
The Conservative Position on Northern Rock

On January 20th  2008, the Conservatives proposed a package of banking
reforms which included the provision of new pre-emptive powers for the Bank of
England to deal with failing banks.

This model, described as Bank of England led reconstruction, could be applied to
the Northern Rock crisis.

This document provides a brief outline of how the package would work and why it
is preferable to nationalisation.

1) A Bank of England led reconstruction of Northern Rock

Procedure

a. Instead of nationalising Northern Rock and taking the bank into public
ownership, new legislation would allow the Bank of England to apply to the courts
to be appointed a “Special Protective Administrator” of Northern Rock.

b. The Bank of England would then appoint new management, who would have
the freedom to act without pressure from shareholders to manage the bank to
pay back creditors, including the taxpayer. Retail depositors would continue to be
able to access their money as at present, and the Government guarantee would
continue.

c. As in a conventional administration, the shareholders' rights would be
suspended, so shareholders would have a claim on any remaining value once
the interests of taxpayers and other creditors had been protected, and
shareholders and creditors would be able to appeal to the courts if they believed
they had suffered unfair harm.

Not a fire sale of assets

The proposed new powers would not lead to a fire sale of assets, since the Bank
of England’s goal would be to maximise the value of Northern Rock and to
safeguard the interests of creditors, including the taxpayer. Bank-led
reconstruction would include Northern Rock subsidiaries within the administration
procedures, to prevent the appointment of the Bank of England as Special
Protective Administrator from triggering automatic default provisions in contracts,
similar to the provisions in the US Chapter 11 rules. This would prevent the
automatic winding up of any off-balance sheet vehicles such as Granite.



Not the same as liquidation

i) A Bank of England led reconstruction would not be the same as liquidation.
Liquidation means that a company will be wound up and dissolved.
Administration has a completely different purpose, which is to secure the rescue
of a company.  The law states that the first purpose of administration is to rescue
the company as a going concern. If that is not possible then the purpose of
administration is secure the best deal for creditors.

ii) The Government’s own guidance notes on the procedure say: “The first
objective of the administrator must be to consider rescuing the company.  This
means rescuing the company as a going concern with all or most of its
businesses intact – it does not mean ending up with the legal shell of the
company.  This new emphasis on company rescue in administration will help to
ensure that viable companies are preserved and jobs are safeguarded”
(Government Insolvency Service, Administration Guidance Notes).

iii) Administration has been used successfully to maximise the value of many
companies that have found themselves in difficulties, with examples including
Canary Wharf and Chancery Bank. More famously, many football clubs have
also been put into administration only to re-emerge as successful clubs,
Portsmouth being a well known example.

2) Why Bank of England led reconstruction is preferable to nationalisation

i) Only £55bn of taxpayers money would be at risk, not £110bn. By taking on
Northern Rock’s entire mortgage book and pension deficit, nationalisation not
only doubles the liability but is likely entrench the exposure for years to come.
The central goal must be to reduce risk for the taxpayer and nationalisation does
the opposite.

ii) Under nationalisation, every liability of Northern Rock becomes the taxpayers'
liability. So taxpayers' money is at risk until every liability is paid off - including for
example the securitised mortgage book, the wholesale deposits, and the Medium
Term Notes. Under a Bank-led reconstruction, paying back the taxpayer would
come before other liabilities, like for example the appx. £7bn Medium Term
Notes. These notes should never have been guaranteed in the first place,
because the note-holders cannot withdraw their cash before the term - up to
seven years - expires. Losses would first rightly be borne not by the taxpayer but
by investors such as the Medium Term Noteholders, who made investments
knowing they may lose out.

iii)  Nationalisation risks further damage to the UK banking sector. Under



nationalisation, Alistair Darling wants to run Northern Rock as “business as
usual”. But if the Government tries to compete with other retail banks, it is in
danger of damaging still further the UK banking sector. Under Bank led
reconstruction, there would be no pretence of business as usual.

iv) Politicians would not be in charge. Nationalisation puts control of Northern
Rock in the hands of the very politicians whose dithering and indecision has
caused so much damage so far. Under Bank-led reconstruction, the Bank of
England, not Alistair Darling and Gordon Brown, would be in charge of the bank,
so taxpayers interest would be put before political interests of the Labour Party.
Although Ron Sandler would have "commercial control", Gordon Brown would
retain political control.

v)  Shareholders would not be able to take the Government to court, as the whole
process would be put through the courts. Under a Bank-led reconstruction, the
Bank would be appointed by the Court, giving it the legal power to run Northern
Rock as Special Protective Administrator under the protection of the court, in the
interest of creditors. Under nationalisation, we can expect expensive and
prolonged legal battles - already being threatened by the shareholders - as the
shareholders rights would be suspended while Northern Rock was in
administration.

vi) The reputation of the UK as a centre of global finance would not take the
further hit that will result from nationalisation of major bank. As Goldman Sachs,
the government’s own advisers said, the Northern Rock crisis has “badly dented
the UK's reputation for being the world's pre-eminent financial centre”.


