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SUMMARY

Background

· It is painfully clear that the financial crisis is more serious than first appreciated. The effects have not been contained within the financial markets. The availability of mortgage and other credit is being restricted
 and we face the prospect of a severe recession. The scale of the crisis has led to sustained interventions in the markets by policymakers in an attempt to restart lending markets and protect consumers. Various measures have been tried including taking strategic stakes in banks, recapitalisation programmes, mortgage protection schemes, and dramatic reductions in base rates from 5.5% at the end of December 2007 to 2% at the end of December 2008, and to 1.5% by end January 2009. 
· But concerns have been raised about the behaviour of the banks and building societies -  specifically, whether they are passing on the reduction in benchmark rates to borrowers and/ or penalising savers by reducing interest rates on savings accounts by more than cuts in benchmark rates. Therefore, The Financial Inclusion Centre (the Centre) analysed lender’s behaviour to see if concerns are justified.
· The Centre analysed the margins on loans (mortgages, overdrafts and credit cards) and savings products (instant access and notice accounts, cash ISAs, and savings bonds) over 2008 and over the previous 10 years to ensure we had a meaningful comparison to judge lenders’ behaviour. 
· To illustrate the impact of lenders’ behaviour on consumers, we estimated how typical mortgage payments are being affected by margin changes. We also estimated the additional revenue lenders gained during Q4 2008 and will gain during 2009 if lenders do not reduce margins.  

Short term behaviour (Section I)
· Our analysis confirms that margins between loans and benchmark rates (Libor, base rates, and SWAPS rates) have widened significantly (see Table 2). For example, at the end of 2007, the margin between tracker mortgage rates and base rates was 0.7%. By the end of 2008, this had widened to 2.95%. The margin between SVRs and Libor increased from 1.73% to 2.55%, while the margin between fixed rate and SWAPS rates rose from 0.82% to 2.19% over 2008. 
· This has a real impact on borrowers. For example, a borrower with a £150,000 SVR repayment mortgage is paying around £910 a month (based on SVR rates at the end of December 2008). However, if lenders had maintained margins at 2007 levels, the same consumer would now be paying £815 a month – £95 a month less (more examples can be found in Section I).
· Margins on overdrafts and credit cards also rose. The average overdraft rate at the end of 2007 was 17.76%, but rose to 18.05% by the end of 2008 which meant that the margin between overdraft rates and base rates widened from 12.26% to 16.05%. Credit card margins rose from 9.61% to 14.05% over the year.
· However, the picture is more complex with savings. While average savings rates have fallen dramatically (from 2.78% at the end of 2007 to 0.81% at end of 2008 for instant access accounts), base rates and Libor fell by 3.5% and 3.1% respectively. This means that margins on instant access accounts have actually narrowed. The margin between base rates and notice accounts has also fallen from 1.52% to 1.18% over 2008. Although, measured against Libor, notice account margins have increased slightly from 1.97% to 2.01% (see Table 4). So, it might be argued that savers have been cushioned to some degree from cuts in benchmark rates. But, we should point out that margins on some savings accounts had to fall or else the interest rate paid would have fallen to 0%.
· The overall net margins between lending rates and savings rates widened over 2008 (see Table 5). For example, the margin between SVRs and notice accounts rose from 3.70% to 4.56%. The margin between tracker rates and notice accounts has widened from 2.22% to 4.13% over the same period.
Long term results (Section II)
· 2008 was a turbulent year in financial services so we analysed longer term trends in margins to get a more thorough understanding of lenders’ behaviour.  
· Current margins between all the loan products we examined (mortgages, overdrafts and credit cards) and benchmark interest rates (base rates and Libor
) are significantly higher than the 10 year averages (see Table 6). Indeed, the current margins on SVRs, trackers, and overdrafts are the highest they have been in the 10 years we analysed. For example, the current margin between SVR and Libor is 2.55% compared to the 10 year average of 1.62%. The margin between tracker rates and Libor are currently 2.12% compared to the 10 year average of 0.77%. 
· Higher margins have a real impact on borrowers. If current mortgage margins were the same as 10 year averages, the SVR would now be 4.45% rather than 5.38%. A typical borrower with a £150,000 repayment mortgage would be paying £829 a month rather than £910 a month – a difference of £81 a month. 
· The gap is even higher with tracker mortgages. A borrower with a £150,000 repayment tracker mortgage is currently paying around £870 a month. However, if current tracker margins were at the same levels as the 10 year average, the same borrower would now be paying £707 a month – a saving of over £160 a month. 
· Again, the picture is more complex with savings accounts. The current margin between Libor and instant access accounts is 2.02% compared to the 10 year average of 3.17%. The current margin between base rates and notice accounts is 1.18% - lower than the 10 year average of 1.57% (see Table 7). However, measured against Libor, the notice account margin is now 2.0% - higher than the 10 year average of 1.75%. But, overall, it would seem that savers are now being cushioned to some degree from falls in interest rates (although this of course will be no comfort to consumers relying on savings to boost their incomes).
· The current net margins between lending rates and savings rates are significantly higher than the 10 year averages (see Table 8). For example, the SVR–notice account margin is now 4.56% (the highest in 10 years) compared to the 10 year average of 3.38%. Similarly, the tracker-notice account margin is now 4.13% (also the highest in 10 years) compared to the 10 year average of 2.52%. 
· We calculate the net margin across all products (SVR-notice, tracker-notice, fixed rate-instant access etc) is now 0.83% higher than the 10 year average. Reducing current mortgage rates by this figure means that: SVRS could be cut from 5.38% to 4.55%; tracker rates from 4.95% to 4.12%; fixed rates from 4.79% to 3.97%. 
Overall impact on consumers (Section III)

· If lenders reduced their current record margins to the 10 year average level, average mortgage rates could be cut by 0.8% without affecting savings rates. The net effect is that a typical borrower with a £150,000 mortgage could end up saving an extra £850-£1,200 during 2009 through lower mortgage payments (depending on whether they have a repayment or interest only mortgage). Indeed, average mortgage rates could be cut by over 1% and net margins would still be well above the 10 year minimum.  
· That figure provides an estimate of the impact of lender behaviour on a ‘typical’ borrower. However, we have also estimated the additional revenue lenders are generating from increasing net margins and, therefore, the aggregate detriment to UK households.
· We estimate that banks and building societies generated an additional £2 billion in Q4 2008 alone by increasing the margins between loans and savings rates (see Table 9). However, if lenders are able to maintain current net margins throughout 2009, we estimate they will generate an extra £12 billion this year (see Table 10).
Conclusions and recommendations (Section IV)
· This new analysis supports the view that banks and building societies have taken advantage of dramatic cuts in benchmark interest rates to improve net retail margins rather than benefit consumers. The actual detriment to individual consumers and households is already significant (see above). But there is potential for even greater losses over 2009 if lenders do not make meaningful cuts to their mortgage rates and thereby reduce net margins.
· The increase in net margins over 2008 means that, in theory, lenders have plenty of scope to cut mortgage rates further without penalising savers – regardless of Bank of England decisions on interest rates. A further cut in base rates need not be used as an excuse to cut savings rates even further (although savings rates are already so low that it is difficult to see how they could be cut further). If interest rates are cut (or even remain at 1.5%), lenders could reduce mortgage rates by 0.8%, keep savings rates at current levels and still maintain margins at 10 year average levels.
·  However, the reality is not that simple. There is an inherent tension in government and regulatory policy. On the one hand, Government and Bank of England want banks and building societies to treat consumers fairly by maintaining access to lending and pass on interest rate cuts. On the other hand, lenders are expected to rebuild balance sheets. They can do this by adopting a more risk-averse approach to lending and/ or increasing net retail margins – which they have been doing. 
· It is highly unlikely that lenders will willingly and consistently reduce net margins. Lenders have to get used to a new world of lower lending volumes (and less churning of loans). Moreover, additional sources of revenue from high margin products such as payment protection insurance (PPI) and overdraft fees have dried up due to actions by consumer groups and competition authorities. This suggests that lenders will continue to try to extract higher margins on reduced lending volumes. Furthermore, the consolidation in the banking sector means that a handful of major lenders now have a powerful opportunity to exploit their dominant position and impose higher margins on consumers.  
· The Centre’s view is that lenders in their current form cannot meet the competing objectives of behaving more prudently and satisfying shareholder expectations, and maintaining access to affordable loans and paying decent savings rates.
· There are only two realistic options open to policymakers if they want to square the circle ie. ensuring the financial system is stable while promoting financial inclusion and ensuring consumers are treated fairly.
· Banks as utilities: government could treat banking and lending as a universal service obligation and regulate banks as utilities. This would imply regulating retail margins and a public policy requirement to lend to riskier borrowers and maintain access to banking networks. An alternative would be for Government to set down public policy obligations and targets for those banks in which the taxpayer has a stake.
· Alternative banking services: the alternative is for Government to steward the remaining retail banks through the crisis (assuming it ends soon) and allow it to operate as a conventional shareholder-owned, retail banking sector. However, levels of financial exclusion will increase significantly as a result of the crisis. Alternative financial institutions and services need to be developed for lower income/ disadvantaged consumers. This could be done through a number of mechanisms including: underwriting or guaranteeing loans to ‘riskier’ borrowers; massively increasing resources to boost capacity of non-profit financial organisations such as credit unions and CDFIs
; institutional solutions such as reinventing the role of the Post Office with its established infrastructure; new style public/ third sector/ private partnerships
; or creating a mortgage and loans version of National Savings and Investments.
· Regardless of how policymakers address the crisis, three key supporting measures need to be introduced to reform the banking system:
· meaningful transparency and accountability is needed, especially for those banks taxpayers have a stake in. This means reforming the governance of banks and financial legislation so that the public right of access to information takes precedence over commercial interests;

· the time has now come to introduce a UK version of the Community Reinvestment Act (CRA) to ensure the banking system treats vulnerable consumers fairly; and

· retail banking operations should be separated from other activities such as investment banking or institutional fund management (and regulated separately) given the critical role they play in the economy - particularly in relation to the provision of general banking services and credit.                          
INTRODUCTION
The ongoing crisis in the financial system is more serious than first appreciated, nor have the effects been contained within the financial markets. The availability of mortgage and other credit is being restricted
 and we face the onset of a severe recession. 
The Centre expects levels of financial exclusion to grow with increasing numbers of consumers being denied access to fair, affordable financial services and / or exposed to sharp and aggressive practices by unscrupulous financial services providers. 
The scale of the crisis has led to sustained interventions in the markets by policymakers in an attempt to restart lending markets and protect consumers. Various measures have been tried including taking strategic stakes in banks, recapitalisation programmes, and mortgage protection schemes.

The focus of this report, however, is the dramatic reductions in benchmark interest rates by the Bank of England – base rates fell from 5.5% at the end of December 2007 to 2% at the end of December 2008, and to 1.5% by end January 2009. The expectation was that these cuts in benchmark rates would significantly reduce borrowing costs for households. 

Concerns have been raised about the behaviour of the banks and building societies -  specifically, whether they are passing on the reduction in benchmark rates to households and/ or penalising savers by cutting interest rates on deposits more than cuts in benchmark rates. 
Therefore, The Financial Inclusion Centre (The Centre) has analysed the behaviour of the banks and building societies to see whether these concerns are justified. To do this, we compared lenders’ short term behaviour over 2008 (Section I) and longer term trends over the past 10 years (Section II).  
We analysed the margins on loans (mortgages, overdrafts, and credit cards) and savings products (instant access, notice accounts, fixed rate savings bonds and cash ISAs), along with the change in net margins between lending and savings rates. 
To illustrate the impact on households we provide examples of how much consumers are gaining or losing as a result of bank and building societies’ behaviour. We also provide an estimate of the additional interest income banks and building societies gained in Q4 2008 as a result of changes in margins, and how much additional revenue lenders would gain over 2009 if margins remain at current levels (Section III). The analysis is based on published Bank of England data and data from Moneyfacts, the information provider.     

It is important to note that these estimates for additional revenue are not the same as additional net profit. To calculate the net profit figures, we would need to include provisions for loan defaults and other costs. Unfortunately, this data is not readily available. However, the approach we have used does provide a reasonable proxy for the additional revenue lenders are receiving (and, therefore, consumer detriment).
It is also important to note that the analysis is based on average market rates. This, by definition, will disguise quite a wide variation in institutional behaviour. Some lenders are undoubtedly behaving fairly, while others are pursuing more aggressive policies. 
Moreover, it seems reasonable to assume that borrowers in the sub-prime market are exposed to even more aggressive behaviour than in the mainstream markets. However, we are unable to analyse the behaviour of sub-prime lenders due to lack of published data. 
The lack of information in the public domain about the behaviour of lenders is a general problem which needs to be addressed by Government and regulators if consumers (and taxpayers given their stake in lenders) are to be protected. But it is obviously much more of a priority when it comes to the sub-prime market.
We conclude that there is an inherent tension in current Government policy between expecting lenders to rebuild balance sheets and treat consumers fairly. We do not see how banks in their current form can managed this tension without major structural reform (Section IV). 
This report was researched and written by:
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We very much welcome any comments on the report, and look forward to engaging with stakeholders on our findings and recommendations.
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I: SHORT TERM BEHAVIOUR
The Centre’s analysis of the published data supports the view that, as well as restricting availability of credit, lenders have not been passing on the full cut in benchmark rates to borrowers ( see Table 1 and Chart 1, below).
Table 1: change in rates over 2008
	
	Dec 2007

%
	Sept 2008

%
	Dec 2008

%
	Change over Q4 2008 %
	Change over 2008 %

	Base rate
	5.5
	5
	2
	-3
	-3.5

	Libor
	5.95
	6.23
	2.83
	-3.4
	-3.12

	SWAPS
	5.24
	5.26
	2.6
	-2.66
	-2.64

	SVR
	7.68
	6.95
	5.38
	-1.57
	-2.3

	Tracker
	6.2
	6.12
	4.95
	-1.17
	-1.25

	Fixed rate
	6.06
	5.96
	4.79
	-1.17
	-1.27

	Overdraft
	17.76
	18.04
	18.05
	+0.01
	+0.29

	Credit Card
	15.11
	16.13
	16.05
	-0.08
	+0.94


For example, during Q4 2008, base rates were reduced by 3%. The Libor rate fell by 3.4% over the same period. However, the typical SVR fell by only 1.57%, tracker rates fell by 1.17%, with fixed rates falling by 1.17% also. Overdraft rates actually increased slightly, while credit card rates were more or less unchanged.
Table 2: change in margins over 2008

	
	Dec 2007
	Sept 2008
	Dec 2008
	Average 2008

	SVR – base rate
	2.18
	1.95
	3.38
	2.27

	SVR – Libor
	1.73
	0.72
	2.55
	1.46

	Tracker – base rate
	0.7
	1.12
	2.95
	1.47

	Tracker – Libor
	0.25
	-0.11
	2.12
	0.65

	Fixed rate – SWAPS
	0.82
	0.7
	2.19
	0.99

	Overdraft – base rate
	12.26
	13.04
	16.05
	13.17

	Credit card – base rate
	9.61
	11.13
	14.05
	11.19


Cuts in benchmark rates are good news for borrowers. Average mortgage rates have come down which will lead to considerable savings for homeowners. 
A borrower with a £150,000 repayment tracker mortgage would have been paying a rate of 6.2% at the end of December 2007. This would have meant that they would have been paying £985 a month. By the end of 2008, the rate had fallen to 4.95% - a reduction of 1.25%. The monthly payment would have fallen to £873 a month.

However, the Centre wanted to examine whether lenders had been passing on the full cuts in benchmark rates. To do this, we looked at the change in margins between the rates charged to borrowers and the benchmark rates
.  
As Table 2 shows, the margins on each of the main mortgage products we looked at widened by 1% or more over the year. 
Chart 1: Standard variable rates margins
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Chart 1 shows that the margin between mortgage lending rates on SVRs and benchmark rates has widened over the previous year. Most of the increase has come in Q4 when base rates and Libor fell by 3% during the period.
The important thing of course is the impact on borrowers’ household finances. To estimate this, we worked out how much better off in terms of lower mortgage payments households could be if lenders had cut their mortgage rates in line with the reduction in benchmark rates.

At the end of December 2008, the average SVR was 5.38% which means that a borrower with a £150,000 SVR repayment mortgage would be paying around £910 a month (annualised to £10,920 per annum). 
However, if lenders had reduced SVRs in line with benchmark rates (Libor) the SVR at the end of December 2008 would have fallen to 4.28%. Borrowers would be paying £815 a month (annualised to £9,780 per annum). This means that the failure to fully pass on rate cuts could cost households £1,140 over the next year – if lenders maintain margins at current levels.     
A similar picture emerges with tracker mortgages. Tracker mortgages are supposed to track benchmark rates but as Chart 2 shows, this is not the case in practice as margins have widened over 2008.
Chart 2:  Tracker mortgage margins – compared to base rates and Libor
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This will be disappointing for borrowers with tracker mortgages who would expect to see mortgage rates fall in line with benchmark interest rates.  
The average tracker rate at the end of December was 4.95% which means that a borrower with a £150,000 repayment mortgage would pay £873 a month. 
But, the margin between average trackers and base rates had widened over 2008 to 2.95% by the end of December 2008 – compared to an average of 1.47% over the year. 
If lenders had maintained margins at average levels, the average tracker rate at the end of 2008 would have been 3.47% which means that a borrower with a £150,000 repayment mortgage would be paying £748 a month. 
So, if lenders maintain higher margins over 2009, a typical borrower with £150,000 mortgage will pay an extra £125 a month (£1,500 a year). 
The margins on fixed rate mortgages have also widened considerably – in this case we compared the average interest rate charged on a fixed rate mortgage with the SWAPS rate. 
The margin between fixed rates and SWAPS at the end of 2008 was 1.2% higher than the average for 2008. If margins had been maintained at 2008 levels then a borrower moving onto a new 2 year fixed rate deal would pay £100 a month less over 2009 (£1,200 a year).  
Chart 3: Fixed rate mortgage margins – compared to SWAPS rates
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Unsecured loans

The rates charged on credit cards and overdrafts actually rose over the year even though benchmark rates have been slashed. This means the margins on overdraft and credit card rates grew by around 4% (see Chart 2).

The average overdraft rate at the end of December 2007 was 17.76%. This rose to 18.05% by the end of 2008 even though base rates fell from 5.5% to 2% over the year. This meant the margin rose from 12.26% to 16.05%.

Similarly, average credit card rates stood at 15.11% at end of 2007 but rose to 16.05% by end of 2008, meaning the margin rose from 9.61% to 14.05% over the year. 

Chart 4: Unsecured lending margins
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Savings
The other main group of consumers who are affected by cuts in benchmark interest rates are, of course, savers. Indeed, there are many more savers than there are borrowers with mortgages.

This has led to concerns that savers who rely on income from savings to top up their incomes (especially pensioners) are being badly affected by the severe reduction in benchmark interest rates.

And it is the case that average interest rates on instant access and notice accounts have been reduced significantly (see Table 3, below). 

Table 3: changes in savings rates over 2008

	
	Dec 2007

%
	Sept 2008

%
	Dec 2008

%
	Change over Q4 2008 %
	Change over 2008 %

	Base rate
	5.5
	5
	2
	-3
	-3.5

	Libor
	5.95
	6.23
	2.83
	-3.4
	-3.12

	Instant access accounts
	2.78
	2.46
	0.81
	-1.65
	-1.97

	Notice accounts
	3.98
	3.24
	0.82
	-2.42
	-3.16


	Cash ISAs
	5.29
	4.49
	2.09
	-2.4
	-3.2

	Fixed rate bonds
	5.99
	5.88
	3.02
	-2.86
	-2.97


A consumer with £5,000 on deposit in a typical instant access account paying 2.46% at the end of September 2008 would have received £10.25 a month in interest. By the end of December, the typical account was paying just 0.81% which means the interest received would have fallen to £3.38 a month.
The fall in interest rates paid on notice accounts over the fourth quarter 2008 has been even more pronounced. The average rate paid on a notice account at end September 2008 was 3.24% which means that a consumer with £10,000 would have received £27 a month. 
By the end of December 2008, the interest rate paid had fallen to 0.82% (close to the rate paid on instant access accounts), providing savers with under £7 a month.
We should point out that while it is understandable that concerns have been raised about the impact of benchmark rate cuts on savers, nearly half the consumers in the UK have savings worth less than £1,500 – 28% have no savings at all. So, large parts of the population are not affected at all by reductions in savings rates. 
In contrast, the large cuts in benchmark rates have delivered real benefits to households with very expensive mortgages to service. And, while many consumers do not have a mortgage (especially pensioners) the total value of personal debt outstanding is greater than the amount on deposit.
While savings rates have been cut, as we show below (see Table 4 and Chart 4), rates on savings have not fallen by as much as benchmark rates between December 2007 and December 2008. 
Table 4: changes in margins

	
	Dec 2007
	Sept 2008
	Dec 2008
	Average 2008

	Base rate - instant access margin 
	2.72
	2.54
	1.19
	2.40

	Libor – instant access margin
	3.17
	3.77
	2.02
	3.21

	Base rate – notice margin
	1.52
	1.76
	1.18
	1.64

	Libor – notice margin
	1.97
	2.99
	2.01
	2.45

	Libor – cash ISA
	0.66
	1.74
	0.74
	1.04


As the chart below shows, the margins on savings accounts were rising in 2008 but fell dramatically during Q4 2008 when benchmark rates fell by 3%. 
Chart 5: savings account margins
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The net effect is that, although savers are being hit by the cuts in benchmark rates, they have been cushioned to some degree during the last quarter of 2008. However, it may be too charitable to say that this is due to a desire on the part of the banks and building societies to protect savers. The reality is that the same margins could not have been maintained as it would have resulted in savings rates falling to below 0%. 
Overall margins
As the analysis above shows, margins on mortgages and unsecured loans have risen over 2008 while margins on savings products have fallen. However, to get an idea of the impact on consumers at the aggregate level it is necessary to analyse the overall net margins between lending rates and savings rates. To do this, we compared the margins between a range of the key mortgage and savings products.
Table 5: How overall margins have changed

	
	Dec 2007
	Sept 2008
	Dec 2008
	Average 2008

	SVR – notice
	3.70
	3.71
	4.56
	3.91

	Tracker – notice
	2.22
	2.88
	4.13
	3.10

	Fixed rate – notice
	2.08
	2.72
	3.97
	2.89

	SVR – instant access

	4.90
	4.49
	4.57
	4.67

	Tracker instant access
	3.42
	3.66
	4.14
	3.87

	Fixed rate – instant access
	3.28
	3.50
	3.98
	3.65

	Fixed rate – savings bonds
	0.07
	0.08
	1.07
	0.59


As Table 5 shows, overall margins at the end of 2008 were significantly higher than at the end of 2007. This means that, although margins on some savings products have fallen, this is more than offset by the increase in margins on mortgages. Chart 5 shows the trend in tracker, SVR, and fixed rate mortgages over the course of 2008.
Chart 6: Overall margins 2008
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II. LONGER TERM TRENDS
2008 has been a rather turbulent year in financial markets so we also analysed the longer term trends in margins to get a more comprehensive understanding of bank and building society behaviour.

To do this, we calculated the average margins along with the highest and lowest margins over the previous 10 years (to the end of December 2008).
Mortgages and unsecured loans

As Table 6 shows, the margins on lending products as at the end of December 2008 are significantly much higher than the average for the 10 year period. 

Indeed, for mortgages and overdrafts the current margins are the highest they have been over that period.  On credit cards, the current margin is well above the 10 year average – although below the highest level.
Table 6: Mortgage and unsecured credit – benchmark rate margins
	
	Dec 2008
	10 yr max
	10 year avg.
	10 yr min

	SVR – base rate
	3.38
	3.38
	1.80
	1.35

	SVR – Libor
	2.55
	2.55
	1.62
	0.72

	Tracker – base rate
	2.95
	2.95
	0.95
	0.47

	Tracker – Libor
	2.12
	2.12
	0.77
	-0.28

	Overdraft – base rate
	16.05
	16.05
	11.87
	9.85

	Credit card – base rate
	14.05
	16.67
	11.97
	9.24


The current margin between the average SVR and Libor is 2.55% - 0.93% higher than the 10 year average of 1.62%. If the current SVR–Libor margin was the same as the 10 year average then the current SVR would be 4.45% rather than 5.38%. In practice, what this means is that a borrower with a £150,000 repayment mortgage would be paying £829 a month (annualised to £9,948 a year) rather than the current £910 a month (£10,920 a year). Unless margins fall, borrowers could pay an extra £1,000 in 2009.
Chart 7: Longer term SVR – benchmark rate margins
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The gap is even wider for tracker mortgages. The current tracker–base rate margin is 2.95% - this is a full 2% higher than the 10 year average margin of 0.95%. If the current tracker-base rate margin was the same as the 10 year average the current average tracker rate would have fallen to just 2.95%. 
If that was the case, a borrower with a £150,000 repayment mortgage would be paying £707 a month (£8,484 a year) rather than the £873 (£10,476 a year) they are paying.    
Chart 8: Longer term tracker – benchmark rate margins

[image: image9.emf]Tracker - base rate/ Libor margins 10 years

-0.5

0

0.5

1

1.5

2

2.5

3

3.5

Dec-98

Mar-99

Jun-99 Sep-99 Dec-99

Mar-00

Jun-00 Sep-00 Dec-00

Mar-01

Jun-01 Sep-01 Dec-01

Mar-02

Jun-02 Sep-02 Dec-02

Mar-03

Jun-03 Sep-03 Dec-03

Mar-04

Jun-04 Sep-04 Dec-04

Mar-05

Jun-05 Sep-05 Dec-05

Mar-06

Jun-06 Sep-06 Dec-06

Mar-07

Jun-07 Sep-07 Dec-07

Mar-08

Jun-08 Sep-08 Dec-08

Tracker - base rate margin Tracker - base rate 3mth mov avg Tracker - Libor margin Tracker - Libor 3mth mov avg


Margins between mortgage and benchmark rates can be volatile due to time lags between the announcement of benchmark rate changes and implementation of those cuts by lenders. However, even allowing for time lags, it is clear that mortgages would need to be reduced significantly to restore margins to their long term average level. 
Unsecured lending

As Chart 8 shows, margins on unsecured loans have been on a clear upward trend over the past year. 
Overdraft margins, at 16.05% over base rate are the highest they have been over the past ten years.
Credit card margins, at 14.05% over base rates, are over 2% higher than the 10 year average – although they are below the maximum level of 16.7% over base rate.   

Chart 9: Longer term unsecured lending margins
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Savings accounts

The picture is more complicated with savings accounts margins. The margin between Libor and the average instant access account at the end of December 2008 was 2.02% compared to the 10 year average of 3.17% - that is 1.15% lower. 
Indeed, the current instant access margin is the lowest it has been over the past 10 years.

However, given that the average instant access rate at the end of December 2008 was 0.82%, savings margins had to narrow or else rates would have fallen to 0%.
The current margin between Libor and the average notice account rate is 2.01% which is higher than the 10 year average of 1.75%. Banks and building societies could increase rates on notice accounts by 0.25% and still maintain margins at long term levels. 

Similarly, the margin between Libor and cash ISAs was 0.74% at end of December 2008 compared to the 10 year average of 0.15%.

Table 7: savings accounts – benchmark rate margins

	
	Dec 2008
	10 yr max
	10 year avg.
	10 yr min

	Base rate - instant access
	1.19
	3.77
	2.99
	1.19

	Libor – instant access
	2.02
	4.04
	3.17
	2.02

	Base rate – notice margin
	1.18
	2.01
	1.57
	0.70

	Libor – notice margin
	2.01
	2.99
	1.75
	0.91

	Libor – cash ISA
	0.74
	1.74
	0.15
	-1.17


As Chart 4, and Chart 9 below shows, savers have been cushioned to a degree from the large reduction in benchmark rates in Q4 2008. However, it would appear that margins on savings accounts, with the exception of instant access accounts, have been trending upwards over the past ten years. It may well be that banks and building societies are taking advantage of consumer inertia to increase margins on notice accounts and cash ISAs whereas they face more competition on instant access accounts due to comparative ease with which consumers can switch. 
Chart 10: Longer term savings account margins 
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Overall margins

The overall margins between the main mortgage products and savings products have widened.  Indeed, the margins between SVR, tracker, and fixed rate mortgages and notice accounts at the end of 2008 were the highest they have been in the previous 10 years.

Table 8: Change in overall margins

	
	Dec 2008
	10 yr max
	10 year avg.
	10 yr min

	SVR – notice
	4.56
	4.56
	3.38
	2.84

	Tracker – notice
	4.13
	4.13
	2.52
	2.03

	Fixed rate – notice
	3.97
	3.97
	2.17
	1.23

	SVR – instant access


	4.57
	5.39
	4.80
	4.49

	Tracker instant access
	4.14
	4.77
	3.94
	3.22

	Fixed rate – instant access
	3.98
	4.69
	3.59
	2.55

	Fixed rate – savings bond
	1.07
	1.07
	0.43
	-0.22


The SVR-notice margin at end of 2008 was around 1.2% higher than the 10 year average margin, while the tracker/ notice margin was 1.6% higher, with fixed rate- notice margin 1.8% higher than the average. 
If banks and building societies kept margins at 10 year average, mortgage rates could be cut even further than they have been, or savings rates maintained at a higher level.

Looking at the increase in margins in Chart 10, the implication is that banks and building societies are using the reduction in benchmark interest rates to increase net interest income received (broadly defined as difference between interest received on retail lending minus interest paid on retail savings accounts). This is obviously detrimental for consumers as mortgage rates could have been reduced even further or savings rates maintained at a higher level.
Chart 11: Longer term mortgage – savings account margins 
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In Section IV, we go onto estimate how much additional net interest income banks and building societies could be making as a result of widening margins on retail lending and savings products – and, by implication, how much this could be costing UK households.  

III. OVERALL IMPACT ON CONSUMERS
The previous sections show that margins between lending and savings have increased compared to December 2007 and the 10 year average. However, this does not tell us what the overall impact will be on households, or the additional revenue banks and building societies earn from higher margins.

It is difficult to calculate with precision the actual profits lenders are making on retail banking during the current crisis. That would require access to total group net interest margins, and provisions lenders are making for loan defaults – this data is not readily available. But, analysing the change in overall margins allows us to estimate broadly the increase in lenders income.

Methodology

To estimate net interest margins and income, we calculated the weighted average interest rates applying to aggregate lending and savings. This was done by obtaining latest estimates for the amount held in the main mortgage and unsecured lending products (fixed rate, tracker and SVR) and retail savings products (instant access, notice accounts, cash ISAs, and savings bonds), and applying the average interest rates for each product (based on Bank of England data). 

We have produced two different sets of analyses. The first table provides an estimate of the additional revenue banks and building societies have received in Q4 2008 by not passing on rate cuts. We do this by comparing the average margins applied in Q4 2008 compared to the 10 year average margins. 

The second table provides an estimate of the additional revenue lenders would receive over 2009 – assuming margins in 2009 are maintained at current levels. 

Caveats

It is important to note that this is a fairly rough estimate of net interest margins and revenue. We have only been able to include publicly available information on mortgage, unsecured lending and savings products. We have had to make some fairly rough estimates of the proportion of mortgages held in fixed rate, SVR and tracker mortgages, and instant access and notice accounts, cash ISAs, and savings bonds. However, it does not materially affect the estimates for net interest income.

Moreover, we do not include additional revenue such as mortgage arrangement fees or profit/ loss from other product lines such as current accounts, insurances. However, on the other hand, we do not include provisions for bad debt which would reduce the net profit. 

Therefore, we stress that we are not able to calculate the total actual profits for retail banks and building societies. However, we are confident that the methodology used allows a reasonable estimate of the increase in revenue lenders will receive over 2009 if margins remain at current levels, and by definition, the ‘loss’ made by savers and borrowers.

Table 9: estimates of net interest margins and income for Q4 2008
	
	Value

£bn
	Q4 2008 3mth average rates
	Adjusted for 10 year average margins

	
	
	Average rate

%
	Interest received/ paid

£bn
	Average rate

%
	Interest received/ paid

£bn

	Mortgages

Fixed rate

Tracker

SVR

Unsecured lending

Overdrafts

Credit cards

Total lending
 
	1,200

576

372

252

38

10

28

1,258
	5.65

5.24
5.92
6.21
16.58

18.05

16.05

5.99


	17
1.6
19
	5.08
4.70
5.07
5.93
15.11
15.04
15.14
5.39
	15
1
17

	Retail deposits

Inst. access

Notice 

Cash ISAs

Bonds
	1,000

380

380

14

10


	2.30

1.63
2.05
3.43
4.22

	6

	
	

	Net margin/ revenue

‘Loss’ to consumers in Q4 2008

	
	3.70%
	13

	3.08%
	11
@£2bn


What Table 9 shows
In order to estimate the additional revenue, we calculated:

· the overall net interest margins and interest income banks and building societies received in Q4 2008;
· the overall net interest margins and interest income banks and building societies would have received in Q4 2008 if overall margins had been maintained at 10 year average levels;
· the additional revenue banks and building societies received by not reducing lending rates – this is the loss to consumers.

We estimate that banks and building societies received around £13bn in net income in Q4 2008. However, if lenders had reduced mortgage rates so that margins were maintained at 10 year average levels, they would have received £11 bn. The loss to consumers, therefore, we estimate is in the region of £2bn.
Table 10: estimates of net interest margins and income over 2009
	
	Value

£bn
	Current rates (end 2008)
	Based on end 2007 margins
	Based on 10 year average margins

	
	
	Average rate

%
	Interest received/ paid
£bn
	Average rate

%
	Interest received/ paid

£bn
	Average rate

%
	Interest received/ paid

£bn

	Mortgages

Fixed rate

Tracker

SVR

Unsecured lending

Overdrafts

Credit cards

Total lending
 
	1,200
576

372

252

38

10

28

1,258
	4.96

4.79

4.95

5.38

16.58

18.05

16.05

5.32


	60
6

66
	3.9
3.45

3.64

5.12

12.32

14.26

11.61

4.1

	46
5

51
	4.0
3.67

4.05

4.91

13.94

13.87

13.97

4.4
	49
5

54

	Retail deposits

Inst. access

Notice 
Cash ISAs

Bonds
	1,000
380

380

14

10


	1.22

0.81
0.82

2.09

3.02


	12

	
	
	
	

	Net margin/ revenue

‘Loss’ to consumers in 2009


	
	4.1%
	54

	2.9
	39
£15bn
	3.1
	42
£12bn


What Table 10 shows
In order to estimate the additional revenue, we calculated:

· the overall net interest margins and interest income banks and building societies would receive over 2009 – assuming that margins remain at current levels (based on end 2008 margins);

· the overall net interest margins and interest income that would be received if margins were reduced the level of one year ago (end 2007) and reduced to long term average;

· the increased ‘profit’ banks and building societies will make over 2009 if they do not reduce net margins either by reducing mortgage rates further or paying higher interest rates on deposits. 

We estimate that the net result is that if margins are maintained at end 2008 levels banks and building societies will generate around £54bn in net interest income over 2009. 

However, if margins had been maintained at end 2007 levels, the net interest income on the same basket of products would be in the region of £39 bn - £15bn lower. 
If margins in 2009 are reduced and maintained at 10 year average levels (perhaps a fairer comparison), then the net interest income on the basket of products would be £42 billion - £12bn lower. 
IV. SUMMARY AND CONCLUSIONS
This new analysis supports the suspicions of many commentators – that consumers are being penalised by the behaviour of banks and building societies who are taking advantage of the reduction in benchmark interest rates to increase retail margins. 
Individual borrowers are badly affected, while savers have been cushioned to some degree as the full cut in rates in certain cases have not been passed onto them. 
At an aggregate level, we calculate that the overall loss to consumers has been around £2bn in Q4 2008. The position would deteriorate if current margins are maintained over 2009 – the loss would be in the region of £12-15 bn.

The increase in margins we have identified means that banks and building societies have, in theory, the scope to: 
· further reduce mortgage rates which would lead to considerable monthly savings for borrowers; 
· raise the rates paid on savings accounts; or 
· share the benefits between borrowers and savers. 
Clearly, it would be desirable from the consumer perspective for banks and building societies to operate on lower margins. Consumers with mortgages would particularly benefit if their monthly payments were reduced even further as this would allow them the opportunity to build up a financial cushion to protect themselves from the effects of the recession, or reduce existing debts.

However, it is not as simple as that in practice. The extent to which consumers are being penalised by banks and building societies depends on your view on how lenders should behave in the current financial climate. 
There is an inherent tension in governmental and regulatory policy at the moment. On the one hand, Government and Bank of England want banks and building societies to lend to consumers and to pass on cuts in benchmark rates – but, as we show, the evidence suggests that lenders are not passing on the full cuts in rates to the detriment of borrowers. 
On the other hand, regulators are keen to see lenders rebuild their balance sheets and ensure that they have prudent reserves to deal with future losses.  Lenders can do this by taking a more risk-averse approach to lending and/or increase the margins between savings and loans products.
Lenders are indeed following both strategies. Lenders are being more risk averse and reducing the availability of credit
. The result will be greater numbers of consumers denied access to affordable credit and a growth in financial exclusion. 
And, as we show in this report, lenders appear to be significantly increasing margins on lending and overall net margins. Borrowers are paying more on their mortgage payments than they need to while savers (who to be fair have been cushioned to some degree) could be protected even further if banks operated on lower net margins.
So we face a dilemma. Even though the intentions behind the policy of increasing margins may seem prudent and sensible given the previous excesses that caused the financial crisis, there is no question that consumers are being penalised as a result of this behaviour. 
However, it seems unlikely that lenders will voluntarily operate on lower net margins. During the boom years, mortgage and unsecured lending was a high volume business where huge growths in new business or churning of existing debt compensated for comparatively lower margins. 

Moreover, lenders had grown used to high margins on other products such as payment protection insurance and overdraft fees. But even this source of revenue has been severely reduced because of actions taken by consumer groups and the Competition Commission. 

Lenders will have to get used to a new world of reduced lending volumes - at least for the foreseeable future - and if they are expected to maintain retail profit margins then this implies that net margins will be higher unless action is taken to force lenders to pass on the full reductions in benchmark rates.
Furthermore, the consolidation that has happened in the banking sector gives rise to real concerns about competition in the mortgage market. The handful of major lenders that remain will be in a powerful position to exploit their dominant position and impose higher margins on consumers.  
What we are not able to judge is whether lenders are exploiting the vast sums of state funds made available to provide support (for example, the £185 bn provided to banks under the Special Liquidity Scheme since April 2008) to increase profits rather than benefit consumers and industry. But this clearly needs to be investigated by Government and regulatory authorities to ensure lenders are being held accountable. 

But this comes back to the critical questions: what role do we envisage for the banks and building societies; and, what behaviour do we expect of them in this new financial services environment?

It is difficult to see how banks and building societies in their current form can:

· treat borrowers and savers fairly by maintaining access to fair, affordable loans
 and pay decent savings rates; and 
· repair their balance sheets and act more prudently.  

The Centre believes that there are only two realistic options open to policymakers to square the circle and promote financial stability and ensure that consumers are treated fairly/ promote financial inclusion.
1) Banks as utilities: government could treat banking and lending as a universal service obligation and regulate banks as if they are utilities. Banks retail margins would be regulated and they would be forced to lend a proportion of assets to ‘riskier’ borrowers and maintain access to banking networks at affordable prices. An alternative to this would be for government to set down annual performance targets for banks with regards to loans – particularly for those banks in which the taxpayer has a stake.  
2) Alternative banking services: the alternative would be to steward the remaining retail banking sector through the crisis and, once the crisis ends (assuming it does end at some stage), allow it to operate as a conventional shareholder-owned, commercial, retail banking sector. 
However, the implication of this would be that the retail banking sector would meet the needs of those consumers who are profitable and/ or considered to be a lower risk. 
Therefore, alternative financial institutions and services would need to be developed for lower income/ disadvantaged consumers. There are a number of mechanisms for doing this including:

· underwriting: government could underwrite loans to ‘riskier’ borrowers, or provide loan guarantee schemes;
· ‘national’ bank options: Government could lend directly through the banks taxpayers have a stake in, or create national lending banks built around existing infrastructure and institutions;
· alternative financial institutions: Government could increase the financial resources available to non-profit lenders. Governments and other public authorities would have to develop institutional funding mechanisms and cross-subsidise third sector organisations to provide access to financial services to excluded consumers. Possible solutions could include institutional solutions such as reinventing the role of the Post Office which has an established infrastructure; boosting the capacity of third sector organisations such as CDFIs and credit unions; new style public/third sector/ private partnerships to meet needs of excluded consumers
; or even more radically, a mortgage and loans version of National Savings and Investment.

We are still developing our policies but wanted to raise these as possible options given the scale of the current crisis and the certain growth in financial exclusion. However, regardless of which approach policymakers adopt, there are three key supporting measures which need to be introduced to reform the banking system. 

· greater transparency and accountability is needed, especially for those banks taxpayers have a stake in. This means reforming the governance of banks and financial legislation so that the public right of access to information takes precedence over commercial interests. Dedicated public interest representatives need to be appointed to the main boards of banks;
· the time has now come to introduce a UK version of the Community Reinvestment Act (CRA) to ensure the banking system treats vulnerable consumers fairly; and
· moreover, banks play such a critical role in the functioning of the economy - particularly in relation to the provision of general banking services and credit -  that retail banking operations should be separated from other activities such as investment banking or institutional fund management.
The Financial Inclusion Centre
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� See Bank of England, Credit Conditions Survey, Q4 2008


� uunfortunately, we did not have access to ten years worth of SWAPS rates


� Community Development Finance Institutions


� For example, the Centre is developing the concept of Social Investment Bonds as a low risk mechanism for channelling private sector social investment capital into community based lenders. 


� See Bank of England, Credit Conditions Survey, Q4 2008


� It is important to note that the cost of funding mortgages is a complex figure to establish but looking at the margins does provide a reasonable proxy to allow us to gauge lenders behaviour.


� All rates are from Bank of England (see http://www.bankofengland.co.uk/statistics/index.htm under ‘Average quoted household interest rates)


� Excludes personal loans


� Weighted average of mortgage rates


� Weighted average of overdraft and credit card rates


� Weighted average of mortgage/ overdraft and credit card rates


� Please note we have assumed that the amount on deposit is evenly split between instant access and notice accounts.


� Weighted average of instant access, notice, cash ISA, and savings bonds rates


� All rates are from Bank of England (see http://www.bankofengland.co.uk/statistics/index.htm under ‘Average quoted household interest rates)


� Excludes personal loans


� Weighted average of mortgage rates


� Weighted average of overdraft and credit card rates


� Weighted average of mortgage/ overdraft and credit card rates


� Please note we have assumed that the amount on deposit is evenly split between instant access and notice accounts.


� Weighted average of instant access, notice, cash ISA, and savings bonds rates


� see for example, the Bank of England Credit Conditions Survey, Q4 2008


� especially to consumers who are considered to be a higher risk if we to avoid levels of financial exclusion growing even further


� For example, The Centre is developing the concept of Social Investment Bonds as a low risk method for channelling private sector social investment capital into community based lenders.  
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