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In his 1970 Institute of Economic Affairs pamphlet on The Counter-Revolution in Monetary  
Theory Milton Friedman, who was to be awarded the Nobel prize for economics six years 
later, wrote, 

“Inflation is always and everywhere a monetary phenomenon in the 
sense that it is and can be produced only by a more rapid increase in 
the quantity of money than in output. … A steady rate of monetary 
growth at a moderate level can provide a framework under which  
a country can have little inflation and much growth. It will not  
produce perfect stability; it will not produce heaven on earth; but it 
can make an important contribution to a stable economic society.”
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How have changes in regulation affected UK bank credit 
since the Great Financial Crisis?

Tim Congdon

The Great Financial Crisis of 2007 and 2008, and the Great Recession associated with it, 
were together a watershed in international banking regulation. In the six decades from the end 
of the Second World War to 2007 a long-run tendency across the leading Western nations was 
for government-imposed controls on the financial system to be eased or reduced, as part of a 
wider process of economic liberalization. The main supranational organizations – notably the 
International Monetary Fund set up with support from the USA, the UK and other countries 
at the 1944 Bretton Wood conference – favoured this development. The relaxation of domestic 
restrictions on banks’ asset expansion was seen as a desirable associate of the winding-down or 
abolition of foreign exchange controls. 

But from late 2008 the pattern was reversed. Following top-level international meetings 
in October and November 2008, new controls were imposed on banks and other financial 
institutions. Particularly important in the setting of tighter standards was a summit meeting for 
heads of state held in Washington on 14 and 15 November, under the aegis of the G20 group of 
nations. It gave the detailed technical work for the regulatory initiatives to both the IMF and the 
Basel-based Bank for International Settlements. A new phrase, “macro-prudential regulation”, 
was adopted to denote the upheaval that was soon to be under way.¹  The G20 summit had been 
anticipated by a G7 meeting of finance ministers and central bank governors, also in Washington, 
on 10 and 11 October. It was here that the main forthcoming changes in regulatory arrangements 
were adumbrated and discussed. 

According to Ben Bernanke, then the chairman of the US Federal Reserve, most such meetings 
are “a terrible bore because much of the work is done in advance by the staff”. But on this 
occasion, the people present “tore up the agenda” and agreed “a statement of principles written 
from scratch, based on some Fed proposals”.²  One of the crucial new principles concerned 
banks’ capital adequacy. In future privately-owned commercial banks must have such a large 
cushion of loss-absorbing capital that the government would not be potentially liable for losses 
they might incur in risky lending. Research work at the IMF and the BIS in late 2008 and 2009 
agreed that banks’ minimum capital/asset ratios must be increased. Whereas the Basel II regime 
in force before the crisis allowed banks to operate with a ratio of equity capital to risk assets as 
low as 4 per cent, the more demanding Basel III standard was that the minimum ratio should be 
7 per cent. In more detail, the minimum consisted of a slightly raised basic figure of 4½ per cent 
and a 2½ per cent “capital conservation buffer”, while on top of this central banks and regulators 
might impose a “counter-cyclical buffer” of between 0 and 2½ per cent.³  Roughly speaking, the 
requirement for equity capital per unit of risk assets held by banks was increased by about two-
thirds.  

From late 2008 until the time of writing (September 2021) commercial banks in BIS member 
states have been under pressure to raise their capital/asset ratios, as well as to conduct their 
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businesses with more conservative approaches towards the funding and selection of assets. 
The purpose of this paper is to assess the effects in the UK of the new regulations on banks’ 
assets, particularly on their lending to the private sector. Only cursory remarks are offered on 
developments to banks’ assets in other BIS-member countries, although many similarities are to 
be found between them and the UK. 

The first two sections give an overview of the subject. The first covers UK experience in the 
post-war decades before the period of acute crisis, from mid-2007 to early 2009, in order to set 
the context in which the regulatory shake-up occurred. The second looks at how the totals of 
banks’ assets have altered in the first decade since the shake-up, notably the split between banks’ 
acquisition of claims on the state and the private sector. The third section is more specific and 
detailed; it shows how the new regulations have affected the destination by sector (households, 
companies and so on) of banks’ lending to the private sector. Key messages are that since 2008 
total bank lending to the private sector has fallen significantly relative to national output, and 
that, within the total, safe lending (for residential mortgages, mostly) has been more resilient 
that high-risk lending, notably to small- and medium-sized enterprises (or SMEs). In fact, 
bank lending to SMEs has collapsed in the last dozen or so years. Has this marked decline been 
desirable in wider social cost-benefit terms? If it cannot be justified in such terms, the issue for 
public policy is whether post-2008 financial re-regulation has gone too far. 

                                                                                                    

I. UK banks’ changing balance-sheet structures, from 1945 
 to the Great Recession  

At the end of the Second World War UK banks’ assets were dominated, to the extent of over 
85 per cent, by claims on the British government. By contrast, in the decade before the GFC such 
claims were a tiny fraction, usually less than 2 per cent, of UK banks’ assets. This remarkable 
transformation had a major bearing on the public-policy response to the GFC, and needs to be 
explained and interpreted. 

In the Second World War the government took steps to maximise the proportion of the 
nation’s resources committed to the military effort. New bank loans to the private sector were 
stopped completely, with the government becoming the only borrower of additional funds from 
the banking system. It issued so-called “Treasury Deposit Receipts” to the banks, in exchange 
for balances which were then spent for military purposes. Throughout the twentieth century 
the London clearing banks accounted for the preponderance of sterling-denominated banking 
activity in the UK. In 1945 their holdings of TDRs averaged £1,811m. and amounted to almost 37 
per cent of assets. The sum of customer advances and acceptances – which represented nearly 
all claims on the private sector – came to only £872m. and was less than a sixth of assets. Using 
Feinstein’s estimate of gross domestic product at market prices of £9,831m. in 1945, bank lending 
to the private sector was under 10 per cent of GDP.⁴

Keynes’ enthusiasm for “cheap money” in the 1930s had a pervasive impact on policy 
thinking for many years after 1945, and was one reason that Bank rate was kept at 2 per cent 
until 1951 and stayed under 5 per for most of the 1950s. With such low interest rates, the non-
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bank private sector was eager to take out new bank loans and had a strong latent demand for 
credit. Whenever wartime restrictions were removed, banks were able to expand rapidly their 
credit to the private sector. The consequent money creation tended to boost asset prices and 
domestic demand growth, and hence to cause loss of foreign exchange reserves and exchange 
rate weakness. Successive so-called “sterling crises” then prompted the re-imposition of controls 
on new lending.⁵  

The Bank of England was caught in a dilemma. On the one hand, it wished to liberalize 
financial markets and to help UK banks in their competition with foreign counterparts.⁶  On 
the other, it needed to keep a rein on the growth rates of credit and money so that they were 
compatible with low inflation and the fixed sterling-dollar exchange rate obligated by the Bretton 
Woods arrangements. For most of the first 25 years after 1945 restrictions prevented companies 
and individuals from borrowing as much as they wished from the banks. Indeed, it could be 
argued that the UK economy suffered from serious “financial repression”, with business unable 
fully to seize profitable opportunities because of the clampdown on new loans.⁷  As late as 1969 
over half of the London clearing banks’ assets were claims on the UK state, taking the form mostly 
of Treasury bills and short-dated gilts.

Credit restrictions were widely disparaged, not least because banks subject to them believed 
themselves to be losing market share to foreign-owned banks and quasi-banks (such as hire 
purchase companies) that were free from official control. Within the Bank of England several 
senior officials urged a more liberal approach.⁸  A move to a new, more relaxed regulatory regime, 
known as “Competition and Credit Control”, was announced by the Bank in September 1971. It 
was followed over the next two years by another explosive surge in bank credit to the private 
sector. Although restrictions were re-introduced in late 1973, the long-run aim of policy remained 
to increase competition in the banking sector and to improve credit availability throughout the 
economy. This was reinforced in the 1980s by the Thatcher government’s enthusiasm for the free 
market. For example, Nigel Lawson – as a junior Treasury minister – in 1980 implemented a 
radical easing of mortgage credit restrictions without announcement or debate.⁹  

The growth of bank credit to the private sector was extraordinarily rapid in the 1980s and 
often threatened the official objective of curbing excessive growth of the quantity of money. In 
the first half of the decade the monetary authorities embarked on a controversial practice termed 
“over-funding”. The government tried to neutralize the monetary effects of the boom in private 
credit by selling more public debt outside the banking system than its own budget deficit. The 
proceeds of the excess debt sales could be used to repay Treasury bills and short-dated gilts held 
by the banks. UK banks’ claims on the public sector were therefore virtually identical at the end 
of 1985 (£17.3b.) to their level in 1980 (£17.3b.), whereas their claims on the private sector went 
up more than 150 per cent in the same period and the national debt had increased by over 50 per 
cent.¹⁰  

“Over-funding” was deemed to cause distortions in the money markets and hence to 
be misguided.¹¹  It was replaced in 1985 by the “full funding rule”, according to which the 
government’s financial operations were not to affect the rate of growth of the quantity of money. 
In principle, debt management policy was thereby separated from monetary policy or, at any 
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rate, from the pursuit of money targets. One consequence was to stabilize banks’ holdings of 
public sector debt. The full funding rule was reformulated a few times and variations in the size 
of such holdings did occur occasionally. Nevertheless, over the years these variations tended to 
iron out. In spring of 2008 the UK monetary sector’s claims on the public sector were much the 
same, at £15.2b., as they had been in the early 1980s.¹²  

Meanwhile bank credit to the private sector grew quickly and relentlessly. The long period 
of financial liberalization – which ran, apart from minor intermissions in the 1970s, from1971 
to autumn 2008 – resulted in an extraordinary metamorphosis of UK banks’ asset composition. 
As noted above, even in the late 1960s UK banks had not escaped the legacy of wartime finance 
and the associated controls; they still extended more credit to the state than to the private sector. 
But in the 1970s the private sector became the banks’ more important customer and in the 1980s 
that trend went much further. Through the 1990s and opening years of the twenty-first century 
UK banks’ holdings of government paper dwindled into insignificance relative to balance sheet 
totals. 

 Two charts illustrate these patterns. The first (in Figure 1) refers to banks as such and covers 
the 1970 – 92 period. 1970 was just before the Competition and Credit Control reforms, and 
hence is the obvious starting-point.¹³  Lending to the private sector went up over 40 times in the 
23 years, while lending to the state only doubled and was in fact lower in 1992 than it had been in 
1980. The second (in Figure 2) relates to UK “monetary institutions” (that is, banks and building 
societies) and the 1990 – 2008 period, which – although it started with a recession – coincides 
roughly with the Great Moderation. This wider concept of the banking sector had claims on the 
public sector of just under £30b. in mid-1990 and a mere £15.2b.in mid-2008.¹⁴  Meanwhile 
its claims on the private sector continued to expand rapidly. Whereas they had been £546.4b. at 
mid-1990, they were £2,366.4b. at mid-2008, just before the big reversal in the official attitude 
towards bank regulation. 

To summarize, restrictions on UK banks’ asset composition survived – if in increasingly 
attenuated form – for a generation after the end of the Second World War, and even in the 
late 1960s holdings of British government securities remained larger than loans to the private 
sector. But the four decades to 2008 saw a revolutionary change. At the end of 1970 UK banks’ 
claims on the private sector were £9.6b. and building societies’ mortgage books together totalled 
£8.8b., compared with nominal GDP at market prices in the 1970 year of just under £60b.¹⁵  So 
– roughly speaking – UK monetary institutions had extended credit to the private sector equal 
to 31 per cent of national output.  In mid-2008, when such credit had soared to £2,246.0b. 
compared with nominal GDP at market prices of £1,564.3b., the corresponding ratio reached 
over 140 per cent of GDP. Whereas in the 1960s the UK monetary sector’s claims on the state 
were larger than those on the private sector, and were still sizeable relative to GDP, in 2008 they 
were much the same in nominal terms as they had been in 1980s. These claims were miniscule 
(less than 1 per cent) compared with GDP and even more trivial (little more than ½ per cent) 
relative to the banking industry’s claims on the UK private sector. 

For most of the twentieth century banks’ holdings of government paper had served an 
important function in monetary policy and bank regulation. Until the 1980s open market 



In 1970 UK banks’ claims on the public sector (mostly Treasury bills and government 
securities) were larger than those on the private sector; in 1992 their claims on the private 
sector (mostly in the form of loans) were almost 30 times higher than their claims on the 
public sector. The period of over 20 years saw a revolution in UK banks’ asset holdings and 
balance-sheet structures.

Figure 1: UK banks’ assets 1970 - 1992
- £b., end-year level

5

How have changes in regulation affected UK bank credit since the Great Financial Crisis?



6

Tim Congdon

By mid-2008 UK banks and building societies held claims on the private sector that were 
almost 150 times larger than their claims on the public sector, whereas in the early 1960s 
their claims on the public sector were above those on the private sector. Evidently, the 
revolution in UK banks’ asset-holding patterns, identified in Figure 1, continued until the 
Great Recession.

Figure 2: UK monetary sector’s domestic assets, 1990 - 2008
- £b., quarterly data, assets of banks and building societies combined



operations were typically conducted in government securities (particularly Treasury bills), while 
the Bank of England’s preparedness to buy these very safe claims on the government meant that 
banks’ holdings of such claims gave them a reserve of liquidity to meet cash drains.¹⁶  To those 
with a sense of history and precedent, banks’ exiguous holdings of government securities in the 
opening years of the twenty-first century might perhaps have caused concern and prompted an 
official review. But the Financial Services Authority, newly tasked with banking regulation after 
the major reforms in 1997 that gave the Bank of England operational independence on monetary 
policy, was not interested in the subject. 

 In early August 2007 the international inter-bank market closed to new business. Since 
several British banks, including four of the large ones (RBS, Barclays, Lloyd’s and HBOS) were 
net debtors to other banks, much of the system might have difficulty in funding assets. So a 
big stockpile of liquid assets would have been valuable. The banks did indeed have a buffer of 
available-for-sale assets, but it consisted of inter-bank deposits and triple-A-rated asset-backed 
securities, in line with guidelines in the Basel II rules. The Governor of the Bank of England, 
Mervyn King, told the banks that his organization was not prepared to purchase the asset-
backed securities to ease cash strains. It was willing to buy only paper issued by the British state, 
specifically, the Treasury bills and gilt-edged securities that the banks no longer held.¹⁷  Senior 
executives in the banks were flummoxed. King’s attitude would have been innocuous 30 or 40 
years earlier, but in 2007 it exacerbated the already serious cash shortages in the sterling inter-
bank market. 

The retail run on Northern Rock followed a few weeks later – in September 2007 – as it 
became clear that King was antipathetic to large-scale liquidity assistance for the UK banking 
industry. In the event a BBC report exaggerated Northern Rock’s problems and the Bank was 
obliged to extend a big loan to Northern Rock, whatever King’s misgivings. Northern Rock would 
otherwise have been unable to repay depositors with cash. The loan peaked at over £25b., a large 
sum in relation to the Bank of England’s own capital.¹⁸  The question where a potential loss on 
the loan might have to be registered and absorbed became a live one. Was the Bank itself on the 
hook? Or would the government, as the Bank’s only shareholder, pick up the bill? In the ensuing 
debates King advanced a new principle, that it was not the job of the Bank of England to finance 
commercial banks on a long-term basis, where “the long term” was to be defined as a period more 
than six months.¹⁹  Loans or other finance lasting more than six months had to come from either 
the private sector or the government.²⁰  Through late 2007 and 2008 King was obdurate that the 
Bank of England would not extend long-term loans to commercial banks. 

It followed – or at any rate it could be said logically to follow – that the answer to the paralysis 
in the global inter-bank market was for banks to operate with higher levels of capital to assets. 
By this means King’s hostility to central bank lending to commercial banks foreshadowed a 
drastic change in regulatory standards. Here was a key part of the intellectual background to 
the decisions taken at the Washington G7 and G20 meetings in October and November 2008, 
as discussed in the opening paragraphs of this paper.²¹  On the interpretation favoured by King 
and many others, the crisis period had a number of lessons. Their view was that the banks were 
to blame for the Great Financial Crisis, even if the Basel II framework of bank regulation had 
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coincided with the benign macroeconomic outcomes of the Great Moderation. The official verdict 
was that Basel II had proved inadequate. In future, in the reformulated Basel III standards, 
banks would have to keep more capital relative to the risks on their balance sheets. Such risks 
were represented mostly by claims on the private sector, which – as this paper has shown – 
represented in 2008 virtually 100 per cent of their assets. They would also need to operate with 
more substantial buffers of liquidity (where liquidity was to consist to a greater degree of claims 
on governments) and to fund their assets by more reliable methods (which implied reduced calls 
on inter-bank sources and the wholesale markets). 

II. UK banks’ asset acquisition behaviour after the Great 
 Recession

Early in his Governorship King had let top UK bank executives know that he did not see 
advocacy of and support for the UK banking industry as part of his remit, unlike his predecessor, 
Edward (“Eddie”) George.²²  This was hardly a worry for the banks while they could fund their 
assets from the inter-bank market. But from August 2007 the paralysis in the inter-bank market 
became a serious threat to operations. UK banks resented King’s refusal to buy asset-backed 
securities, not least because rival banks in the USA and the Eurozone found the Federal Reserve 
and the European Central Bank to be more accommodating.²³   

The Bank had to relax its stance. In April 2008 King and his colleagues proposed a “Special 
Liquidity Scheme” whereby UK banks could pledge their holdings of asset-backed securities to 
the Bank and receive artificially-created Treasury bills in return, on the understanding that these 
bills could qualify for loans from the Bank of England. In the nine months from the scheme’s start, 
the banks offered £287b. of illiquid asset-backed securities and took back £185b. of Treasury 
bills and equivalents.²⁴  None of the public announcements recalled that 40 years earlier the 
scheme would have been not just unnecessary but unimaginable, because the banks then held 
an abundance of claims on the UK state. The need for the SLS arose because of the shifts in 
UK banks’ asset composition from 1971 to 2008 as well as the Bank of England’s refusal under 
Mervyn King to take anything but government paper as collateral for loans. 

The SLS did ease conditions in the money markets, but in October 2008 the senior executives 
of top UK banks received another blow. On 7 October, at a confrontational night-long meeting 
between them and the top figures in the Treasury, the Bank and UK financial regulation, they were 
forced to accept £50b. of new capital from the British state. Some of it was at a high cost, again 
in contrast to developments elsewhere.²⁵  RBS and HBOS, which at the time were dependent 
on emergency loans from the Bank of England, were told to shrink their assets by hundreds of 
billions of pounds in the next few quarters. (The Bank’s loans to RBS and HBOS peaked at over 
£60b.) From this point on, the banks realized that a large jump in mandatory capital/asset ratios 
was in prospect. Whereas in the 35 years to the third quarter of 2008 a central objective had been 
to compete hard for loans and to grow risk assets in order to boost profits, from now on banks 
had to manage their assets downwards in order to comply with regulation. 

In one urgent respect this was particularly problematic. In the run-up to the crisis banks 
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had sidestepped regulation in the pursuit of profits, with one practice becoming widespread. If 
banks held mortgage assets on their own balance sheets in advance of securitisation, extra capital 
would have to be held. The big banking groups therefore set up “special purpose vehicles”, as 
subsidiaries that did not have the legal status of banks. The SPVs were able to hold mortgage 
assets on a temporary basis before they were converted into security form, while their non-
bank status meant that they required hardly any capital. The fees and profits from securitisation 
would be the same as if the transactions had passed across banks’ own balance sheets, but no 
capital charge would arise. With the closure of the inter-bank market from August 2007, the 
banking groups could not fund their SPVs from wholesale sources. They had instead to register 
the business on their own balance sheets, implying not just a capital charge, but also a big take-
up of new loan assets. As Figure 3 shows, the process of so-called “re-intermediation” was at its 
most vigorous in late 2008 and early 2009. For banks’ managements and regulators the timing 
was inconvenient, as this coincided with the initial phase of the regulatory tightening and was the 
worst phase of the Great Financial Crisis.

The Bank of England was aware of these developments.²⁶  In the collection of banking data 
SPVs and related entities were categorised as “intermediate other financial corporations”, and 
statistics were compiled for both the loans taken out by and the money balances held by the 
IOFCs. Because of the surge of re-intermediation, lending to the IOFCs was very strong in 2008 
and 2009. If the IOFCs are included, a series for bank lending to the UK private sector indicates 
an acceleration in credit growth in the immediate aftermath of the G7 and G20 meetings. The 
acceleration coincided with numerous reports in the newspapers about a “credit crunch”, which 
may seem puzzling and anomalous. The reality was that from late 2008 banks’ outside customers 
were disadvantaged by a reduced availability of credit facilities and indeed in some cases suffered 
the outright withdrawal of credit lines. But, within banking groups, balance sheets expanded 
because of increased debits and credits between banks as legally defined and their subsidiaries, 
particularly the SPVs. This intra-group puffing-up of balance sheets totalled over £300b. between 
mid-2008 and early 2010. 

More substantive and interesting for the UK economy as a whole was lending by banks and 
building societies to private sector customers, exclusive of the IOFCs. Figure 4 gives series in 
billions of pounds for all such lending (so-called “M4 lending”, or M4L, in the official database) 
both inclusive of IOFCs and exclusive of IOFCs (“M4Lx”); Figure 5 is of the same series, but 
now as a percentage of GDP at current market prices. Figure 5 shows that bank lending to the 
private sector, undistorted by the SPV/IOFC phenomenon, peaked at just above 140 per cent of 
GDP in the first quarter of 2009. This was almost five times the comparable figure in 1970, just 
ahead of the start of major liberalisation with the Competition and Credit Control reforms. UK 
banks knew from their fraught meeting with the regulatory top brass on 7 October 2008 that 
they would need to have more capital than before, even if the exact details of the new regulations 
were uncertain until the publication of the Basel III framework in December 2010. They were of 
course privy to the negotiations as these proceeded and took steps to be compliant at a relatively 
early date. On the face of it, the agenda was unnerving. With a given quantity of equity capital, an 
increase in the minimum equity capital ratio from 4 per cent to 7 per cent of risk assets signalled 
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The vertical line relates to the third quarter of 2008, when the financial crisis was most 
intense and banks were made aware that they would have to raise capital/asset ratios 
substantially. It is clear that lending to IOFCs rose sharply in the following quarters, even 
though the effect was to increase banks’ published assets. (The explanation was that banks 
could no longer fund these subsidiaries from external market sources, as discussed in the 
text.) Loans to IOFCs in fact rose during 2009 and peaked at the end of the year, while other 
forms of lending were being squeezed.

Figure 3: Lending to ‘intermediate other financial corporations’: its rise and fall, 
1998 - 2016
- in £b., quarterly data
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Bank lending to the non-bank private sectors – household, companies and non-bank financial 
institutions – boomed from the 1970s to 2007, increasing sharply relative to GDP. It fell – 
whether measured inclusive of IOFCs or not – for seven years from late 2008, and then 
started to grow again. The adverse impact of the Basel III capital regime on the amount of 
bank lending to the private sector is clear.  

Figure 4: Lending to the private sector by UK monetary institutions, during and after 
the Great Recession, by amount
- in £b., quarterly data
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If the awkward IOFC quasi-banks are excluded, total bank lending to the UK private sector 
peaked in early 2009 at just above 140% of GDP. As the harsher Basel III capital regime took 
effect, the ratio declined for over five years to slightly less 95% of GDP. It was still about 95% 
of GDP in spring 2020, as Covid-19 disrupted the economy. Including the IOFCs, the fall was 
much larger, from a peak of 183% of GDP in early 2009 to just above 110% of GDP in 2015. 

Figure 5: Lending to the private sector by UK monetary institutions, during and after 
the Great Recession, as % of GDP
- quarterly data
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the need for a reduction in risk assets of over 40 per cent. 

Since borrowers would have objected to drastic changes in their loan facilities and many loan 
agreements were legally-enforceable, the banks were careful not to withdraw existing facilities 
too hurriedly. However, they declined new business and cut dividends in order to boost capital 
from retentions. The shareholder funds of the large UK banking groups doubled from £143.3b. 
to £287.9b. between their end-2006 and end-2014 reporting dates, with the greater part of this 
movement occurring in the one year of 2009. In 2009 alone shareholders’ funds jumped from 
£169.1b.to £247.6b.²⁷  Some foreign banks quit London in 2009 and 2010, and ran down their 
portfolios of sterling assets or sold them. Despite the tensions and difficulties, it is clear that a 
massive build-up of bank capital did occur, in line with officialdom’s wishes. Some of the build-
up of capital reflected the state’s injection of capital, as mentioned above. But a high proportion 
was from either retentions or market sources. 

As is well-known, Barclays resisted the injection of government money, and sought both 
inter-bank lines and equity capital from the Qatari authorities.  It has been alleged that the 
equity capital thus obtained was made available only after Barclays had offered inappropriate 
inducements, amounting to bribes, to Qatari investors.²⁸  At any rate, the capital build-up was 
sufficiently large – for both Barclays and the system as a whole – that the banks could meet the 
new requirements for much higher capital/asset ratios without a huge reduction in total risk 
assets. 

Nevertheless, the banks had to rethink their strategies on asset acquisition and retention. 
Risk assets did not go down as much as might have been expected given the headline jump in 
the regulatory capital/asset ratios, but they did go down. In the two years to the first quarter of 
2009 UK banks increased their M4xL lending from £1,932.0b. to £2,179.5b., or by 12.8 per cent 
(equivalent to a compound annual rate of 6.2 per cent); in the following two years their M4xL 
lending dropped to £1,857.7b., or by 14.8 per cent (a compound annual rate of decline of 7.7 per 
cent). Lending continued to slip, although more slowly, until mid-2015, as the banks adjusted 
to the harsher regulatory position and took care that their assets could be funded from market 
sources. Meanwhile the UK, along with other advanced countries, made a useful macroeconomic 
recovery in late 2009 and 2010, and nominal GDP moved ahead quite steadily from mid-2009. 
Relative to GDP, bank lending to the genuine non-bank private sector (that is, the private sector 
excluding the IOFCs) dropped by about 45 per cent, touching a low of under 95 per cent in the 
middle of 2015. (The fall in bank lending inclusive of the IOFCs as a ratio of GDP was much 
larger, amounting to about 70 per cent of GDP. But the IOFC activity could be deemed artificial 
and of little significance outside the banking industry.)²⁹ 

The next section considers which parts of the private sector experienced the greatest reductions 
in bank credit availability and usage. But it is timely here to complete the discussion of one theme 
of the wider argument. As noted above, the almost complete absence of government securities 
from the UK banking system’s assets in the run-up to the crisis had an important bearing on 
how the crisis played out. Through the Special Liquidity Scheme the authorities worked with the 
commercial banking industry to mitigate the unfortunate consequences that this had had for the 
granting of central bank liquidity assistance in late 2007 and early 2008. But a more durable 
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solution was to emerge in 2009, 2010 and later. 

It has been shown that from October 2008 the new capital/asset ratio rules led to a far-reaching 
change in banks’ attitudes towards balance-sheet expansion. This had major macroeconomic 
implications. In the six decades to 2008, and particularly from the early 1970s, the extension of 
new credit to the private sector was the dominant influence on the growth of UK banks’ assets. The 
addition of loans to the assets side of the balance sheet had been matched mostly by the addition 
of deposits to liabilities. As deposits were the principal form of money in the British economy, 
and as the monetary theory of national income determination applied in the UK as elsewhere, the 
positive level of banks’ credit extension to the private sector could be interpreted as the ultimate 
driver of increases in nominal GDP.³⁰  But from autumn 2008 the regulatory onslaught forced 
banks to reduce their loans to the private sector. The danger became that negative figures for the 
change in bank lending to the private sector would be accompanied by contraction of the quantity 
of money and decreases in nominal GDP. In other words, the tightening of bank regulation under 
G20 auspices (and implemented by the IMF and the BIS) was a severe deflationary shock.³¹  This 
shock from late 2008 was over and above that from the paralysis in the global inter-bank market, 
which was already taking its toll in early and mid-2008. 

In the closing weeks of 2008 it became clear that the economic downturn, which until then 
had been similar in intensity to that in several post-war cycles, was becoming much worse. 
Commentators noticed disturbing similarities to the Great Depression of the early 1930s.³²  The 
Bank of England, in concert with other central banks, cut its interest rate sharply. Bank rate, still 
5 per cent in September 2008, was 2 per cent by the end of the year and ½ per cent by March 
2009. But business surveys continued to weaken. In March 2009 a new policy approach, of so-
called “quantitative easing”, was adopted. Although the precise meaning of the phrase can be 
debated, the essence of QE in the UK was the purchase of government securities by the Bank 
of England in order to boost the quantity of money, broadly defined.³³  QE would therefore 
offset the contractive effect of tighter bank regulation on bank credit to the private sector and the 
quantity of money. 

In the context of severe recession the increase in the quantity of money due to QE had 
benign macroeconomic results. It was soon followed by a sharp recovery in asset prices, and the 
stabilisation of demand and output. Less obtrusively, it also went far to remedy the shortage of 
claims on the state sector that had been so troublesome for the banks from August 2007. The 
Bank of England’s procedure was to finance its purchases of government securities by issuing 
cash reserves to the commercial banks. These reserves had fallen to negligible levels in the early 
years of the twenty-first century, not least because the banks assumed that in the extreme they 
could always meet settlement obligations by low-cost overnight inter-bank borrowing.³⁴  The 
virtual closure of the inter-bank market from August 2007 destroyed this assumption. Happily, 
the effect of the issuance of new cash reserves as a by-product of QE was to enlarge banks’ cash 
holdings and to mitigate the shortage of liquidity. By January 2010, after less than a year of QE, 
banks’ cash balances at the Bank of England were £160.1b. compared with total sterling assets 
of £4,060.3b.; by the middle of 2013, when QE had been put into abeyance, they had reached 
£287.8b. compared with total sterling assets of £3,693.5b.³⁵  
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Since the Bank of England was a nationalized entity, the return of significant amounts of 
cash reserves to banks’ assets implied that they again had large and meaningful claims on the 
state. A further and apparently distinct change in public policy had a similar outcome, although 
it is possible that this was not wholly intended by the Treasury, the government department 
concerned.³⁶  As noted above, the “full funding rule” began life in 1985. It still survives in 
official documents, including the annual Debt Management Reports issued by the Treasury.³⁷  
But references to the effect of the public sector’s transactions on the quantity of money have 
disappeared, simply because references to the quantity of money have also vanished from the 
documents in question. The full funding rule has now been reduced to the vacuous proposition 
that the budget deficit will be financed by some means or other, with little change in the 
government’s own cash balance. If the financing is by the issuance of short-dated paper (that 
is, Treasury bills and short-dated gilts) to the banking system, that method is permitted under 
the current incarnation of the full funding rule. It is permitted, therefore, even if the result is an 
expansion of banks’ claims on the state and hence of deposit liabilities (or “money”, as usually 
understood) on the other side of the balance sheet. In spring 2020 Andrew Bailey, as the Bank’s 
Governor, denied that his institution’s purchases of gilt-edged securities amounted to “monetary 
financing” of the public debt, on the grounds that they could be justified as a means of preventing 
deflation.³⁸  However, they undoubtedly added to the quantity of money. 

In contrast to the situation before the Great Financial Crisis, the latest issues of the Debt 
Management Reports show holders of government debt, with banks and building societies 
separately identified. It is clearly envisaged that monetary institutions’ holdings of government 
paper can vary over time, with consequences for the quantity of money and hence for monetary 
policy.³⁹  The Debt Management Reports also contain numbers for the planned issuance of 
Treasury bills and short-dated conventional gilts, both of which are of course appropriate assets 
for banking institutions.⁴⁰  Nowadays UK banks have significant claims on the state of the same 
type as in the immediate post-war decades, although – as of the time of writing – these remain 
much less, as a proportion of total assets, than 60 or 70 years ago. The years from Competition 
and Credit Control to the Great Recession were an era of revolution in UK banks’ assets, with 
holdings of cash and government securities falling to a tiny fraction of total assets whereas claims 
on the private sector became almost 100 per cent of domestic assets. The period since the Great 
Recession could be interpreted as a counter-revolution, with very safe assets in the form of cash 
and government securities resuming a meaningful role in banks’ balance-sheet management.⁴¹  
The process was given another push by the policy response to the Covid-19 pandemic in 2019, 
which spurred further substantial purchases of government debt by the Bank of England. As 
Table 1 shows, UK banks’ claims on the state amounted to over 20 per cent of total assets by early 
2021.  

III. Which types of bank lending fell most?

It has been established that changes in bank regulation since the Great Recession – 
particularly the increase in banks’ minimum capital-to-assets ratios – have caused bank lending 
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Table 1: UK banks’ claims on the UK state sector after the Great Recession
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to the private sector to fall, relative to UK GDP, by over 40 per cent.⁴²  The next issue is to identify 
the incidence of that reduction in bank credit use on the different parts of the British economy. 
The Basel III framework has the widely-acknowledged purpose of limiting the riskiness of banks’ 
operations. It is therefore not surprising that capital weightings are higher for loan asset classes 
known to have high loss ratios. It is also not surprising that increases in capital weightings should 
have deterred lending in to customers seen as being risky and liable not to repay in full. But how 
powerful has this deterrence been? 

A long process of consultation and debate followed the G20 meeting in November 2008 
which had originally broached the idea of a new regulatory regime. As late as March 2015 the BIS 
issued a “Consultative Document” on Standards: Revisions to the Standardised Approach to 
Credit Risk, and sought comments on the proposals it contained. Under the Basel II standardised 
approach, credit exposures to residential real estate had a 35 per cent risk weight. According to 
the March 2015 document, under Basel III the risk weight was to become 25 to 100 per cent, 
“according to a look-up table…on the basis of two risk drivers: loan-to-value and debt-service 
coverage ratios”. Evidently, a portfolio of mature mortgages might have a lower risk weighting 
under Basel III than Basel II. Under Basel II risk-weighting for large corporates could be assessed 
by their credit rating; under Basel III the use of credit ratings was to cease, and instead another 
look-up table was to apply, with the risk weighting to range from 60 to 300 per cent on the basis 
of the two risk drivers, revenue and leverage. What about small businesses which could never 
obtain a credit rating because of the inordinate cost of doing so? No doubt much could be said 
for and against lending to small businesses where their owners lacked appropriate residential 
housing as collateral. To quote from the March 2015 Standards book, “risk sensitivity would be 
increased by introducing a specific treatment for specialised lending”.⁴³ 

In most countries historical experience has indeed been that loan losses on portfolios of 
residential mortgages are lower than on loans to the corporate and financial sectors. For many 
decades, when their operations were supervised by the now-defunct Registrar of Friendly 
Societies, the typical ratio of reserves to assets for UK building societies was only 3½ per cent, 
with an implied capital cost much less than contained in the Basel rules.⁴⁴  At any rate, the 
change from Basel II to Basel III has increased the capital intensity of bank lending to corporates 
compared with lending to households, which is mainly for residential mortgages. Further, credit 
to small businesses is now increasingly problematic. That is true particularly if small businesses 
are new, unusual and difficult to categorize, because they cannot be fitted into the Basel III 
framework at all. In summary, the implementation of the Basel III standards should have had a 
more adverse impact on bank lending to corporates than to households, while small businesses 
should have had even more trouble in rolling over credit lines than large. Indeed, they might in 
the worst case find themselves unable to access new bank credit altogether. Another expected 
post-Great Recession pattern in UK bank credit is a big fall in lending to the non-bank financial 
sector, not least because the rise and fall of the banking groups’ special purpose vehicles. 

What do the data show? Table 2 gives the numbers for the values of lending to the household, 
corporate and financial sectors in the 20 years from 1998. Lending to all corporates – both 
financial and non-financial – grew more rapidly than lending to households in the decade to 
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2008. But the figures argue that thereafter banks’ priorities changed radically, confirming the 
interpretation that the tightening of regulation altered banks’ behaviour. Banks’ lending to 
households continued to rise in 2009, but was then fell slightly before returning to growth.  (Note 
that the fall is over-stated in the table because of a major series break in the first quarter of 2010, 
which – according to a footnote in the Bank of England’s database – took £58b. off the series in 
that one quarter.) At no point did lending to households – with its preponderance of residential 
mortgages – decline appreciably. By contrast, lending to non-financial private sector corporates 
(that is, companies in industry and commerce) dropped without interruption for seven years and 
in total by about 30 per cent. Lending to non-bank financial institutions was hit even harder. It 
went down from almost £375b. in the third quarter 2008 to a figure less than half that at the end 
of 2014.  (Note that the financial institutions’ numbers do not include the irritating “intermediate 
other financial corporations”, or IOFCs. Note also that the figure for “loans” in this paragraph 
do not correspond exactly to the M4L and M4xL lending totals used in the previous section. The 
M4L and M4xL numbers are the credit counterparts to broad money and include securities as 
well as loans.)

Another way of presenting the information is to give the lending figures relative to GDP, as 
in Figure 6. As explained, the sharp 2010 fall in in the ratio of lending to households to GDP 
was due to a series break. Allowing for that, the interpretation in the previous paragraph is 
confirmed. Lending to companies had been buoyant until 2008, but fell substantially relative to 
GDP in the following seven years, with 2015 seeming to mark a trough. Lending to financial and 
non-financial companies combined peaked at about 58 per cent of GDP at the start of 2009, just 
after the tightening of bank regulation. Six years later the figure had more than halved, with the 
lowest ratio (27.3 per cent) being recorded in the second quarter of 2015. Financial companies 
underwent an more severe curtailment of credit than non-financial, as Figure 6 demonstrates.⁴⁵ 

Needless to say, British business was well-aware that the credit environment was more 
difficult and challenging than before. Adjustments were possible, with large companies able to 
tap the capital markets for bond and equity finance, while small companies could to some extent 
flex the terms of trade credit in their favour. Nevertheless, the dearth of bank finance and the 
widening of loan margins were matters of public concern. They were raised, for example, by 
the Expenditure Committee of the House of Commons in evidence-taking sessions with Bank 
of England officials. In a session on 25 October 2011, the Governor, Mervyn King, was firm 
that it was not the Bank’s job to take decisions that might appear to be discriminatory between 
different sectors. The Committee’s members then pressed him on the difficulties faced by small- 
and medium-size enterprises in obtaining bank finance, with George Mudie, the Labour MP for 
Leeds East, saying flatly, “we know that banks are reluctant to lend to SMEs”, and asserting 
that “everyone in this room” shared his understanding. King rejected the charge as “complete 
nonsense”, claiming that the Bank of England was “working closely with the Treasury on schemes 
that will help SMEs through the existing banking system”.⁴⁶  

The Bank was certainly putting together more information on the subject. Its Bankstats 
publication carried an article in March 2012 on ‘Lending to businesses – a new data source’. This 
referred to a new set of series, which had begun in the second quarter of 2011, and had split bank 
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Table 2: UK bank lending before and after the Great Recession, by sector
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Bank lending, in sterling, to all parts of the UK private sector – households, companies and 
non-bank financial institutions – was on a strong upward trend until the Great Recession and 
the introduction of the Basel III capital rules. Lending increased substantially relative to 
GDP in the decade to the Great Recession, but then fell. The fall was particularly marked 
for the corporate sector. Note that the decline in lending to households in 2010 is affected 
by a series break. If the effect of the series break is removed, bank lending to households 
did decline relative to GDP, but not much. 

Figure 6: UK bank lending, by sector, before and after the Great Recession, as % of 
GDP
Source: Loan data from Table 2; GDP is annual rate, i.e., Q4 multiplied by four, and sourced from ONS
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lending to companies between “large companies” and “small- and medium-sized enterprises”.⁴⁷  
As the two series refer to lending in both sterling and foreign currencies, and exclude overdrafts, 
they are not directly comparable with others numbers on cognate subjects elsewhere in the Bank 
of England database. At any rate, they show lending to UK companies falling from £471.9b. in 
the second quarter of 2011 to £392.1b. four years later, with SME lending being less weak than 
lending to large companies. Since much of the credit contraction had undoubtedly been in the 
three years before the middle of 2011, the new source of information confirmed messages already 
available from existing statistical series, even if the relative resilience of SME lending from mid-
2011 seems surprising. The Bank had in fact been preparing another relevant data series, for 
lending to unincorporated businesses, since 1997. Unincorporated businesses usually have only 
one owner and typically the owner is also the manager, and they tend to be the smallest of the 
SMEs. At the end of 2008 lending to unincorporated businesses in all currencies was £41.5b., 
less than 10 per cent of all corporate lending. A decade later it had more than halved to £19.6b. 
and was still falling. Figure 7 shows that ratio of lending to unincorporated businesses as a share 
of GDP, starting in the first quarter of 1998.⁴⁸  Evidently, George Mudie’s remarks at the October 
2011 sitting of the House of Commons’ Treasury Committee were not “complete nonsense”.  

Lending to very small businesses may have been too large, relative to GDP, just before the 
Great Recession, according to social cost-benefit criteria of some sort. But these criteria are 
elusive. No meaningful body of economic theory spells them out and they have certainly not 
been elucidated by UK officialdom. On the contrary, in his October 2011 evidence to the Treasury 
Committee the Governor of the Bank of England not only rebuffed a Labour MP’s concern about 
SME lending as nonsense, but also remarked that “we” should “find ways of giving incentives to 
the existing banks to lend more” to SMEs.⁴⁹

 

IV. An unsettled question: what is the optimal ratio of bank 
 lending to the private sector to GDP?

Economic theory does not provide clear guidance about the optimal ratio of private-sector 
bank intermediation to national output. At one extreme the Modigliani-Miller theorem says that 
a company’s capital structure does not affect its shareholder value. If private and social costs 
coincide, a further implication is that the ratio of banks’ claims on the private sector to national 
output is irrelevant to social welfare.⁵⁰  But a prominent theme in economic development 
debate in the 1980s and 1990s was that financial liberalization could act as an important fillip to 
allocative efficiency and productivity growth.⁵¹  According to Goldsmith, contributing to a larger 
literature with a similar underlying message, “the one major path of financial development” is 
accompanied by rises in the “financial interrelations ratio” (that is, the ratio of financial assets to 
tangible assets). The rule of law and respect for property rights strengthen as societies become 
richer, their citizens better-educated and so on, and an increase in financial sophistication is 
associated with the benign expansion of credit intermediaries, particularly of banks.⁵²  It is 
difficult to see how this argument could apply if banks’ assets consisted entirely, or even mostly, 
of government securities. 
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“Unincorporated businesses” can be regarded as an extension of the household sector 
rather than as businesses as such. They include sole proprietors, who both own and manage 
their own firms, and might be thought to exemplify entrepreneurship. At any rate, the Bank 
of England has a statistical series for bank lending to such entities which goes back almost 
25 years, although – like many of these series in the Bank’s database – it suffers from series 
breaks and similar problems.  The collapse in such lending from late 2008 – when the move 
to the Basel III capital regime began – is obvious from the chart. 

Figure 7: Lending to unincorporated businesses as % of GDP
Data from Bank of England database (series RPQB78D) and ONS for GDP, with adjustment for series break in 
2012
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The analysis in this paper has shown that UK banks’ claims on the private sector were 
unusually meagre relative to national output just after the Second World War and remained low 
even 25 years later. But a radical easing of lending controls followed, with the ratio of the monetary 
sector’s claims on the private sector climbing from slightly above 30 per cent of national output 
in 1970 to over 140 per cent of national output in mid-2008. This liberalisation could be seen as 
an escape from the extensive regime of state controls that characterised the British economy in 
the immediate post-war decades. While views on the desirability of market freedom are always 
controversial, a widely-accepted position is that – certainly relative to its European neighbours 
– the UK’s growth performance was better in the 1980s and 1990s than in previous periods.⁵³  
The financial liberalisation and the egregious surge in bank credit to the private sector may have 
been an element in the improvement, although the matter is for debate. (There is no doubt that 
capital productivity performed well in the two decades, relative to other advanced economies.)⁵⁴ 

In the six years from early 2009 the ratio of the UK monetary sector’s claims on the private 
sector to national output fell by over 40 per cent, with the lower figure (of about 95 per cent) 
seeming to be stable or perhaps rising gently at the time of writing (September 2021). (Analysis is 
complicated at present by the impact of Covid-19 on corporate behaviour. Companies drew down 
credit facilities at the start of the pandemic, but have subsequently been reluctant to borrow.) 
Evidently, bank credit availability and usage have been in retreat during the adoption of the 
Basel III regulations, but such availability and usage remain much greater – for the economy as a 
whole – than in the financially-repressed early post-war decades. However, a detailed analysis of 
the composition of banks’ loan assets might be judged less comforting for those who believe that 
banks should contribute to the economy’s supply-side efficiency. Relative to incomes and output, 
mortgage business has been robust in the last decade, whereas bank lending to companies has 
fallen heavily. Bank lending to all companies (financial and non-financial combined, excluding 
IOFCs) slumped from over 55 per cent of GDP in 2008 to under 30 per cent in 2015. The ratio has 
mostly stayed at the lower level, if with fluctuations and perhaps some signs of recovery before 
the Covid pandemic. 

It has to be conceded that before the Great Financial Crisis some credit to quasi-banks 
and bank-like intermediaries was artificial and of little social value. Nevertheless, it is surely 
plausible that the implementation of Basel III has disadvantaged many of the banks’ mainstream 
corporate customers. Worthwhile and profitable investments that would have been undertaken 
before 2008 have not been financially viable in the subsequent more regulated environment. 
The new constraints have been particularly unwelcome for smaller businesses, including 
unincorporated businesses that – unlike large quoted concerns – have no access to capital 
markets. The data suggest that Basel III is more unfriendly to bank lending to small- and 
medium-sized enterprises than Basel II, with unsettling and sometimes destructive results for 
the most vulnerable businesses. The treatment of some small businesses with debts to RBS by its 
Global Restructuring Group has received extensive and uniformly hostile media coverage. It is 
for discussion whether the reported abuses were typical of UK banking. RBS management might 
try to meet the criticism by pointing to the pressure from regulations and the new capital rules to 
shrink the balance sheet.⁵⁵   
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The decline in UK bank lending to the corporate sector identified in this paper raises larger 
questions about the social costs and benefits of financial intermediation. A well-known argument, 
usually attributed to the Nobel laureate, Kenneth Arrow, is that the portfolio diversification 
characteristic of modern investment markets is socially beneficial.⁵⁶  Faced with one or only a 
small number of risky investments, the standard deviation of the expected rates of return is high, 
so that excessive risk may discourage investors from pursuing projects with good expected and 
actual mean profitability. Organized capital markets increase the number of risky investments 
available, which tends to lower the standard deviation of expected rates of return from diversified 
portfolios. The expected return on a portfolio of high-risk, high-return projects increasingly 
approximates the mean return, as the number of projects rises. Risk ceases to be a deterrent to 
investment, with society gaining from the selection of high-return investments. 

It is hard to see why this argument is not applicable to the banking system as well as to 
capital markets. A portfolio of high-margin, high-risk loans to small businesses may have the 
same marginal profitability as a portfolio of low-margin residential mortgages, because the 
higher average margin on the small business loans outweighs the greater incidence of loan 
losses. From a social-welfare perspective, bankers should be motivated to allocate their capital 
so that the marginal profitability of different types of lending is the same. The obsession with loss 
minimization in the Basel III standardised approach, with no apparent regard to profitability, is 
not founded in standard welfare economics. 

The increase in banks’ capital/assets ratios over the last decade is often justified by claims that 
banks “went bust” en masse in the crisis period.⁵⁷  These claims are not examined in detail here, 
although it is easy to show that in both the British and American cases they are preposterous.⁵⁸  
(The situation is more complex in the cases of, for example, Ireland and Iceland, and there is no 
question that in the Great Financial Crisis banks in both Greece and Cyprus lost assets to a value 
far in excess of their capital. But the losses arose mostly from debt repudiation by the Greek and 
Cypriot governments, not from banks’ loans to the private sector.) Indeed, in most BIS-member 
countries commercial banks’ losses over the crisis years were much less than their initial capital 
at, say, mid-2007. This paper has demonstrated that the Basel III rules have led to a sharp fall 
in loans to the corporate sector relative to national output in at least one BIS member, namely 
the UK. If similar patterns are to be found elsewhere, might it be said that banking re-regulation 
since 2008 has resulted in lower and sub-optimal levels of financial intermediation? Might it 
then also be proposed that financial regulation has gone too far? 
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its so-called “rescue financing” in October 2008. (Ivan Fallon Black Horse Ride: the Inside Story of 
Lloyds and the Banking Crisis [London: Robson Press, 2015], p. 327.) By contrast, the rate on similar 
preference stock issued by US banks to their government was 5 per cent. (Geithner Stress Test, p. 235.)

26 Kynaston Till Time’s Last Sand, pp. 742 – 43. 

27 These statements on shareholder funds relate to the four/five large UK banks, excluding Standard 
Chartered. (There were five in 2007, that is, HSBC, RBS, Barclays, Lloyd’s and HBOS. HBOS was taken 
over by Lloyd’s at the end of 2008, bringing the number down to four.) The figures rely on company 
reports and accounts, as compiled by Company REFs, an investor information service devised by Jim 
Slater and published for some years by J D Financial Publishing Ltd. in London. The Bank of England 
database has figures relating to the same concepts, but for the UK-resident banking system, which 
includes the UK-based subsidiaries of foreign-owned banks. Unfortunately, the Bank’s database suffers 
from significant series breaks which complicate the downloading of data and obstruct interpretation. 

28 The British government was well aware that Qatar might invest in the UK banking system, with 
the Prime Minister, Gordon Brown, speaking to his Qatari counterpart in October 2008 “urging…
investment in recapitalisation”. See Gordon Brown Beyond the Crash (London and New York: Simon & 
Schuster, 2010), pp. 56 – 7. On the fraud allegation, see, for example, Josie Cox ‘Barclays Bank charged 
by Serious Fraud Office over Qatar loan’, The Independent newspaper, 12 February 2018.  
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29 The author has had difficult making sense of the statistics in the Bank of England database, which 
have been revised over the years. The data are affected by series breaks and reclassifications, as well 
as by changes in the population of banks sampled. The Bank publishes a separate series for changes 
in M4 lending and M4 lending exclusive of IOFCs, and warns that this series for ‘changes’ (i.e., flows) 
does not give the same number as that for differences in amounts (i.e., levels). The surprisingly large 
fall discussed in the text may reflect to a significant extent the departure of foreign-owned banks from 
the UK. Falls in loan business for banks that remained UK resident through these years are likely to 
have been smaller than implied by the text discussion. The whole subject deserves proper and clear 
treatment from the Bank’s research staff.  

30 Note Mervyn King’s remarks in a speech, as Governor of the Bank of England, to the South Wales 
Chamber of Commerce on 23 October 2012. To quote, “When banks extend loans to their customers, 
they create money by crediting their customers’ accounts. The usual role of a central bank is to limit 
this rate of money creation, so that excessive expansion of money spending does not lead to inflation.”   

31 The author has made this argument in many places. See, particularly, Tim Congdon ‘What were the 
causes of the Great Recession?: the mainstream approach vs the monetary interpretation’ World 
Economics (London: World Economics Publishing), June 2014 issue, reproduced with minor changes 
as the first chapter, pp. 27 – 56, in Congdon (ed.) Money in the Great Recession. 

32 Barry Eichengreen The Hall of Mirrors (Oxford: Oxford University Press, 2015) is the usual reference. 
33 Newspapers have used the phrase  “quantitative easing” so indiscriminately that the concept has 

become ambiguous and confusing. For a Bank of England perspective, see Jonathan Bridges and 
Ryland Thomas ‘The impact of QE on the UK economy–some supportive monetarist arithmetic’, Bank 
of England Working Paper (London: Bank of England), no. 442 (January 2012).  

34 At the end of 2005 UK banks’ cash ratio deposits were £1,953m., compared with total sterling assets 
of £2,436,032m. (Financial Statistics, January 2007 issue, pp. 89 – 90. In addition, they held vault 
cash of £9,500m. So their total cash was £11,453m., less than ½ per cent of sterling assets. Much ink 
had been spent in earlier decades on the role of banks’ “cash ratio” in the implementation of monetary 
policy, notably in the debate on monetary base control in the early 1980s. The UK practice until 2006 
had in fact been for banks to minimize their cash holdings, since cash did not pay interest and hence 
was a non-earning asset.    

35 The ratio in the middle of 2013 was 7.8 per cent, not far from the 8 per cent ratio commonly cited in 
the textbooks of the 1950s as UK banks’ conventional cash ratio. But this was pure accident. The 1959 
Radcliffe Committee cast doubt on the usefulness of the 8 per cent cash ratio in monetary policy. See 
pp. 49 – 52 and p. 128 of Cm. 827 Committee on the Working of the Monetary System (London: Her 
Majesty’s Stationery Office) (“the Radcliffe Report”).  

36 Responsibility for the management of public debt lay with the Bank of England before changes in 1997 
which handed it over to a newly-established Debt Management Office, which was (and remains) a 
Treasury agency. Treasury officials had little understanding of the monetary policy implications of their 
decisions. In oral evidence to the Treasury Sub-Committee of the House of Commons on 16 February 
2000, the DMO’s head of research, Noel Mills, said that, “whether the government funds itself all in 
Treasury bills or all in 30-year bonds does not have that huge an impact now on the money supply”, 
which is a gross misconception.   

37 The DMO’s latest annual report on these matters refers to the “full funding rule” as an “overarching 
requirement”. (2018/19 Debt Management Report [London: DMO, March 2018], clause 2.13, p. 5.) 
The relationship between debt management operations and the rate of money growth is overlooked 
throughout the document, although p. 22 has a chart (Chart A.8: Gilt holdings by sector, % of total 
market value) which shows the surge in holdings by the Bank of England, and later the commercial 
banks, that followed the QE announcement in 2009.  

38 Andrew Bailey ‘The Bank of England is not doing monetary financing’, ‘Opinion’ piece, Financial Times, 
5 April 2020. In his words, “Some [Bank of England] actions result in the creation of central bank 
reserves. But these reserves are not being created with the aim of paying for the government deficit, 
as under monetary financing. They are a consequence of independent central bank policy actions to 
deliver monetary and financial stability.” 
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39 In this sense the full funding rule (as it was originally conceived in 1985) has been discarded. Debt 
management decisions do have effects on the quantity of money.  

40 Banks’ assets must be certain and predictable in value, because of their high leverage. Long-dated 
bonds are more volatile in price than short-dated bonds, and are therefore inappropriate assets 
for banks. Treasury bills and short-dated bonds, particularly government bonds, are altogether 
appropriate. However, the Debt Management Office at present appears to have no interest in banks’ 
holding appropriate short-term assets other than their cash reserves at the Bank of England. According 
to the 2020/21 Debt Management Report (London: Debt Management Office, 2020), “The government 
does not target a planned end-year Treasury bill stock.” (Paragraph 8.40,  p. 31.)   

41 Note that banks’ cash holdings are much higher, compared with total assets, than in the 30 years before 
the Great Recession. The payment of interest on cash reserves – which began as a result of money 
market reforms in 2006 – and the very low overall level of interest rates have made the holding of 
cash on the current scale commercially viable for the banks. If the Bank of England stopped paying 
interest on cash while Bank rate were, say, 3 per cent or more, the banks would almost certainly want 
to increase their holdings of Treasury bills and short-dated government securities. If the Bank and 
the Debt Management Office did not issue these assets in sufficient quantity, the banks might want 
to return to their situation immediately before the Great Recession, with their liquidity represented 
entirely by inter-bank deposits and triple-A-rated asset-based securities issued by the private sector.  

42 This fall cannot be blamed on banks’ lack of capital, since – as demonstrated in the paper – 
shareholders’ funds have more than doubled compared with the period just before the crisis. 

43 Standards: Revisions to the Standardised Approach to Credit Risk (Basel: Bank for International 
Settlements, 27 March 2015), pp. 1 – 2. 

44 The Registrar of Friendly Societies was replaced as supervisor of the building societies by the Building 
Societies Commission in 1986. See Lawson The View from No. 11, pp. 636 – 7. Over time they have 
increasingly been regulated as if they were banks, being today subject to the Basel rules. 

45 The figures mentioned in the text cannot be displayed in Figure 6, which relates only to end-year data.  
46 Evidence to the Treasury Committee of the House of Commons, available on the website of the Treasury 

Committee, oral evidence given by Sir Mervyn King on 25 October 2011, published with Parliamentary 
copyright on 21 November 2011, questions 36 to 38.    

47 M. Lyon and S. Srinavasan ‘Lending to businesses – a new source’, Bank of England Bankstats 
(Monetary and Financial Statistics) (London: Bank of England), March 2015. See also Andrew 
Moorhouse ‘Data on lending to UK SMEs’, Bankstats, March 2015.

48 The published numbers suffer – or seem to suffer – from a series break in the second quarter of 2012, 
when a drop from £42.6b. to £37.7b. is reported. This series break may have the effect of overstating 
the decline in lending to unincorporated businesses. Most of the fall in the year from 2009 was 
substantive, nevertheless. 

49 King’s remark came in reply to a question (question 56) from Stewart Hosie, a Scottish National  Party 
MP.  

50 The classic reference is Eugene Fama ‘Banking in a theory of finance’, Journal of Monetary Economics 
(North-Holland Publishing Company), vol. 6 (1980), pp. 39 – 57.  

51 The literature is enormous. For a sample, see Rondo Cameron (ed.) Financing Industrialization (two 
volumes), (Aldershot, UK, and Brookfield, USA: Edward Elgar Publishing, 1992).   

52 Raymond Goldsmith Financial Structure and Development (New Haven: Yale University Press, 1969), 
p. 40.    

53 Stephen Broadberry and Mary O’ Mahony ‘Britain’s 20th century productivity performance in 
international perspective’, chapter 12 in Nick Crafts and others (eds.) Work and Pay in 20th Century 
Britain (Oxford: Oxford University Press, 2007), pp. 301 – 29.  
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54 Economic Outlook (Paris: Organization of Economic Cooperation and Development), December 1996 
issue, p. A68. According to the OECD analysis, the UK was the only leading developed economy to 
achieve an increase in output per unit of capital input in the 1979 – 95 period. 

55 Financial Conduct Authority RBS Group’s treatment of SME customers referred to the Global 
Restructuring Group (report prepared by the Promontory Financial Group, September 2016), section 
4.3.8, p. 155. To quote RBS’s position, “Since 2009 GRG’s financial objective has evolved from adding 
value to the Bank’s bottom line (by minimising losses and maximising recoveries) to greater emphasis 
on capital management by reducing risk-weighted assets and exiting non-core assets.”  

56 Kenneth Arrow ‘The role of securities in the optimal allocation of risk-bearing’ The Review of Economic 
Studies, vol. 31 (1964), no. 2, pp. 91–96, is the standard reference.     

57 Most academic discussions accept that very few banks suffered outright failure in the run-up to the 
Great Recession, but some treatments hint that failure was common and widespread. Consider, for 
example, the title of Darrell Duffie How Big Banks Fail and What To Do about It (Princeton and 
Oxford: Princeton University Press, 2011).   

58 Bernanke noted in his memoirs that the Fed made profits on its loans to organizations which were 
able to repay the loans in full and, on that basis, remained solvent in the crisis period. In his words, 
“although we made thousands of loans to a wide range of borrowers, every penny was repaid, with 
interest – and the Fed, and thus the taxpayers, profited by billions of dollars.” Bernanke The Courage to 
Act, p. 469.  
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