Financial Scandals,
Swaps and Tailored Loans
Major financial scandals in the UK over the last thirty
years followed a pattern. Usually, they involved people in power, with limited knowledge of the financial
facts of life. They were assisted by officials who enforced a ‘cover-up’ of what was actually going on.
Often, whistleblowers that realised the danger were
victimised, removed from their jobs, and silenced
with legal gagging orders, which they accepted to
avoid personal financial penury. Eventually, the facts
emerged, legal action and redress schemes ensued,
and the press had a field day. Each such scandal appears to have done permanent damage to the industry involved.
Life assurance companies submitted us to pension
misselling (although banks joined in), and the Equitable Life debacle. Banks treated us to the first wave
of interest rate swap misselling (known as the “Hammersmith and Fulham” swaps affair), PPI misselling,
LIBOR rigging, the HBOS collapse and rescue, the
local HBOS Reading fraud, the second swap misselling spell, the Northern Rock collapse and bailout
in 2007, major collapse of the sector in 2008, (requiring a substantial public funded bailout), and
RBS’s continuing “GRG” (Global Restructuring
Group) controversy, accused of maltreatment and destruction of small and medium sized businesses.
The table in Appendix A illustrates some issues.
EXPERT WITNESS JOURNAL

Of all the above, the second wave of swap misselling
has unique features. Obviously, it is a repeat in some
ways of the 1988 scam, albeit with some new features.
Most of the victims, let alone the general public, do
not understand it. It affects other professions, notably
accountants and lawyers, adversely. The government
has a severe conflict of interest – to sell off its major
(now 71%) stake in RBS while enforcing honest future bank behaviour, and redressing past wrongs. It
has apparently prioritised the first well above the last
two, resulting in banks still promoting “hedging” on
their websites.
So swap misselling seems to continue. There is also a
“sister” affair, the “Tailored Business Loan” scandal,
involving Clydesdale and Yorkshire Banks, and being
the subject of at least one highly publicised group action. I cover this later.
The genesis of the swap misselling process is that victims are persuaded to exchange cash flow risk for
capital risk. Cash flow hedging involves avoiding
higher outgo due to increases in short term rates, primarily bank base rate. This is a genuine risk, although, as we will see, not necessarily a major one.
However, the capital risk then imposed is far more
insidious for the reason that, while most businesses
can take steps to ameliorate the damage caused by
cash flow strain - by cutting on-going costs to reducWINTER 2018

ing expense outgo. This can be done by, say, cutting
overtime, a ban on recruitment and restricting staff
replacement, slowing refurbishment, deferring new
projects, mothballing nonessential ones, and ultimately imposing redundancies and selling any non
core businesses – addressing what has become “overtrading”. None of this is pleasant, but is essential during a recession. However, there is little a business can
do when capital risks manifest themselves. The effect
is similar to having negative equity in ones
house/mortgage package. However, while residential
homeowners have regulatory protection against this
risk, (as long as they continue their regular payments), no such protection applies to corporate loans.
If the borrower’s capital position driven by the swap
deteriorates to a sufficient degree (as it did when Base
Rate collapsed in 2008/2009), the reality is that the
firm loses a lot of its capital value, and is exposed to
enforced depredations from the bank’s “Recovery
Units” (originally set up for that purpose, but since
the crash clearly used to recapitalise otherwise insolvent banks). The usual remedy, refinancing with another bank, is difficult in a recession, and the swap
puts the cherry on the cake, not only due to the negative swap value, but the need for the bank to allow
for future worsening. Accordingly, banks wrote off
many of the companies over which they now had control, and just used their assets to bolster their own reserves, under substantial pressure from new
government agencies such as the Asset Protection
Agency and UKFI, set up to “arms length” the antisocial behaviour from the senior civil servants and
politicians who drove it. Borrowers were designated
as“toxic debt”, and then thrown to the wolves.
SME businesses can now be divided into three
groups.
a) Those destroyed or permanently damaged by the
above behaviour
b) These which survived the process, capable of
strong future growth
c) Those who observed the above, but escaped ‘bank
punishment’
Of these, a) a few have managed to successfully sue
the bank involved, most recently Stuart Wall’s “Opal
Investments” is an example- as usual, the settlement
was kept secret, but as the claim was estimated to be
between £50m- £600m, a result in the hundreds of
millions is not unlikely. As RBS is 71% publically
owned, the public is effectively being kept in the dark
about spending its own money for nefarious purposes
(covering up a bank’s own past wrongdoing), apparently to facilitate the sale of that very bank to a different sector of the public. You couldn’t make it up! A
smaller company, Property Alliance Group, has just
announced it is appealing a prior loss.
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Of b), those companies now behave very differently
from their trusting past. As an example of one with
which I have worked, who had a relationship with
Barclays of some twenty years, fought their egregious
swap misselling successfully. They now use five banks,
not one. There is minimal trust, however, and when
HSBC tried to woo them, but insisting on an exclusivity agreement, they never even got through the
door.
Of c), the image of a bank lending your business
money, and then using any excuse to gouge you and
ultimately break you up is very strong. Borrowers
now stay away, and collapsed demand has led to a
dead ½% economy. It will take more than adverts
with black horses and rugby sponsorship to change
that.
The cessation of corporate borrowing in any meaningful way has stymied economic growth for seven
years. Widespread dissatisfaction in economic
progress has prompted, among other things, to two
protest votes - Brexit and the 2017 attack on David
Cameron’s replacement. It’s the economy, stupid.

So how on earth has this all happened?
The process was driven by two widespread misconceptions - that the word “hedging” is being used with
its commonly accepted meaning – and that there is
only one type of “interest rate risk”. Read any set of
accounts today – even those audited by one of the “big
four” – and you will see promotion of those misconceptions.
Let’s take these one at a time:
Hedging
While the man in the street would almost certainly
see this term (and the associated sales aid terms, Insurance and Protection)as moving away from risk,
sloppy usage has led it to be used for derivatives at
large. However, the derivative product corresponding most closely to this term is an interest rate cap.
This provides the relevant benefits with no downsides, and has no capital risk. Accordingly, a single or
regular premium is usually charged if you want to
buy one of these.
In contrast, a swap (the product most commonly sold
– or mis-sold) contains both a cap and a floor. A floor
is pure financial detriment – containing both cash
flow risk, and capital risk (the latter being due to the
way the swap market works, where everything is considered in capital terms – and therefore becomes
acute). Prudence (and regulators) insists that if a
smaller entity is exposed to this risk, additional reserves be held in case the capital position gets worse.
However, this was never explained to borrowers. By
withholding this information (conventionally disclosed via a Credit Support Annex, a document endorsed by the ISDA, the regulatory body for swaps –
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see Appendix B), the bank turned the borrower into
an amateur derivatives speculator. The speculation
could easily render the business severely weakened
or even insolvent. However, the borrower is kept ignorant of this. One might wonder why a sane bank
would want to make loan to amateur derivative speculator. However, making the loan was the only way to
sell the swap (at a profit!).
Once this is understood, it begs the question of what
the bank’s business model really is. Is it to add value
to clients, or sucker them in with the ultimate aim of
their likely impoverishment or destruction? If Harold
Shipman had been a banker, would he have been a
role model for bankers?
While this may have been approved practice when
Fred Goodwin ruled the roost, one might hope that
things have changed since. Before we look at bank
behaviour again, we will look at the second misleading term.
Interest Rate Risk
For anyone experienced in actuarial or technical
banking, the term “interest rates” at any point in time
refers, not just to the current short term rate, but a
whole series of rates extending into the future. This
can be visualised as a single graph for each day, with
a curve which can move from day to day.

This may be difficult to grasp, but the essence is that
if you contract into a swap, you are exposed to the
risk that this curve moves against you. The message
is simple – if that curve falls, you lose money. Ultimately, your finances can be so weakened that the
whole banking word sees you as insolvent. If you do
not understand what I have just said, or do not fancy
being exposed to that risk, do not buy a swap, or indeed any derivative with downside (a collar or structured collar are the other ones).
Indiscriminate use of the word “hedging” is an easy
trap to fall into. Take, for example, in the Court of
Appeal hearing – CGL Group, Mr and Mrs Bartles,
and WW Property Investments, against the combined
might of RBS/NatWest, and Barclays Banks, handed
down on 24 July 2017. We see the word “hedging”
appear in the first sentence – and its usage is never
really critically examined. This judgment was handed
just 1 month before RBS settled with Opal. I suspect
Opal had an experts report that described the true
nature of the derivatives sold a little more fully – otherwise why should RBS waste public money on an action they would expect to win?
Accountants have hidden the risks with the following
assumptions – banks are always honest and their
banks are both solvent and obey the spirit of regulation, or at least its letter. The buying behaviour of accountants can always be described as “hedging” (cash
flow hedges or capital hedges) - even if these practices
EXPERT WITNESS JOURNAL

expose their clients or employers to substantial undisclosed risk.
Published accounts are bedevilled with a third misusage of language – that “The company is “managing” its interest rate risk with derivatives.” If it does
not even understand how to measure fixed rate risk
– the risk it is assuming in exchange for perceived
cash flow risk – how can this be called “managing”, in
any accepted sense of the word?
The other problem is that, in economic terms, fixed
interest rates are not ‘hedging’, and, since 1997 (and
probably before), the company is speculating that national economic conditions will improve. Currently,
selecting or staying in fixed rates is a gamble on Brexit
being successful – if not, the forward curve will fall,
and floating interest rates will suddenly seem like a
good idea.
Carillion is the most recent victim of misassessing “
Interest Rate Risk” – following the demise of Mouchel
and Connaught Plc – and….. Enron! Accountants
who ignore the rest of the company – not paying your
bills – it’s all there!

Fixed Rate Loans
These have recently been marketed as “Tailored
Business Loans” – most of which are fixed rate loans
with market linked break costs (although there have
been some more exotic variants). This type of product has been around since arguably 1694, used when
William III borrowed £1.2 million to wage war on
France – those government loans are now called
“gilts”. They have been described in actuarial literature since at least the beginning of the last century,
and the break costs are both well known, and well researched. On the face of it, a borrower chooses at the
outset between fixed and floating rate loans. If rates
rise, he is deemed to have made a wise choice, and
resists any bank pressure to switch to a floating rate.
Why should he then escape, penalty free, if rates fall?
The clear answer appears to be that “interest rate
risk” means different things to different people. The
bank knew that, by locking you into a fixed rate, it
was offering you a riskier product, as banks can take
more up-front profit from selling fixed rate loans (if
they do not reserve properly). However, every other
bank sees this, and marks you down as a riskier
prospect. If they take on your lending, they see a borrower exposed to the forward curve. They’d rather
take on a floating rate borrower.
Also, as we have seen above, accountants (or at least
their reporting rules) prefer fixed rate loans, as they
can ignore capital risk in excess of the loan amount in
the balance sheet. So your accountants may, in their
ignorance, be suckered into riskier products.
WINTER 2018

This is helped from two directions – FRC “advice”
and accounting definitions in accounting standard
FRS102.
Regarding the first, as part of risk disclosure, the FRC
recommends that company directors should state in
the accounts what proportion of their loans should be
fixed rate, and what balancing proportion floating
rate. I have aske a number of directors why they
favour, for example, 70% of borrowing to be at fixed
rates, but have not received any specific answers apart
from:
a) They have acted on advice from their finance department, who have much experience and knowledge in this area.
b) They looked at similar firms and copied them
c) They do not really understand it.
If a firm states in its accounts it requires 70% of its
borrowing to be fixed rate, it’s a bit difficult to say afterwards in court that you were mis-sold to by a bank!
FRS102 allows – no, actually requires - a company to
report fixed rate loans in the balance sheet as original
capital less capital repaid – ie, the “book” value of the
loan. This depends on the loan being “basic” – ie, no
frills on the rate, such as extra penalty interest, etc).
Accordingly, a fixed rate is always “safer” to accountants, as the accounts look neater with the same (or
predictable) numbers in the P&L every year, and a
simple deduction for capital repaid in the balance
sheet.

Simple enough? What could possibly go wrong?
The only problem is that banks don’t see it like that.

Banks will all see you as holding a floating rate loan,
plus a fixed to floating derivative in your books, because that’s how they have to account for it. Accordingly, if the forward curve falls, you have lost money.
If you have lost enough money, you are in financial
trouble – or possibly bankrupt. That is the nature of
“the embedded swap”.
However, the difference between fixed rate loans and
“swap plus loan”arrangement is only legal. For the
former, a bank can’t just tell you ‘your loan has just
broken its own covenant (although, in any bank’s
eyes, that’s exactly what has happened).
In practice, there is no difference in negative bank
behaviour, if deemed necessary. In both cases, TBL,
the bank carries out a process I describe as “covenant
squatting” – close monitoring of any possible
covenant breach, and if necessary attempts to create
one with tactics such as engineered lowball property
valuations – only the second breaks the law. For interest rate swaps, the damage the swap causes is
NEVER blamed for the situation – the bank always
finds something else to attack.
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This situation is clearly depreciable, and has killed demand for UK corporate finance. No government who
hopes to thrive, let alone survive, can let such conditions continue for too long. However, we are nearly at
the ninth anniversary of rock bottom interest rates.
For either swap or TBL misselling, to establish a cause
of action requires close examination of the sales
process. Unfortunately for victims, this was often
done in a way that shows the lender’s full expectation
of subsequent objections. Swaps were hard sold with
documentations denying that “advice” was given –
even though the untrammelled word “hedging” merits much further examination. For TBL’s, there is usually little or no documentation, as there was no
product to sell.
By incentivising TBLs with commission payments (or
implying that job security depended on their sale),
those banks clearly did not reserve for the extra risk
they had pumped into their borrowers’ balance
sheets. An actuarial approach would be to reserve for
the extra risk – however, in that case, there would
have been no extra day 1 profits!
Accordingly, any possible legal action comes down to
what was - or was not – represented or misrepresented at the point of sale. Successful TBL actions
have been rare – the John Glare loss has since been
supplemented by the Philip and Helen Thomas win
over Triodos Bank.
The Glare case did put into the public domain the
technical issues shown above, demonstrating clearly
that Clydesdale, in collaboration with NAB, set the
loan rate idiosyncratically, in conjunction with the
swap market. (This contrasts with evidence given by
Clydesdale Bank to the Treasury Select Committee
on17 June 2014, when the motive for such sales was
described as “simplicity for the borrower”, rather
than citing extra profits generated by up-risking
clients without needing a swap salesman. “There is
not an embedded swap in any of these products” is in
contrast to the bank’s own published Report and Accounts.
The TBL controversy continues. Firms such as RGL
Management exhorts potential clients to “Sue Clydesdale” for TBL sales – at the same time, the Times describes “Couples committing to their future with a ten
year fix” – a young couple taking out their first mortgage – a similar contract, although Bonnie and
Matthew face draconian break costs from Barclays if
they change their minds – close to half the mortgage,
apparently!
The most interesting areas to focus are that of housing associations. These are organisations run on philanthropic principles (although operating as
businesses) to provide social housing. They receive
substantial government finance on this account. A
WINTER 2018

study of their financing reveals an emerging difference into two camps – “Fixed Rate Fans” and “Floating Rate Fans”. Peabody Estates appear in the former,
stating in their accounts that:
“The Group is risk averse in respect of interest rate
management with 81% (2016: 82%) of the portfolio
currently held at fixed rates. This means we are well
insulated against increases in variable interest rates
should they occur.” Their Finance Director states:
“Long-term gilts are very low so it’s a great time to fill
your boots and get going”.
London and Quadrant’s March 2017 Accounts, on
the other hand, state:
”At 31 March 2017, 42% of the Group’s drawn debt
(inclusive of £80m of fixed paying hedges) was fixed
(2016: 84%).“
This change cost London and Quadrant about £1/2
billion. They further state:
“Although the refinancing came at a one-off cost to
the Group, future benefits will be achieved in the

form of a lower weighted cost of borrowings whilst a
higher proportion of variable debt provides the
Group with the flexibility to manage interest rate risk
in support of the Group’s corporate objectives.”
‘
It is interesting to note that both sets of accounts are
described as “True and Fair”, not only the same Big
Four firm, but the same audit partner.
Hyde Housing Association appear to be following
L&Q. Who will be in each camp in a year’s time?
Financing risks can no longer be regarded as the
province of the finance department – all directors are
deemed responsible for corporate risk. The main
problem is that finance issues can be complex, and
require time to be spent that busy Directors and Senior Managers can little spare from their main duties.
I have developed a program called “Taming the
Snake”, explaining the risks and trade-offs from various forms of finance, centring around a 30 minute
presentation.

Appendix A – Scandals, Notable Facts, and Consequences
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Solutions for Company Directors –
Taming the Snake
1, Understand the key qualities of fixed and floating
rate finance.

Windsor Actuarial Consultants is an
independent firm of actuarial consultants
with considerable expertise in derivatives
and pensions. Our excellent actuarial and
consultancy is complemented by our cutting-edge software and technical support.

2, Manage your Treasury Department – Any positions
taken (speculation) needs to be understood and
approved at senior level.

We are an owner-managed business.
Our consultants are both major stakeholders
in the firm and qualified actuaries. They can
provide the advice our clients need and
they also have a vested interest in ensuring
that they get the best service possible.

3, Monitor any CAPITAL interest rate risk closely –
at least monthly. Such risks may destroy your
business.

The level of personal commitment from us
could not be higher.

4, Treat any products with risks you don’t totally
understand with extreme caution, and trust own
instincts against the persuasions of insistent salesmen.

5, If borrowing comes at the price of forced
uncertainty, refrain if at all possible.

Appendix B – The Credit Support Annex
A Credit Support Annex, or CSA, is a legal document
which regulates credit support (collateral) for derivative transactions. It is a standardised legal document,
but is not mandatory.
Essentially, a CSA defines the terms or rules under
which collateral is posted or transferred between
swap counterparties to mitigate the credit risk arising
from "in the money" derivative positions. In other
words, if the weaker party’s debt increases to a certain level, it must pay (usually) cash to the stronger
party, as the stronger party fears the increased pressure on the weaker will induce it to default.

Our clients include interest rate swap victims of all sizes, trustees and sponsors of
pension schemes, financial advisers, solicitors and individuals.

Suite 46, Albert Buildings
49 Queen Victoria Street
London
EC4 4SA
Work undertaken worldwide
Tel: 020 7653 1908
DX 98948 CHEAPSIDE 2
Fax: 0207 681 2778
mail@windsorac.com
www.windsorac.com

Peter Crowley, established Windsor
Actuarial Consultants in 2005, combines a
wide experience of financial products and
pensions with a speciality for explaining the
concepts in plain English.
Peter also advises solicitors and other
professionals on the individual aspects of
pensions in divorce, compensation on the
loss of pension rights, pensions mis-selling
and reversions. He has produced a
substantial number of reports on this
subject,involving cases of varying
complexity, and including overseas
pensions

The SME swap misselling racket did not involve
CSAs. In that way, borrowers were kept oblivious to
the risks they were exposed to. The infamous RBS’s
GRG unit, Lloyds BSU unit, and others, were used
to retrospectively extract liquidity from swap victims,
and thus covertly serve the purpose of the CSA
“through the back door”.
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