RESPONSE FROM THE COURT OF THE BANK TO THE RECOMMENDATIONS
MADE BY THE TREASURY COMMITTEE AND JOINT COMMITTEE ON THE
DRAFT FINANCIAL SERVICES BILL ON THE ACCOUNTABILITY OF THE BANK
OF ENGLAND

Key points

o The new responsibilities for the Bank of England in the area of financial stability will need to
be accompanied by new accountability mechanisms. As with the mechanisms for monetary
policy, at the centre of these should be direct accountability to parliament through the

Treasury Committee.

o Building on the recommendations of the Treasury and Joint Committees, we propose that this
is supplemented by establishing an Oversight Committee, with direct access to the

policymaking processes and papers in the Bank, and formed of non-executive directors.

o The role of this Committee should be to assess whether the processes employed in making
financial stability policy decisions have considered a full range of options and have taken
reasonable account of the relevant information, analysis (including of the lessons from the

past), differing views amongst policymakers, and challenges from outside the Bank.

e The Oversight Committee should also commission reviews from experts outside the Bank of
the performance of the Bank's financial stability policymakers. These reviews would
recommend lessons for them. And the Oversight Committee would assess the Bank’s

response to those recommendations.

e The Bank’s financial stability role gives it operational responsibility for managing a financial
crisis. All decisions in a crisis involving public funds, regardless of the amount, are however,
for the Chancellor. So the forthcoming crisis management Memorandum of Understanding
between the Bank and the Treasury should establish a clear framework for co-ordination. It
should also establish a power for the Chancellor, when public funds are at risk and there is a

serious threat to financial stability. to direct the use of the Bank’s tools of crisis management.

e We support the Treasury Committee’s recommendation that future Governors of the Bank

should be appointed for a single eight-year term.



BACKGROUND TO OUR RESPONSE
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The proposals set out in the Government’s Financial Services Bill envisage major new roles
and responsibilities for the Bank of England, and it is accepted that with those new powers
must come new, stronger forms of accountability and governance. The Bank must be able to
demonstrate to Parliament and the wider public that it has the expertise required to carry out
those tasks, has been reasonable and proportionate in the decisions it has taken, and is subject
to regular and searching democratic scrutiny. So we, the Court of the Bank, welcome the
recommendations from both the Treasury Committee and Joint Committee on the draft
Financial Services Bill regarding the governance and accountability arrangements of the

Bank of England.

The Bank faced a similar challenge in the 1990s when it was asked to take operational
responsibility for monetary policy. Legitimate concerns were raised at that time about
whether it was appropriate to delegate such significant powers to the Bank. In response, the
Bank played a leading role in helping to establish a framework for accountability that has
over time delivered substantial assurance to Parliament, to the public and to the financial
markets. The Treasury Committee concluded that the accountability processes for monetary
policy, built around published minutes, individual votes, regular evidence sessions at the
Treasury Committee and pre-appointment hearings, showed that it is possible to create
effective accountability structures while at the same time removing politicians from day-to-
day decisions™. We aspire to put in place a framework to support the Bank’s financial

stability responsibilities that can be judged as positively.

The defining feature of the accountability mechanism for the Monetary Policy Committee
(MPC) is that the Committee as a whole, and its individual members, are held to account by
the Treasury Committee at regular evidence sessions. We hope that accountability to
Parliament through regular appearances before the Treasury Committee will form the core of
the mechanism for accountability in financial stability policy. Ultimately, only Parliament
can evaluate whether the policy decisions made by the Bank are aligned with the wishes of
the electorate. So it is important that the structures of, and processes around, financial

stability policymaking allow that. But there are important differences between monetary

' Treasury Committee (2011), “Accountability of the Bank of England”, paragraph 29.
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policy and financial stability policy, and these pose a challenge to designing the appropriate

accountability mechanism.

Monetary policy decisions are made regularly and generally monthly: the set of policy
instruments is very small; the information on which they are based is in the public domain;
policy decisions are made public immediately; and there is a single objective against which
outcomes can be judged — the inflation target. This abundance of information means that it is
possible for a group outside the Bank — the Treasury Committee — to give effective challenge

and questioning to individual monetary policymakers.

Financial stability policy is different. Even excluding the Prudential Regulation Authority
(PRA), which will be a subsidiary, the Bank will be responsible for a wide range of policy
instruments including macroprudential policy, regulation of systemically important financial
infrastructure, use of the Bank’s balance sheet, and the operation of the Special Resolution
Regime. Although, for macroprudential policy, it is expected that the Financial Policy
Committee (FPC) will meet on a fixed timetable, many other financial stability policy
decisions not taken by the FPC, covering the Special Resolution Regime, infrastructure
regulation and the Bank’s balance sheet, must often be made irregularly and sometimes in a
crisis situation. They must on occasion remain undisclosed for a time after they are made and
can often be based on information that will remain undisclosed for some time. Moreover,
although the FPC will publish, and report against, indicators of financial stability, there is no

fixed quantitative objective against which to measure performance.

Together, these differences will make it more difficult for an authority outside the Bank, like
the Treasury Committee, to challenge and question individual financial stability
policymakers. Because of this, Court is of the view that an Oversight Committee for
financial stability is needed within the Bank to supplement the direct accountability of the

Bank to the Treasury Committee.

Finally, the Bank’s role gives it operational responsibility for managing a financial crisis.
Some policy decisions in a financial crisis will, however, have implications for public funds.
Those decisions, no matter how small the amount, must be made by the Chancellor, so a clear
framework for co-ordination between the Bank and the Treasury in a financial crisis will be
required. And in a fast-moving situation where there is a serious threat to financial stability
and public funds are at risk, it is important that the Chancellor has a power to direct the Bank
in the use of its tools of crisis management. These tools are: the provision of liquidity

support, and the operation of the Special Resolution Regime. A clear framework for co-



operation and a direction power will be encapsulated in the forthcoming crisis management

Memorandum of Understanding (MoU) between the Bank and Treasury.

8 Direct accountability to the Treasury Committee, a new Oversight Committee for financial
stability, and the Crisis Management MoU, form the core of our proposed framework for
accountability in financial stability policy. The first two sections of this paper, on the
Oversight Committee and on crisis management, describe these in more detail. In doing so,
we note where we agree with, and occasionally differ from, the recommendations of the

Treasury Committee and the Joint Committee on the draft Financial Services Bill.

9 The final three sections, on the Court of the Bank of England, the role of the FPC, and on
appointments and conflicts of interest, respond to the recommendations of the parliamentary

committees in these other areas.

AN OVERSIGHT COMMITTEE FOR FINANCIAL STABILITY

10 The Treasury and Joint Committees recommended that Court, renamed as a *Supervisory
Board’, should oversee the Bank’s policy functions. We consider a unitary board, like Court,
composed of both executive and non-executive directors, to be the best structure for dealing
with the governance and management of the Bank. But for conflict of interest reasons, it is
our view that oversight of the Bank’s processes is best performed by non-executive directors.
We therefore propose to create an Oversight Committee for financial stability that does not
include Bank financial stability policymakers, such as the Governors, although they may be
invited to contribute to its meetings. This Oversight Committee would be a sub-committee
of, and have its detailed terms of reference determined by, Court. And its members and

chairman would be appointed by the Nominations Committee of Court.
Remit

11 Court’s view is that the Oversight Committee’s remit should cover the processes around: the
FPC; the Bank’s regulation of systemically important financial infrastructure; the use of the
Bank’s balance sheet for financial stability purposes; the Special Resolution Unit; and the

links between the PRA and these functions.

12 The Oversight Committee should be responsible for assessing whether the processes
employed in making policy decisions in these areas can be reasonably judged to have

considered a full range of options and to have taken account of the relevant information,



analysis (including of the lessons from the past), differing views amongst policymakers, and

challenges from outside the Bank.

13 It is vital that the Oversight Committee does not seek to second guess the decisions of
policymakers themselves. The passing of such judgements could threaten the relationship of
trust that is necessary between policymakers and the Oversight Committee. Were the
Oversight Committee to be seen to ‘take sides’ in the policy debate, those policymakers from
whom it differed would be less likely to trust as independent its judgement of whether proper
processes were followed. And if the Oversight Committee can give assurance that the
processes followed took proper account of the relevant information, options and challenges,
there would be little to be gained from knowing whether its members differed from the

policymakers in their resulting policy judgement.
Commissioning of external reviews

14 Building on the recommendations of the Treasury Committee we do, however, think that the
Oversight Committee should commission periodic reviews of policymaking performance
from expert authorities outside the Bank. Such reviews would consider in detail specific
periods or issues in financial stability policy. They could cover both the processes followed
in making the decisions as well as, with the benefit of some hindsight, the merits of the
decisions themselves. An obvious example of the sort of body to provide assessment would
be the International Monetary Fund (IMF). The main output would be recommended lessons

about the way policymakers had gone about their functions.

15 The purpose of such reviews would be to supplement the role of external members of policy
committees in bringing outside challenge and ideas into the Bank’s financial stability
policymaking. The reviews would allow the Oversight Committee to challenge the Bank to
consider fully in its policymaking processes the lessons from particular episodes or issues.
The Oversight Committee would assess whether the Bank had properly thought through and

responded to the conclusions of the reviews that it had commissioned.

16 Court’s view is that the Oversight Committee should decide when and how to commission
such reviews and that those reviews should take place no less than one year after the period
being reviewed. The terms of reference of such reviews would be made available to the
Treasury and Treasury Committee and, once completed. the reviews would be made available

to them. Our strong presumption is that the reviews would also be made public.



Reporting
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Whether or not the Oversight Committee has chosen to commission any external reviews, it
would produce a regular annual report on its work. That report would cover the Committee’s
assessment of the processes followed to reach financial stability policy decisions, and its

assessment of the way the Bank had responded to any external reviews it had commissioned.

That report would be published as part of the Bank’s own Annual Report. We expect that the
Treasury Committee would wish to question members of the Oversight Committee on it. So
we expect members of the Oversight Committee to give evidence to the Treasury Committee

as least once a year.

The impact of the Oversight Committee will be strengthened if it conducts its business in a
transparent way. As a sub-committee of Court, the Oversight Committee will report to it.
And following the recommendation of the Treasury Committee, we propose in future to
publish a record of Court meetings. The record will be published, as recommended by the
Treasury Committee, two weeks after the Court meeting, and would incorporate the regular

reports of the Oversight Committee.

Access to internal policymaking processes

20

It is clear that, to fulfil its remit, the Oversight Committee will need direct access to the
Bank’s policymaking processes. Court’s view is that three things, in particular, will be
necessary. First, the Oversight Committee will need periodically to be able to question each

of the Bank’s financial stability policymakers.

Second. members of the Committee should have access to the information and analysis on
which policy decisions were made. The Oversight Committee should have access to all
papers from the policy process that are necessary for it to complete its repotts or to

commission reviews.

22 Third, we also agree with the recommendation that members of the Oversight Committee

should have the right to attend meetings of the Bank’s statutory policymaking committees.
Members of the policy committees have expressed some reservations about this proposal,
which we suggest can be met by: (1) allowing a maximum of two members of the Oversight
Committee to attend any given meeting; (2) allowing attendance only with the consent of the

chairman of the policy committee (but such consent would not be unreasonably withheld):;



(3) establishing clearly that any attendance by a member of the Oversight Committee was on
the basis that members of the Oversight Committee are responsible not for passing judgement

on policy decisions but instead for monitoring the process by which they were made.

23 We note that, to the extent members of the Oversight Committee attend policymaking
meetings. and have access to recent policy papers, they will also need to be subject to the

same financial dealing rules as apply to members of the Bank’s policymaking committees.

Role in the oversight of the PRA

24 Court itself will be responsible for approving the PRA’s budget and financial management,
for its remuneration policies, and (with the Treasury’s approval) for appointments of non-
executive directors to the PRA Board. Court’s view is that the Oversight Committee for
financial stability should monitor the processes around the links between the Bank’s financial

stability functions on the one hand and the PRA on the other.

25 The PRA Board should be responsible for commissioning regular peer reviews of its
microprudential supervisory activities. The Oversight Committee would be responsible for
approving the terms of reference of such reviews and for ensuring that the PRA Board had
responded to the conclusions of those reviews. Some reviews would have implications for
the financial stability work of parts of the Bank other than the PRA. The Oversight

Committee would monitor and assess the Bank’s response to these.

26 The draft Financial Services Bill also states that the PRA will need to investigate and report
on instances of possible regulatory failure. Such investigations will be commissioned by the
PRA Board, possibly at the direction of the Treasury. In our view, those investigations

should normally be led by an external authority.
People

27 Given the role of the Oversight Committee we have described, we very much agree on the
need for its members, as a group, to have a rich mix of skills. In our view, we start from a
rather stronger position than suggested in the Treasury Committee’s Report. with current
Non-executive Directors including three bankers (one of whom has also been a supervisor),
two insurers, two industrialists with long financial and governance experience and a trades

unionist. Our aim is to maintain and strengthen further this range of skills and experience as






