markets; they also

raise a number of more general issues

which are relevant to the whole

financial sector.

First, the cases again illustrate

the need for directors of firms to

ensure that their compliance and

internal monitoring systems are set

up to a sufficiently robust standard

and operate properly. Individual

employees of financial firms are

often given considerable discretion to

act on behalf of their firms, and to

deal in sums of money which, if lost,

could be material to the firm and to

its depositors or investors. 

Regulators have a role in moni-

toring firms to ensure that controls

are adequate. But this does not

remove the responsibility of the

senior management of financial firms

to ensure that failures of systems and

controls do not occur. The trustees or

other parties charged with looking

after collective investment schemes

must also satisfy themselves about

the systems of the fund management

firm.

Second, these cases underline

the extent to which functional and

national boundaries are being eroded

in the financial industry. The Jardine

Fleming case involved the Hong

Kong associate of a UK financial

group, while the Morgan Grenfell

case involved the fund management

subsidiary of a UK group (owned by

a German bank) which had invested

on markets regulated by the

Securities and Exchange Commis-

sion in the United States. 

In such cases, effective regu-

lation requires there to be clear divi-

sion of responsibilities between regu-

lators and well established arrange-

ments for sharing information across

jurisdictions. This is discussed in

greater detail in the article on

‘International Regulatory Co-opera-

tion’ on pages 44-50.

Third, these problems grew up 

in an area of financial activity which

is regarded as less risky than con-

ventional banking or securities busi-

ness. As fund management does not

usually involve a firm in taking pro-

prietary positions, regulatory capital

requirements are typically small for

this kind of business. However, this

does not mean that these kinds of

businesses are free of operational or

legal risks. 

The large value of funds under

management may mean that, in cases

of fraud or negligence, there is a risk

of losses on a scale much larger than

the financial resources of the fund

manager itself.

Individual

employees … deal

in sums of money

which, if lost,

could be material

to the firm and its

depositors or

investors
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Last, the two cases show that

when firms are members of larger

groups, the market standing and good

name of an entire financial group can

be put at risk by the activities of one

part. In the case of Morgan Grenfell,

Deutsche Bank decided that the

potential loss of reputation was sig-

nificant enough to make it worth-

while to commit to cover investors’

losses.

This ‘reputational risk’, which

can arise in respect of agency activi-

ties as well as an institution’s propri-

etary business, can lead to substantial

calls on capital.

Individual accountability
The Securities and Futures Authority

recently issued a consultative docu-

ment which proposes that the senior

executive officers of financial insti-

tutions should be required to ensure

that all employees act to avoid seri-

ous damage to the firm. Penalties

could be imposed on senior manage-

ment for general control inadequa-

cies  rather than specific failures of

day-to-day management.

This proposal can be seen as part

of a wider discussion on the personal

accountability of the senior manage-

ment of financial institutions. The

Bank of England, for example,

recently wrote to all banks to require

that their key supervisory returns be

signed by a director. It is a general

feature of financial regulation that

the directors — and, more widely,

‘controllers’ and senior managers —

of an authorised institution should be

‘fit and proper’ for the particular

position they hold. 

Under the Financial Services

Act, this is reflected in a direct autho-

risation of individuals; under the

Banking Act the requirement is indi-

rect, but the authorisation of a bank

may be withheld if one or more of its

directors or senior staff is judged to

be unsuitable. None of these arrange-

ments imposes direct and specific

accountability on staff; such direct

accountability is, however, already a

feature of the regimes in New

Zealand and Canada.

Objections have been made to

the principle of increasing the poten-

tial sanctions on the senior manage-

ment of companies. Since modern

firms tend to be complicated, it is not

always realistic to expect a director

to be aware of everything that is

going on. If the regulatory approach

were to move too far in the direction

of punishing senior management for

the consequences of actions of their

employees, it could become more

difficult to persuade able people to

become directors.

However, there are good reasons

why individual responsibility is par-

ticularly important in the financial

sector. The balance sheets of finan-

cial institutions can change rapidly

and it is, therefore, difficult to keep

investors and creditors up to date.

The scope for unscrupulous or negli-

gent managers to take advantage of

their creditors and investors tends to

be greater. 

Increasing the accountability of

directors gives them a greater incen-

tive to prevent malpractice in their

firms and strengthens market disci-

pline. In modern institutions, it is

… individual

responsibil ity is

particularly

important in the

financial sector
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often only the management of a firm

that will be able to spot breaches, so

their role is central to maintaining the

soundness of institutions.

The trade-off between giving the

proper incentives to company direc-

tors and not placing on them an

unreasonable liability which few will

accept is well known. Although there

are currently no plans beyond the

current SFA consultation document

to alter the terms of that trade-off, it

is a question in which regulators have

good reason to be interested.

Payments and settlements 
The United Kingdom implemented 

a new real-time gross settlement

(RTGS) system in April. This pro-

vided an immediate benefit in re-

ducing risk in the high-value inter-

bank funds transfer mechanism; it

also provides a building block for

further improvements in the United

Kingdom’s payment and settlement

systems.

The immediate benefit of RTGS

was in removing the credit risk that 

a settlement bank incurred on other

banks in the system. Previously, set-

tlement banks would send each other

payment messages through CHAPS

(the Clearing House Automated Pay-

ment System) but the obligations

would be settled only at the close of

business. If a settlement bank failed

during the course of a day, the recip-

ient could not rely on the funds being

paid. 

The debit positions run by some

banks during the working day were

very large and so the exposures were

a significant concern.

In the new system, payments are

settled on a transaction by transaction

basis in real-time across accounts at

the Bank of England. Funds are,

therefore, final on receipt and settle-

ment banks are not exposed to the

risk of the failure of their counterpar-

ties in the settlement system. Similar

systems have been, or are being,

developed in all European Union

countries. It is planned to link these

systems together to create a trans-

European real-time gross settlement

system for euros (TARGET). This

should bring these benefits to those

high-value cross-border transactions

in euros which are put through the

system.

The benefits of the RTGS sys-

tem can also be extended by linking

it to the securities transfer systems.

This will enable the real-time move-

ment of title to securities to be syn-

chronised with the real-time move-

ment of final funds. This is known as

‘delivery versus payment’. That this

should be the next step was the main

conclusion of an internal group

established by the Bank to review the

strategic requirements for payment

and settlement arrangements in con-

sultation with representatives of UK

financial markets. 

The Bank has now established a

small group with the Association of

Payment and Clearing Services and

other market representatives to agree

on the broad design of delivery ver-

sus payment systems and to prepare

for the more detailed design work.

The largest settlement risk, in

terms of the sums involved, is in 

foreign exchange. A report by the 

G-10 group of central banks in

March set out a three-part strategy to

reduce these risks. 

Progress can be made by indi-

vidual banks tightening their proce-

dures for monitoring and controlling

the extent of their exposures to indi-

vidual counterparties. But RTGS sys-

tems are an important component of

the overall strategy for reducing risk.

They ensure that payments are made

both in real-time and with finality,

which makes it easier to assess when

an exposure has been extinguished. 

This is an important feature both

for individual institutions and for

collective settlement arrangements.

Indeed, netting schemes, as well as

mechanisms such as the continuous

linked settlement scheme proposed

by a group of banks called the Group

of 20, operate to tight deadlines and

need finality of payment at precise

times of the day. In due course, it

may also be possible to link RTGS

systems in different countries and

currencies to provide a direct form of

‘payment versus payment’ allowing

for the safe exchange of value in the

foreign exchange market. ■

‘Prudence’




