

[image: ]










[image: ]




















FOREWORD





THE FINANCIAL CRISIS of 2008/09 turned just about every banker in the world into a social pariah. Driven by greed, egotism and vaulting ambition, they were blamed for wrecking the global economy, destroying jobs, wiping out huge swathes of wealth and savings and ushering in the biggest recession in a century.


Although many of them deserved what they got, not all bankers were bad people. A profession, once highly respected, did not change overnight and there were some banks – not many – that refused to get involved in sub-prime mortgages, never got carried away by soaring property and asset values and ignored the siren call of the huge fortunes being accumulated in the more glamorous world of investment banking.


This is a story about one such bank, run by a group of cautious, experienced and professional bankers who steered well clear of the activities which caused the financial system so much financial grief. While more highly rated banks were coining it, they plodded their weary way along a self-chosen path of probity and conservatism, earning themselves no accolades in the City or with their own investors who regarded them as staid and boring. Yet, in September 2008, in the immediate aftermath of the crash of Lehman Brothers, this same group of bankers took a decision which is still widely regarded, unfairly, as one of the worst in British banking history. It came close to destroying Britain’s most venerable financial institution, a 240-year-old bank which had survived depressions, world wars and banking crises almost as bad as this one.


It is the story of Lloyds TSB’s takeover – or rescue if you want to call it that – of Halifax Bank of Scotland (HBOS), the circumstances which led up to it and its bloody aftermath. It is told from the point of view of the Lloyds executives and board rather than from the universally hostile perspective from which almost all commentators have approached this frenetic period of financial history. In the ugly, anti-banker climate which followed the crisis, no distinctions were made, and they found themselves lumped in with the really bad guys, bearing the stigma which attached to all the bankers, good and bad, who accepted government ‘bail-out’ money at the height of the crisis. They have borne the marks ever since.


None of the former Lloyds directors have spoken about it in public and have only spoken to me on the grounds that I protect their anonymity. Initially they were reluctant to talk at all and it took some time to persuade them to do so. They were not seeking expiation or redemption – in fact they were not seeking anything, preferring to bear in private their own share of the stigma that has attached to them since the deal went very publicly sour within months of being consummated. These were not innocent, young amateurs but hardened, professional business people who had all climbed up the ladders of their individual professions – lawyers, accountants, senior company directors and bankers who had been around the City and business for decades and knew well the cost of failure. All of them signed off on the deal, all supported their chairman and chief executive to the last and all of them feel that, in the circumstances in which the decision was taken, it was the right thing to do. They might think differently with the benefit of hindsight but they did not have that luxury in the autumn of 2008.


Because Lloyds took government money – or the ‘Queen’s Shilling’ as a Bank of England official jovially called it – it was lumped into the same basket as Royal Bank of Scotland (RBS), HBOS and Northern Rock, all of them deeply flawed institutions. Yet going into the crisis, it was the strongest of all the British banks other than HSBC and Standard Chartered. It was making profits of £4 billion a year, was relatively well capitalised, had virtually zero exposure to sub-prime and had shunned the toxic instruments which nearly dragged down the whole system and for which the big banks are still paying (Bank of America has now paid out over $70 billion in fines and compensation for its sub-prime activities, more than its entire market value in 2008). Lloyds had also avoided the more reckless corporate lending which brought HBOS down, the crazed rush for growth of Fred Goodwin at RBS or the irresponsible mortgage lending of Northern Rock. It had also eschewed the easier pickings of investment banking which made Barclays’s Bob Diamond one of the highest-paid executives in the world and a hero in the City.


As a result, the Lloyds management had to put up with jibes about being the ‘plodding Black Horse bank’, or ‘the Black Horse bank slows to a trot’. Its urbane chairman, Sir Victor Blank, and its phlegmatic chief executive, Eric Daniels, the two central characters in this book, learned to be thick-skinned. Daniels in particular was convinced that, when other banks were throwing caution to the wind, his day would come. As a result, when the crash arrived in the autumn of 2008 Lloyds was ideally placed to take advantage of it.


That was when the Prime Minister, Gordon Brown, at a now legendary cocktail party, gave Blank the go-ahead to take over HBOS, the ‘big prize’ that it had wanted to land for years but which would never have come its way without the financial crisis. Brown thought he was saving the banking system, and maybe he was. Urged on by No. 10, the Treasury, the Bank of England and the Financial Services Authority, and with the support of its own seasoned board and shareholders, Lloyds rescued the stricken HBOS which otherwise would have had to be nationalised with potentially disastrous consequences for the whole economy.


Lloyds was primarily aiming to become the UK’s leading retail bank and that only became possible when the banking crisis threw HBOS into its arms. For its part, the government wanted the deal so badly that, over a dramatic weekend at the Treasury in October 2008, it was prepared to make all sorts of promises on Sunday which it seemed to have forgotten about by Tuesday. Six months later the same Treasury officials who had piloted the deal through were engineering the departure of the Lloyds chairman who, up to that moment, had been personally supported by the Prime Minister. Faced with another political crisis if he had taken sides against the Treasury, Brown washed his hands of it.


In writing an account of those events I have interviewed, all on a non-attributable basis, some fifty of the people most concerned, including former Lloyds and HBOS executives, non-executive directors, officials in the Bank of England, FSA and Treasury, some of the ministers involved and City advisers. I have also interviewed, on the same basis, several other bank chairmen and former chief executives. I want to acknowledge their contribution to this narrative, even if I can’t mention them by name. I can mention John Jay and Andrew Lynch for taking the trouble to read through the manuscript and save me from embarrassing errors.


Finally, I want to thank my publisher, Jeremy Robson, and my editor, Victoria Godden, whose patience and endurance was tested to the full.
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PREFACE





IT WAS JUST before eight on the evening of Monday 15 September 2008 when Sir Victor Blank arrived at Spencer House, ancestral home of Princess Diana, in London’s St James’s Place. He was late for a pre-dinner drinks reception and as the tall, patrician chairman of the Lloyds TSB banking group climbed the stairs to the gilded Great Room on the first floor, he could already hear the excited hum of a dozen conversations all discussing the same subject. Lehman Brothers, one of Wall Street’s biggest and oldest banks, had spectacularly gone bankrupt overnight, threatening the entire global banking system with collapse and with it the fortunes of almost everyone in the room that night.


The reception was hosted by Sir Win Bischoff, chairman of the New York-based Citigroup, who had just presided over a two-day board meeting which turned out to be one of the gloomiest in the long history of the American bank, then ranked as the seventh biggest in the world. Bank shares that day had collapsed, with Citigroup’s own shares down 40 per cent in a single session and no financial institution, including Lloyds, had escaped the market mayhem. What had been intended as a social evening for his Citigroup board to meet some of the leading figures in Britain’s banking and financial communities had been overwhelmed by the events of the past twenty-four hours.


Bischoff was anxiously glancing at his watch when Blank finally appeared. A few minutes earlier he had checked with the organiser to see if everyone was present so they could cut off the interminable drinks session and go next door to dinner. ‘All, except for one person,’ she answered. ‘We’re still waiting for Sir Victor Blank.’


‘We’ll give him five more minutes,’ Bischoff decided. ‘The Prime Minister wants to disappear but he wants to talk to him first.’


At that moment the Prime Minister, Gordon Brown, was standing a few feet away, deep in conversation with Bob Rubin, a former co-chairman of Goldman Sachs and Treasury Secretary under Bill Clinton who now served on the Citigroup board. Brown knew him well from his days as Chancellor of the Exchequer, and the two of them were animatedly debating the urgent actions their respective governments should be taking to head off financial Armageddon.


The Citibank event had been in Brown’s diary for months but he had cancelled the dinner and had come along to the cocktail party to hear what the bankers had to say – and to lend an air of reassurance that the government was staying calm. The atmosphere in the room was anything but calm. Words such as ‘scary’, ‘terrifying’ and ‘meltdown’ could be heard above the hubbub and the word ‘Lehman’ was on everyone’s lips. The events over the weekend were unprecedented in financial history and no one had any illusions about the fall-out, which was going to affect all of them profoundly.


Blank, not a man to panic easily, was as concerned as any of them. He had woken up that morning to the news that Lehman was filing for bankruptcy, the biggest banking failure ever and America’s largest bankruptcy. And that was not all: the mighty Merrill Lynch, the legendary ‘Thundering Herd’ and the largest brokerage house on earth, had suffered such massive losses on its mortgage portfolio that it had to be bailed out by Bank of America before the markets opened. At close of business on Friday there had been four major investment banks on Wall Street: Merrill’s, Lehman, Morgan Stanley and Goldman Sachs. By Monday there were two: Morgan Stanley and Goldmans – and even they looked perilously close to the brink too.


Just as seriously, the global insurance giant AIG (American International Group, Inc.) was in deep trouble, desperately trying to scrape together an emergency injection of $50 billion to keep it afloat after its shares fell by 72 per cent in one day. Its collapse, which seemed imminent, threatened the entire world insurance system as well as the banks, whose loans it insured.


Blank had spent the day talking to his executives and board, trying to get a handle on the impact on Lloyds of these momentous, unimaginable events. Lloyds, like every bank, did business with Lehman and he knew there would be a write-off, possibly running into the hundreds of millions. Until twenty-four hours before, Lehman had also been Lloyds’s lead stockbroker (Citi was another one) and would have to be replaced at a time when it was needed the most.


As he arrived at the Citigroup reception, Blank was still trying to absorb the fact that the brash, irrepressible Lehman, which was founded in 1850 and had weathered the American Civil War, the Great Depression, two world wars and countless financial crises, was no more, its doors closed forever. Earlier in the day he had watched the TV coverage of disconsolate Lehman employees, among the highest earners in the City just a week before, carrying all that remained of their glittering careers in cardboard boxes out onto the street in Canary Wharf. That stark, unforgettable scene, more than any other, symbolised better than anything the end of the longest and biggest banking boom in history – and presaged the biggest crash which was now under way.


The Lloyds chairman made straight for Bischoff, who tactfully steered Rubin away to leave Brown alone with Blank, out of earshot of the rest of the room. The Prime Minister didn’t waste time on pleasantries and went straight to the matter on hand. ‘I haven’t forgotten that conversation we had on the plane about Halifax Bank of Scotland,’ he began, oblivious to the quizzical looks cast in their direction. ‘We have been thinking quite hard about it – and we’ll do everything we can to help.’


This was momentous news, which Blank had been waiting to hear since he and the Prime Minister talked on a plane coming back from Israel six weeks before. But he hadn’t expected to get it at a cocktail party. For two years Lloyds and HBOS, Britain’s fifth and fourth biggest banks respectively, had been trying to find ways to merge but had never been able to get past the competition issues involved. In July, with HBOS in serious trouble, Blank had suggested to Brown that the government help clear the way for the merger on the grounds that, unless HBOS was rescued by Lloyds, it would either go bust or have to be nationalised, both equally unpalatable for the Prime Minister. Now he listened, half stunned, as Brown finally gave him his decision.


‘We recognise your argument that you could not go through the competitions process, particularly if there was a full review,’ the Prime Minister said. ‘Halifax Bank of Scotland could not survive it, so if you still want to do it, you should get on with it quickly.’ He had, he said, scheduled a meeting the next morning with the new Chancellor, Alistair Darling, and Mervyn King, Governor of the Bank of England, and he would start the process immediately. After once more urging Blank to move fast and keep Downing Street informed, the Prime Minister turned away and, saying his goodbyes, left the room. He was expecting a long evening back at the office.


It took the normally quick-witted Blank a moment to take in the significance of what he had just heard. In effect, he had been given the green light for Lloyds TSB to proceed with the acquisition of HBOS, which at that moment seemed to be heading the same way as Northern Rock, the high-flying mortgage bank which had collapsed the previous year after the first bank run in Britain for more than a century. That day alone the HBOS share price had fallen by 18 per cent, deposits were flowing out at a terrifying rate and the view in the Lloyds boardroom, shared by some of those in Spencer House, was that without government help, or a takeover from a stronger bank, it might not survive the week. With 15 million investors, 5 million mortgage-holders, 2 million shareholders and assets in excess of the annual UK GDP, its collapse could bring down the whole British banking system, turning the developing recession into the deepest depression since the 1930s.


The Prime Minister was aware that, behind the scenes, Lloyds and HBOS had been in merger discussions for months, but he didn’t know the details. In fact, they were a long way down the road, and two months earlier the two banks had informally agreed on a basic structure whereby Lloyds, marginally the smaller of the two but with a stronger balance sheet, would take over HBOS. It would be an all-paper deal, a swap of Lloyds’s shares for HBOS’s, designed to protect every pound in precious capital the two banks could muster between them. Blank would be chairman of the new group and his American-born chief executive, Eric Daniels, would retain executive control. In a single bound, Lloyds, long seen as the staidest and most old-fashioned of all the high street banks, would vault to first place among domestic British banks, a position it had not enjoyed for a decade, the leader in all the major banking retail markets.


To the 65-year-old Blank, in his third year as non-executive chairman, HBOS was ‘the big prize’, the acquisition which, from the moment he arrived at Lloyds in 2006, he and the board had believed was the best solution to Lloyds’s strategic problems. Both HBOS and Lloyds, he had long concluded, were ‘marooned’, stuck as two mid-sized financial institutions focusing on a mature UK banking market which had barely grown in five years. A decade of trying to expand through cross-border mergers in Europe had taken Lloyds nowhere and for some time Blank and Daniels had been focused on a merger with HBOS as their best way to break out of their strategic straitjacket. The financial crisis, and HBOS’s looming problems, gave them their window, the one brief moment when the competition rules could be relaxed long enough to let them through, but they had to move fast before it closed again. HBOS, after a period of wild and overaggressive expansion, needed rescue and Lloyds was the only bank around that could bail it out.


Watching the Prime Minister’s back recede through the door, Blank caught the eye of his chief executive, who had been observing his interaction with Brown from across the room, and he gestured for him to follow him outside. Daniels was an obsessive smoker and was delighted to be in the open air where they stood on the steps directly underneath Rupert Murdoch’s London apartment and facing (Lord) Jacob Rothschild’s headquarters (also at the party).


‘Eric, you’re not going to believe this,’ Blank began as Daniels lit up. He then related the conversation he had just had and its implications. ‘It’s as firm an assurance as he can give,’ concluded Blank.


While Blank went back into the dinner, Daniels wheeled into action, calling his opposite number at HBOS, Andy Hornby, to pass on the news and ask him to assemble his executive team for a meeting first thing in the morning. Later in the evening Blank got hold of the HBOS chairman, (Lord) Dennis Stevenson, to tell him: ‘Dennis, we’ve got the go-ahead from Gordon Brown on the competition issue. But we need to move fast.’ Stevenson, contemplating the collapse of his bank and an inglorious end to his career, needed no urging.


The biggest banking merger in British history was under way.

















CHAPTER 1


THE PITMAN MANTLE





EARLY IN 2002 Sir Victor Blank had one of his regular lunches with Sir Brian Pitman at the Savoy Grill. Pitman, widely regarded as the shrewdest and most pioneering banker of his generation, had recently retired after a 49-year career at Lloyds TSB, the last eighteen as chief executive and then chairman. His years at the top were generally judged to have been spectacularly successful ones, transforming Lloyds from an old-fashioned, medium-sized institution into, for a few months at least, the biggest bank in the world.


In his last few years, however, his almost-mythical status in the City had slipped as the bank’s performance faltered and analysts began questioning Pitman’s single-minded focus on the domestic market, his obsessive drive for shareholder returns and his rejection of the more glamorous areas of investment banking and international operations. Lloyds had dropped from first to fifth place among the high street banks, passed first by HSBC after it took over Midland, and then by a more dynamic Barclays. Two newly created groups, HBOS, a merger of the seventeenth-century Bank of Scotland with the Halifax Building Society, and the Royal Bank of Scotland (RBS), which had taken over the National Westminster Bank in 2000, had turned the Big Four clearing banks into the Big Five and Lloyds was steadily being outpaced by all four of its more aggressive rivals.


Nonetheless, Pitman, then aged seventy, still commanded huge respect in the banking community, a giant of the industry whom everyone listened to with reverence – as Blank, ten years his junior, did that day. A bluff, bear of a man with a heavily lined face and imposing polished dome, Pitman had revolutionised the way British banks were run, changing forever the patrician world of a management culture which believed that what mattered was size rather than profitability. His single-minded drive for return on equity, an alien concept in the banking industry until he introduced it the mid-1980s, had created a new generation of highly paid bank executives who put shareholders before customers and turned traditional bank managers into salesmen marketing a broad range of financial products which went well beyond cashing cheques and offering overdrafts. The result was one of the biggest financial success stories in banking history.


Against what he later admitted was ‘massive resistance’ from his own senior executives, Pitman had imposed a value-creation philosophy on the bank, which basically meant that increasing the share price and dividend should be the bank’s first and only target – everything else would fall in behind. The key to what he achieved at Lloyds, he later reflected, was centred around what he called ‘a single, well-defined performance measure’, against which all decisions, however small, were taken. Initially, he set his team a target of achieving a return on equity of 10 per cent above the prevailing inflation rate of 5 per cent. The problem was no one at the bank had ever worked out what the return on equity (RoE) really was. When they did, they were astonished to find it was 17–18 per cent, already well above their target. Pitman immediately raised the bar, reinforcing the pressure by using it as a measure for determining executive pay. ‘After that, the cry “Improve RoE” could be heard all around the organisation,’ he joked later.


‘The adoption of a value-creation philosophy imposes a tough discipline,’ he said in a lecture he gave at Harvard in 2002. ‘People, with an eye to their bonuses, will wriggle like mad to avoid goals based on shareholder value, often arguing for alternatives that only appear to be related to it. And beliefs are hard to change.’


In Lloyds’s case, that meant abandoning the conviction that it should be a global bank offering all things to all people. ‘We had to accept that it was all right to get smaller, to stay close to home, to focus on unglamorous products like mortgages and insurance while getting out of the more prestigious services such as investment banking and currency trading.’


Every action he took flowed from that philosophy. There would, he decreed, be no investment in anything that did not measurably increase shareholder value. The bank, he repeated endlessly, ‘has no other goals’. In his hunt for it, he began the wholesale dismantling of the extensive overseas operations which Lloyds had built up over a century, and focused the bank’s resources solely on the area where the best returns were to be made: the UK retail market, where he would sell not just banking services but every other kind of financial service too. Lloyds was the first British bank to acquire an insurance company, followed by the acquisition of a building society, another first, and then the big one: the old Trustee Savings Bank, which almost doubled the size of Lloyds’s branch network. It could now offer its own pensions, mortgages, insurance policies, tax and investment advice, unit trusts and financial planning through its high street branches which, under Pitman’s rule, became mini financial supermarkets, the beginning of the ‘bancassurance’ model that drives all commercial banks today. Lloyds even led the way in offering payment protection insurance, or PPI, designed to help borrowers who got into financial difficulties with their mortgage or loan payments, a product which, sold in moderation – as it was for a time – was a perfectly legitimate addition to the portfolio. When mis-sold, as it eventually was, it became another matter.


Pitman was also the first to concentrate seriously on costs, pioneering widespread outsourcing of customer services to call centres which were often based in low-cost countries such as India where English was a second language. Baffled customers, used to a Captain Mainwaring-style manager and personal service, complained they were often kept on the line for hours but Pitman was unrepentant – they would, he reasoned, soon get used to it.


The result was a slimmer, more efficient and UK-focused bank (despite the foreign outsourcing) which delivered for shareholders rather better than it did for customers or staff.


Ruminating after his retirement, even Pitman began to wonder if maybe the process hadn’t gone too far. Surveys, he grumbled to Blank over lunch, were identifying growing dissatisfaction among Lloyd’s customers who missed their old-fashioned bank managers and disliked the much less personalised service they were now offered. ‘The retail banker has moved away from being the customer’s trusted adviser to increasingly being an individual who sells products,’ he complained. The first person he encountered on entering a bank now, he said, was a member of the sales staff. ‘Can you imagine giving incentives to staff for selling loans? It’s crazy, but it’s happening.’ Pitman shook his massive head sadly. ‘All these call centres and stuff – it doesn’t feel right. Somehow we’ve got to pull it back.’


Gazing across at him, Blank refrained from pointing out that Pitman was the man most responsible for introducing the very practices he was complaining about. He might have sparked a revolution in profitability for the big banks, but it had also made them the most unpopular institutions in the country – including the tabloid press, which Blank, as chairman of the Mirror Group of newspapers, was very familiar with.




* * *





Lloyds Bank can trace its origins back to 1765 as Taylors & Lloyds in Birmingham, a private bank that converted into a joint-stock company in 1865. In its first 220 years of existence it created a shareholder value of £1 billion. Over the next eighteen, it created another £44 billion, making Pitman’s reign the defining one in the bank’s history, setting the structure and culture which still drove the bank well into Blank’s time. As the most influential commercial banker of his day, it is worth spending a moment on Pitman, the man who in effect set the scene for the events of September 2008 which were to have such profound consequences for the bank he adored.


Born in Cheltenham in 1931, Pitman’s background was no different from that of many of the men (they were all men) who climbed the executive rungs of the clearing bank ladder in the post-war era. He won a scholarship to his local grammar school, then one of the best schools in Gloucestershire, where he developed his life-long passion for sport, particularly cricket. He was also a decent musician, playing the trombone as a youth in a local jazz band and at one stage thought seriously about turning professional. Instead he got a job in the local Cheltenham & Gloucester building society, and a few years later, aged eighteen, he moved to Lloyds Bank where he stayed for the rest of his long working career.


Fast-tracked through the rigid management structure, he was a senior executive at Lloyds’s head office in the City by the mid-1970s when the so-called ‘fringe bank’ crisis arrived, a seminal event in his life where he later remarked he learned the true meaning of risk. He played a leading role in the Bank of England’s ‘lifeboat’ operation which was set up to bail out the smaller, secondary banks during a crisis which was almost as serious as that of 2008. It was there he met his future chairman, Jeremy Morse, a senior Bank official in overall charge of the operation whose intellect and clear thinking he developed a life-long respect for. A few years later he found himself at the heart of another banking disaster, the great Latin American debt debacle caused by Mexico defaulting on its international debt in 1982, eventually followed by fifteen other Latin American countries. Of all the British – and international – banks, Lloyds was the most heavily involved in South America where it earned half its profits, and Pitman later admitted to the journalist Robert Peston that the bank, in common with several major American banks, would have gone bust if it had been required to tell shareholders and creditors just how much it owed and how little it would get back – ‘which would have been the case under the disclosure rules which now apply’. In one year Lloyds had to write off £2.6 billion, plunging it into a loss of £715 million, at that stage the largest ever reported by a British company.


But it survived and Morse and the rest of the Lloyds board were impressed with Pitman’s cool handling of the crisis which brought several of the big international banks to their knees (private lenders eventually had to forgive $61 billion in loans to Latin American and other developing countries, about one third of their total outstanding debt). When other banks panicked, Pitman held his nerve, urging the Lloyds board to see it through. ‘Lloyds’s involvement with South America was quite different from that of any other bank, except Citibank,’ Morse would recall later,




because it was deeply embedded on the ground where it was well-run. The customers ended up all right. That’s why we held onto most of the debt and didn’t sell it at a discount. Banks which had nothing on the ground and essentially lent to the government suffered much more in the crisis.





A year later, at the age of fifty-two, Pitman was made chief executive and within a few years it looked like the best decision Lloyds had ever made.


For much of his time as chief executive, Pitman worked well with Morse. The more cerebral and socially polished Morse (Winchester and Oxford), whose hobby was setting crossword puzzles and solving chess problems, counterbalanced Pitman’s more earthy management style which his staff sardonically characterised as ‘genial thuggery’. Unlike Morse, Pitman was no intellectual, rarely venturing opinions about the state of the economy or the wider financial world, but he was an instinctive banker who had lived through crises and understood risk. Throughout their fifteen-year relationship, he and Morse often disagreed – notably over the sale of overseas assets – but they were united in rejecting the temptations of the more glamorous businesses of stock-broking and investment banking, which all the other banks invested in after Big Bang deregulated the markets in the mid-1980s (with generally disastrous results). They also managed to stay clear of the bad property loans which were to bring down the chairmen of some of the other banks, including John Quinton of Barclays.


The real starting point for Lloyds’s startling change of pace was Pitman’s decision in 1986 to sell the retail banking operation in California which up to that time the bank had regarded as an important strategic foothold in one of the world’s most affluent economies. It was probably the most internally controversial decision he would ever make, but it persuaded his team that managing for shareholder value, however ‘gut-wrenching’, was the right way to go. ‘It gave us the mettle we needed to put the interests of the shareholders first, and it set the stage for a resurgence in the bank’s fortunes,’ he said afterwards. Two years later Lloyds was making record profits and its share price had risen four-fold.


The sale of the California bank marked the beginning of Lloyds’s wholesale withdrawal from international markets. Lloyds-Bolsa (Bank of London and South America) in Latin America, once the flagship of the whole bank, soon followed, as did its interests in Portugal which were highly profitable. When Pitman took over, Lloyds had branches in forty-seven countries. When he retired, it was down to a bank in New Zealand, a few bits and pieces in South America and not much else.


By the late 1980s Lloyds was doing so well that executives were finding it all too easy to achieve their profit targets, comfortably producing higher returns than any of their rivals. So Pitman raised the bar again and went on raising it.


‘If we wanted to be world class, we had to benchmark ourselves against world-class corporations – and not just banks,’ he said in his Harvard lecture. The most challenging comparison he could find was with Coca Cola, which set itself the target of doubling shareholder value every three years which, even to Pitman, sounded about as stretching as you could get. When he proposed this to his staff as the new metric for determining executive bonuses, he later recounted, he was told he was ‘stark raving mad, comparing us to a soft drinks company’.


But it worked. For the rest of the 1980s and through the 1990s, the value of Lloyds doubled every three years, taking its market value flying past every other bank in the world. Most executives had stock options and the City was soon commenting enviously on the large number of new millionaires in the Lloyds ranks. It brought bank salaries and bonuses into the spotlight for the first time, although criticism from the financial press and shareholders was tempered by the fact that bonuses were matched by performance. And it wasn’t just executives who benefited – one of the newspapers discovered a Lloyds messenger who held shares worth £250,000.


Even as his wealth and legend grew, Pitman added to his mystique by travelling to work on the London Underground, revelling in the image it gave him as the common man, but at the same time making sure it was widely publicised. Inside the bank, however, he was legendarily obsessed with his own pay package, comparing it constantly with others in the industry. ‘He didn’t like it when other people in the City, who he didn’t think were doing such a good job, were earning more than him, and he insisted on getting more,’ says a former Lloyds director who had to engage him in salary negotiations. ‘He had that competitive urge, but it was always restrained by a proper retail banker’s caution.’ Pitman hit the headlines in 1995 when his remuneration, including performance-related bonus, rose by 28 per cent to £581,383, making him for a time the highest-paid commercial banker in the UK. A decade later, so much had bank executive pay soared over this period, it would have made him one of the poorest.


By the early 1990s there was a growing unease among his board at the direction Lloyds was heading in. Jeremy Morse, who stepped down as chairman in 1993, increasingly felt that chasing shareholder value was being taken too far. ‘Jeremy accepted his advice, and that of Lindsay Alexander, the deputy chairman at the time, that Lloyds had badly underserved its shareholders for twenty years and had been much more careful with our staff and customers than we were with our shareholders,’ says the former director.




Jeremy agreed that we had to do more for them but he didn’t think they had a God-given right to get everything they did – and he was completely right about that. It was a great achievement at that time but we all felt it went too far in the end. I think if Brian had stayed on as CEO for longer, his natural caution would have kept it all right.





There was also growing concern inside the bank with the strategic box that Lloyds was getting itself into. Morse initially opposed the sale of the Latin American operations but gave way when Pitman proved to him that the return on equity was half what it was in the UK. Morse was also uneasy about the concentration on one single market, however lucrative it was proving – and strangely Pitman agreed. ‘Brian was quite aware of the dangers of getting into what he called “too narrow a water, or channel”,’ Morse remarked many years later. ‘But he was also driven by the idea that the core business was the retail operation in the UK and that is where we should concentrate the resources of the bank.’


Nobody, not even Morse, could argue with the success of the strategy. This was the era of Margaret Thatcher’s ‘capital-owning democracy’ when British citizens were encouraged to own their own homes, build up private pension funds and invest in privatised utilities; when council houses were sold off, taxes were cut and a sustained house-price boom created heavy demands for loans, mortgages and insurance products. After Britain exited the Exchange Rate Mechanism (ERM) in 1992, long-term interest rates dropped sharply, raising the value of the banks’ bond and loan portfolios; and rapid employment growth through most of the 1990s reduced bad debts. It was a golden period for British banking and Pitman led the way in taking full advantage of it.




* * *





‘There’s always a better strategy than the one you have; you just haven’t thought of it yet,’ Pitman liked to say when he was quizzed on apparent contradictions in his philosophy. In this case his new strategy was to acquire other banks at the same time as he was disposing of them, swapping Latin American assets for ones closer to home – or attempting to.


For all his skills as a banker, Pitman proved remarkably inept in the bid arena where cannier rivals ran rings around him. In 1984, soon after he took over, he had a go at the Royal Bank of Scotland, only to be blocked by the Bank of England which was very protective of the big Scottish banks in those days. Two years later he made a hostile £1.2 billion bid for Standard Chartered Bank which ranked as Britain’s fifth biggest bank although its main office was in Hong Kong and did business mostly in the developing countries. Pitman was attracted by the similarity in cultures, reckoning that Standard, unlike the Latin American businesses, would produce sizeable synergies and widen the reach of the bank. It was a deal which in a single stroke would have transformed Lloyds into the kind of international British bank, quite different from the Lloyds he had inherited, which he and his successors sought so hard to create in later years. But he fluffed it.


Formed by the 1969 merger of Standard Bank, which operated largely in Africa, and Chartered Bank, whose fiefdom was the Far East, the group had over-expanded in Europe and North America and was highly vulnerable when Pitman mounted his bid, the biggest ever made for a bank up to that time, in 1986. He should have been able to pull it off, but Standard easily out-manouevred him by inviting three famously acquisitive entrepreneurs – the shipping magnate Yue-Kong Pao of Hong Kong, the Australian Robert Holmes à Court of Australia and Singapore’s richest man, Khoo Teck Puat – to come to its rescue. Acting separately, these three unlikely ‘white knights’ bought a 30 per cent stake in Standard Chartered between them and voted it against Lloyds, which received only 44.1 per cent acceptances.


Pitman got another chance three years later when in the spring of 1989 John Richardson, a well-connected Hong Kong-based Australian businessman, came to see him in his office in Lombard Street with a proposition he expected Pitman to leap at. Richardson, previously the chief executive of Li Ka-shing’s Hutchison International, had recently been appointed chairman of the ragbag of European companies controlled by the Australian magnate Alan Bond. Richardson explained to Pitman that HSBC had given him an unofficial mandate to reduce Bond’s gearing, which he described as ‘stratospheric’, by selling off some of the assets Bond had acquired over his debt-fuelled business career (he went spectacularly bust a few years later). They included a 23 per cent shareholding in Standard Chartered which Bond had acquired when he bought Bell Securities, the Holmes à Court holding company which ran into trouble after the 1987 stock market crash.


One of Bond’s ambitions at the time – he was never short of ambitions – was to create a major financial conglomerate and the acquisition of Standard Chartered would have put him in the big time. But the lesson of the unsuccessful Lloyds takeover attempt was that a hostile bid would not work, and he asked Richardson to approach Standard Chartered’s chairman, Rodney Galpin, to test the water. Richardson knew Galpin, a steely Bank of England official put in to rescue Standard after it ran into its problems, but was turned down flat when he mentioned Bond. ‘Rodney politely but firmly told me that such a bid would not get Bank of England approval,’ says Richardson. Bond had to accept there was no point in pursuing a deal and decided to sell his stake. He gave the job to the resourceful Richardson.


Before approaching Lloyds, the most likely buyer, Richardson went to see his old Singaporean friend Khoo Teck Puat who still had the shareholding he had bought as part of the ‘white knight’ operation. His proposal, which Khoo approved in principle, was that they pool their stakes, amounting to around 35 per cent of Standard Chartered, and offer them to Pitman.


Richardson then flew back to London, called Pitman and suggested they meet. The Lloyds chairman listened carefully to his proposal, asked a few questions about price (Richardson hadn’t decided on one yet but made it clear he would be looking for a premium on the market) and finally said, ‘Look, it’s very interesting. Let me think about it.’ He called back a few days later to say there was too much risk involved and he didn’t want to pursue it.


‘He blanched when I put the proposal to him, even though I was offering him control of Standard Chartered on a plate,’ says Richardson now.




It was a deal involving two people who had attracted a fair degree of controversy and I don’t think he liked that aspect of it. Or maybe it was a case of once bitten, twice shy. But really he didn’t have the stomach for it. He just wasn’t a risk-taker because he certainly would have got it if he had bought the two stakes.





Early in 1991 Pitman ventured back into the takeover arena again, this time with a clumsy, hostile bid for the struggling Midland Bank which for four years had been involved in on/off discussions about a ‘marriage of equals’ with Hongkong & Shanghai Banking Corporation (only later did it shorten its name to HSBC). The prize, as with the HBOS bid all those years later, was a vast one. The Lloyds plan was to sell or close 1,000 out of 3,750 branches, the Midland name would disappear and some 20,000 employees out of a workforce of 100,000 in Britain would lose their jobs. The savings were estimated at over £800 million a year by 1996.


Once again Pitman mishandled it from the start, alienating the Midland management which he needed to have on his side, and even turning the Bank of England, which started out supporting him, against him. Midland, once (like Lloyds) the biggest bank in the world, desperately needed a partner. Its disastrous acquisition of the Crocker National Bank in California and a string of poor trading figures since had resulted in the ultimate humiliation of receiving a bid from Saatchi & Saatchi in 1987, surely the cheekiest bid of all time. It then agreed that HSBC should take a stake of 14.9 per cent on the understanding that the two banks would eventually merge, which the Bank of England initially opposed on the grounds that HSBC was a foreign bank even if it was based in a British colony and not a suitable partner for one of the Big Four. So, for the next two years the two banks had to be content with endless discussions about closer co-operation which they hoped might still lead to a merger. They even discussed new names for the joint bank, the favourite being ‘Mercator’ which would have replaced both the HSBC and Midland logos.


In the autumn of 1991, with HSBC still in balk, Pitman approached Midland to propose a merger between the two banks. He was, he indicated, being encouraged to make his move by the Bank of England which didn’t like HSBC and was increasingly concerned about the state of Midland’s finances. He was not welcomed by Midland whose CEO, Brian Pearse, stormed off to the Bank to confront the deputy governor Eddie George, one of the most popular and respected officials the Bank of England has ever had. ‘I asked him specifically if the Bank was behind the proposal,’ Pearse noted later, ‘and he said … they would much prefer the [Midland-Lloyds] solution which is within the family.’ According to Pearse, as recorded by HSBC’s official biographers David Kynaston and Richard Roberts, in their recently published history of the bank (The Lion Awakes: A Modern History of HSBC), George had already informed the HSBC chairman Willie Purves ‘that the Bank would fight his proposal on the grounds that they were not financially suitable to own a major bank in the UK’.


After months of dithering, in March 1992 Pitman decided the time had come to bring things to a head and called Pearse to tell him that Lloyds was calling a press conference to announce the two banks were in merger discussions – even though they were not. It provoked a fierce reaction from the Midland CEO. ‘I told them that their actions seemed extremely hostile and I hoped he would not suggest at the press conference that I would be part of the combined management team because I would not.’


From that moment on, the Midland management and board, already leaning towards Hongkong Bank, were solidly opposed to the Lloyds bid. When Morse and Pitman pitched their bid to them on 13 March 1992, the meeting, according to the minutes, decided that ‘the HSBC proposal offered the best prospect of a combination which would be in the best interests of Midland and its shareholders’.


Pitman had lost the initiative and he never regained it. The Bank of England switched sides, agreeing to allow HSBC to go ahead on the condition that it moved its headquarters – or, as Eddie George put it, ‘its mind and management’ – to London where it would be regulated by the Bank of England. HSBC, for the first time in its 130-year existence, was about to become a fully fledged British bank. On 14 April it announced a £3.1 billion bid for Midland followed up by an intense PR campaign which turned the press and City strongly in its favour. When Pitman hit back by announcing that Lloyds ‘was considering’ making a 457p a share counter-offer (against HSBC’s 416p), the City and the press were unimpressed. ‘Lloyds Play Monopoly’, said The Times scathingly, and the tabloids, stirred up by the growing opposition from the unions and from small businesses, were downright rude: ‘What a Bunch of Bankers’ said The Sun, while the Mirror’s headline was ‘Bank on a Mega-Lloyds Being Bad for Britain’. With the economy in a hole and unemployment rising, this was no time for Pitman to boast about the cost savings he was proposing.


The end was in sight when 160 MPs signed an Early Day Motion (EDM) in support of the HSBC bid and on 22 May Michael Heseltine, the Trade and Industry Secretary, applied the coup de grace by referring the Lloyds bid to the Mergers and Monopolies Commission while, at the same time, clearing the HSBC offer. When HSBC raised its bid to £3.9 billion Pitman threw in the towel, arguing that if he had topped it again, ‘Midland shareholders would have ended up with about half the combined group. That could never have been right.’




* * *





The Midland failure, although it was a huge opportunity missed, scarcely dented Pitman’s reputation and may even have enhanced it. Shareholders were prepared to forgive him anything as long as profits and the share price kept growing. And, driven by his bancassurance model and his tight control of costs, they were. In 1988, in between the two Standard Chartered episodes, he had acquired control of the insurance company Abbey Life and began aggressively selling its financial products through its branch network, incentivising bank staff who were paid a commission on each sale. It worked remarkably well and by 1993 Lloyds, with margins the highest in the business, became the first British bank to break the £1 billion profit mark. It was spinning off so much cash that shareholders were already putting pressure on Pitman to return some of it to them – which he did by raising the dividend by 20 per cent, setting another precedent which would haunt his successors.


But he chose to spend some of his cash where he thought he could use it most profitably – on another takeover, this time for one of the new banks which were emerging from the demutualisation of the old building societies. The 1986 Building Societies Act, a seminal event in the history of the 200-year-old building society movement, had created half a dozen new ‘banks’ with large deposit bases, thousands of branches, millions of customers – the Halifax alone had 7.7 million – and underperforming assets, some of them potentially ripe for the picking if you were a well-heeled bank. Before the act, building societies were old-fashioned mutuals, owned by their members (savers and mortgage-holders), traditionally holding money on deposit and lending it, for a small margin, to prospective homeowners.


The act allowed them to ‘demutualise’, transforming themselves into fully fledged banks with shareholders, able to offer all the services a commercial bank such as Lloyds did. Nine of the biggest societies, accounting for two-thirds of all building society assets, did so. Abbey National, under its enterprising chief executive, Peter Birch – who had been partly responsible for re-writing the legislation – kicked off the process in 1989, followed by the Halifax, Alliance & Leicester, Bradford & Bingley and other household names, including Northern Rock. This was the area where Pitman now sought his long-awaited major acquisition. In 1995, after more than a decade of trying, two came along at once, doubling the size of Lloyds in a single twelve-month period – three times in terms of market value – and forming the bank which would basically remain unchanged right up to the HBOS takeover.


The first deal was in many ways the most daring, a genuine trailblazer which would become the template for other banks to copy in the years ahead. The Cheltenham & Gloucester Building Society, which had given Pitman his first job when he was only sixteen, had been founded in 1850 by radical nonconformists to enable local working men to pool their savings, buy land and build houses. Its story, like that of so many other building societies and savings banks, was a remarkable one of civic-minded, unpaid people who ran a non-profit-making society solely for the public good. They were local tradesmen, bakers, blacksmiths and carpenters who the working class trusted with their savings without a qualm. Under professional managers, it thrived in the 1930s, survived World War Two – not a great time to be a mortgage lender – and then expanded rapidly in the housing boom of the 1960s, even starting its own building company when the supply of new houses dried up.


By the end of 1994, when Pitman approached its chief executive, Andrew Longhurst, to discuss taking it over, C&G was generally regarded as the most efficient building society in the country. It was still a mutual, owned by its million savers and 265,000 borrowers, but was considering following the others into the public arena. Pitman was treading into new territory, as there had never been an association between a bank and a building society and the legalities of acquiring one were not at all clear. But Longhurst, who would receive 1.4 million Lloyds options in the deal, was keen to go ahead and so was his board. When Lloyds made a £1.8 billion offer, 95 per cent of savers and 75 per cent of borrowers happily accepted. Pitman could not repress a chuckle when, at a crowded meeting in London’s Docklands to approve the deal, someone complained that being taken over by Lloyds was ‘like a virgin being embraced by an old and proven rake’.


The ink had barely dried on that deal before Pitman was off again, this time with an even bigger acquisition. It was his master-stroke, the bid he would always be remembered for: a £13.6 billion merger with the TSB, or the Trustee Savings Bank, which turned Lloyds into Britain’s biggest bank and doubled its profits. It also gave it a new name: Lloyds TSB. Run by Peter Ellwood, a cost-conscious manager who was destined to play a major role in Lloyds’s future, TSB was a highly profitable and uncomplicated institution which in the mid-1980s transformed itself from a collection of small individual savings banks into a single corporate entity – which no one owned. In the absence of any other shareholder, the Conservative government claimed dubious rights to the share capital and flogged it to the public in 1986, giving TSB back the proceeds to expand. It did so in profligate style, buying the City merchant bank Hill Samuel for £777 million on the highest multiple the City had ever seen. By the time Lloyds came along, it was beginning to run out of both money and steam and Ellwood was looking for someone to sell it to. ‘He saw Pitman coming and took full advantage of it,’ says a Lloyds insider sourly. Geographically it was a perfect fit with Lloyds, which had 1,800 branches, most of them in southern England, while TSB had 1,100 branches which were predominantly in the north and in Scotland.


Although Ellwood had stripped large amounts of costs out of TSB, the merger with Lloyds provided even more scope. Pitman reckoned he could make annual savings of £350 million a year by the end of the decade, largely by eliminating overlaps, closing branches (eventually, over fierce opposition from the unions, he closed 150), reducing staff and centralising the back offices and other services. His critics later claimed he never actually got there, and the savings announced were exaggerated by some smart accounting practices. ‘He really kitchen-sinked it,’ says a former executive, ‘and recorded savings which were not savings at all. We were all asked to scrape the barrel, down to the cancellation of newspapers.’


The next two years, Pitman’s last as chief executive, were probably his best. The old Lloyds with its overseas operations and traditional branch managers had gone and the new bank was almost entirely UK-based, with a fifth of its profits coming from insurance – primarily life insurance which moved in a different cycle to consumer banking – and another fifth from mortgages. A single set of employees processed transactions conducted under the Lloyds, TSB and Cheltenham & Gloucester brands which were sold under one roof, increasing sales of all three. It had a retail-banking breadth that no other British bank could match, servicing 15 million customers through a network of 2,750 branches, hundreds more than its nearest rival, NatWest. It was the market leader in cheque-writing accounts and personal loans, and the second largest credit card issuer.


Profits were £2.5 billion in 1996 and topped £3 billion the following year. Pitman’s declared aim to double the share price every three years had been met and even surpassed, depending on the mood of the market, and return on equity, in single figures when he took over in 1983, was 33 per cent in 1996 and over 40 per cent in 1997, levels never achieved before in Britain and very rarely by overseas banks. Few banks in the world get anywhere near it today.


In 1997, when Pitman, aged sixty-six, finally stepped down as chief executive, Lloyds was the world’s most valuable bank, with a market value of £42 billion, more than forty times what it was when he took over, four times what it had been just five years before and three times its size immediately after the TSB deal. Its shares were changing hands at seven times book value, twice that of its British counterparts. Sir Brian Pitman had become a brand name in his own right.




* * *





Beneath the almost mythical status which attached to Pitman when he eventually vacated the CEO’s chair, there were serious underlying problems and potentially fatal cracks in the Lloyds structure. The core business was effectively ex-growth and profits from now on would be driven almost exclusively from savings created by acquisitions. C&G and TSB would keep growth going only for a few more years, but after that they would run out. The combined bank now had more than 20 per cent of personal accounts and 16 per cent of mortgages in Britain, danger territory for competition authorities and difficult to increase. The money-machine needed feeding with new acquisitions every few years and Lloyds would soon find that they were not going to be allowed them.


Under Pitman, the Black Horse bank had run a brilliant race. But his critics would later point to the opportunities he had missed and the problems he had left for his successors. ‘Pitman never used the strength of his shares to make an overseas deal, which haunted the group afterwards – and still does,’ says a former Lloyds executive. ‘He wouldn’t do it because it would have damaged his returns. He had been lucky and rode the consumer boom, but by the time he retired it was already over. He really had nowhere to go – and nor did his successors.’

















CHAPTER 2


LIFE AFTER BRIAN





STEPPING INTO PITMAN’S shoes was always going to be a daunting task, and Peter Ellwood, although he tried valiantly, never really had much of a chance. In 1997, after two years as deputy chief executive, he moved up to the top job when Pitman, six years past the traditional Lloyds retirement age, finally retired. Except he didn’t retire – citing shareholder and City support, he flouted the corporate governance codes and stayed on as chairman, supposedly part-time and non-executive. It was a popular move in the City and with shareholders, who adored him. But, in the long run, it was to prove bad for the bank.


No new chief executive welcomes his predecessor remaining on the board, let alone as chairman, but Ellwood, out of loyalty and respect for the iconic Pitman, chose not to protest. It is pointless now speculating on how he would have performed if he had been able to come out from under the Pitman mantle and pursue his own course. He never really did and his attempts at establishing his authority on the bank fizzled out almost before they had begun. Rival bankers began referring to him witheringly as ‘the John Major of banking’, and a Sunday Telegraph interview started: ‘The hardest thing about being Peter Ellwood is not being Brian Pitman.’


Through most of Ellwood’s six-year stint as CEO, during which time the market value of Lloyds fell by nearly a half, Pitman’s presence and culture hung heavily over the bank and, no natural leader himself, Ellwood didn’t possess the skills to tackle the fundamental fault-lines which Pitman had bequeathed him. Inside the bank he was seen, says a former executive, ‘as a decent man trying to do the right thing, but with Brian still around, that was just about impossible. People had this snobbish view of him that he was not quite good enough.’


Although Ellwood always insisted that his relationship with his chairman was perfectly amicable, it was far from it. In public he betrayed no resentment towards Pitman but the continual comparisons, which ran all the way through his time as CEO, must have got under his skin. ‘The deal with Brian was very clear when I was asked to be CEO,’ he insisted, with no hint of anger, when he was asked about the relationship. ‘There should be one person running the bank – and that was me.’ Time and again he insisted he was not concerned by Pitman’s higher profile, however wounding it must have been privately.




It doesn’t worry me as long as I am allowed to run the bank and get on with it. He manages the board, he manages the shareholders and he is there as a sounding board. There is absolutely no ambiguity, irrespective of what you read in the press, about who runs the company. You can’t have two bosses.





Yet many people in the City and inside the bank still thought that Pitman was the boss and he continued to behave as if he were, giving speeches, attending City dinners, sometimes attending two or three functions in a single evening, all contributing to the general impression, which he didn’t discourage, that he was still in charge. ‘We’ve all assumed that, no matter what they tell us, it’s Pitman who still wears the trousers,’ wrote one commentator, and The Economist shared that view: ‘Few doubt that Sir Brian is still pulling at least some of the strings. Mr Ellwood has much to prove, and much to lose.’


A short, compact and chunky man, Ellwood always appeared amiable, good-humoured and, as one observer generously noted, ‘very likeable, very straight’. But, he added, ‘He’s not slick – and journalists like slick.’ On his desk he kept a well-thumbed copy of Clausewitz’s On War, which he said helped him plan future conquests – although in reality he was an unlikely military strategist, no Talleyrand to Pitman’s Napoleon. ‘Peter was never a good strategist,’ says one of his former directors. ‘Pitman was in a different league.’ Ellwood worked hard, was exceptionally well organised, efficient and good with people, at least on a one-to-one basis, but where Pitman could be positively bombastic, he was reticent almost to the point of shyness. Amanda Hall of the Telegraph found him almost drying up on her: ‘Poor Mr Ellwood,’ she concluded at the end of a fairly gentle grilling, ‘he really is not having a lot of fun.’


Yet there was a burning ambition in there too and his close colleagues knew him as a driven man intent on leaving his mark on Lloyds’s history. ‘It’s only when he laughs and you see a flash of teeth beneath the grey sweep of hair that you think, mmm, maybe there’s more vulpine determination here than you realised,’ wrote another interviewer perceptively. He had not climbed to the top of the banking world simply by accident.


Ellwood believed, with some justification, that he had earned the CEO job through hard work and a record which was more than respectable. A life-long banker like Pitman, he had joined Barclays when he left school, did his stint in the regions and arrived in the City head office at the age of thirty. He established his reputation running Barclaycard, then emerging as the leading credit card in the market, before he was headhunted in 1989 to join TSB as chief of its retail operation soon after its privatisation. Within a few years he had done so well that he was rewarded with the CEO role, where over the next six years he built a reputation as an even more formidable cost-cutter than Pitman, closing branches and making thousands of staff redundant in an archaic organisation which was designed for a different age. However, as with Lloyds, he needed acquisitions to keep up his impressive earnings growth but found the door slammed in his face time and again. ‘Everyone we approached said “No thanks, you’ll just chop costs and we don’t want that”,’ he admitted to Andrew Davidson in a long interview for Management Today in October 2001. It was a forerunner to what he would encounter in his time at Lloyds.


He claimed it was he, rather than Pitman – who always saw TSB as a poor second best to the Midland – who conceived the idea of a merger with Lloyds and it was he who made it happen. ‘I thought, if we can’t buy something it is probably in the best interest of shareholders to sell ourselves to someone else, and I selected Lloyds.’ The deal was brokered over dinner with Pitman at JP Morgan, TSB’s bankers, and there was some speculation later that Ellwood himself was one of the TSB assets that Pitman was most interested in. Ellwood agreed to run the retail side of the merged bank for a year and take his chances when Pitman, twelve years his senior, retired. There was no talk of Pitman staying on as chairman at that stage, but he made no promises and Ellwood asked for none. ‘There were to be two deputy chief executives and I made no requirement that I be made the CEO when Brian moved on.’ But as head of the retail operation he was the bookies’ favourite from the start. He was also clear that if he didn’t get the top job, ‘I would have walked’ – although he later denied he had ever verbalised that threat to Pitman or the board.




* * *





When Ellwood finally moved into Pitman’s office in 1997, he took over a bank which, on the face of it, seemed in amazingly good shape. Profits in the past year had risen by 30 per cent, there was plenty of cash and the ratios used to judge a bank’s performance could not have been better: post-tax return on shareholders’ funds was 41.2 per cent, a phenomenal figure which it would never see again, and the cost to income ratio stood at 50.8 per cent, again an impressive figure. The share price was still climbing vertically: in January 1996 it was 331p and by the end of 1997 it had risen to 786p, a two-year gain of 137 per cent.


But over the next few years, although the share price topped £10 in 1998 and peaked at £11 a year later, Ellwood found it more and more difficult to maintain the earnings momentum. All the other banks were now copying Lloyds, rationalising bank structures – 3,000 bank or building society branches disappeared between 1995 and 2000, a rate of more than one a week – and selling insurance and mortgages, and there were no easy gains. Pitman had inherited the carcass of the merchant bank Hill Samuel, which had proved a disaster for TSB, confirming his determination to avoid expansion in investment banking as a means of growth. But even that decision, which had looked very clever for a time, no longer appeared quite so wise as the big American banks happily pocketed large profits from it and the UK banks, notably Barclays under Bob Diamond, began to get their acts together. Pitman’s decision to pull out of its overseas operations didn’t look so brilliant either, particularly as Brazil and some of the other South American economies recovered and repaid their debts (or some of them).


Ellwood’s initial strategy was to concentrate on making the bank still more efficient and to sell more products to more customers through a distribution capability which was the largest in Europe. But there was a limit to how many life insurance policies and mortgages his customers could take, or how many branches he could close without damaging the business or Lloyds’s market share, which was already beginning to fall. In public he argued that even without acquisitions the bank could continue to grow by cutting still more flab, but in reality he knew he would inevitably have to make a major acquisition, preferably one big enough to transform the bank – which, with Midland, NatWest and Barclays ruled out by monopoly considerations, probably meant a European group.


However much he tried to dampen the City’s expectations of a company-transforming acquisition, Pitman cheerfully undermined him, tantalisingly talking about ‘lots of opportunities’. There was, he told an audience in the City in May 1999, evidence that rival banks ‘are beginning to realise that the current run of record profits can’t be sustained’. That, he reckoned, would make them ‘more willing to consider an approach’. Back in Lombard Street, Ellwood gritted his teeth and carried on.


In the summer of 1999 one of Lloyds’s brokers, ABN Amro, published a lengthy analysis that highlighted the bank’s dilemma. ‘The outside world can reasonably surmise only one thing about Lloyds’s acquisition strategy: the current state of inaction isn’t a deliberate policy.’ The broker was scathing about its own client’s reliance on acquisitions, arguing that the case for Lloyds to increase its investment in its existing business was ‘greater than at any time in the last decade’.


For his part, Pitman resolutely ignored the rising tide of scepticism from analysts and shareholders who, only a few years before, believed he could do no wrong. When he was asked about Lloyds’s dependence on domestic retail banking and bancassurance, he hit back fiercely at what he called the ‘universal’ banks, such as Citibank, which had gone into everything from investment banking to expensive overseas acquisitions. ‘The returns are pathetic,’ he told a City audience. What about cross-border mergers? ‘Difficult to do!’ With that he grumped off.


In fact by that stage a cross-border merger with a European bank was becoming Lloyds’s favoured option and Ellwood’s obsession. He was offered banks in Greece, Spain, Belgium and France but didn’t like any of them. He had discussions with Fortis, then Belgium’s leading bancassurer, looked at France’s Crédit Lyonnais and ABN Amro in the Netherlands and also flew several times to the US to see if Lloyds could get back into that market. He talked to several of the big Spanish banks and held brief discussions with a bank in Turkey, one in Iceland and another in Ireland. Every bank he looked at had a problem: either it was too expensive, too risky, offered no synergies (and therefore cost savings) or would dilute shareholder value. Each time he came back empty-handed. An analysis by The Economist in April 1999 summed up Ellwood’s situation:




The trouble is that Lloyds TSB’s successful strategy in Britain cannot easily be replicated in many other European countries where labour laws make it hard to sack people, so the logic of mergers becomes less compelling. Moreover, in many European countries mutually owned co-operative banks have a big share of the market; unless they decide to go public, as did many of Britain’s building societies, they cannot be taken over.





Whereas Pitman’s reign had been blessed by benevolent markets and booming house prices, Ellwood soon got a reputation for being an unlucky manager. ‘Everything Pitman touched turned to gold,’ says a former manager. ‘Everything Ellwood touched turned to salt.’ He cites two initiatives which the strategic team came up with soon after he took over: an investment vehicle aimed at high net-worth individuals called Create and an internet bank to be known as Evolve. ‘The cost-cutting strategy was deeply embedded by then,’ says a former manager, ‘and people were not good at driving revenues. So when the strategy people came up with these two new initiatives, no one knew how to make them work. We lost around £100 million on them – the culture in the bank was just wrong.’


On another occasion, Ellwood proposed to introduce a mortgage processing service from the US which Pitman didn’t think much of. In the middle of a presentation to a sceptical board in the Lombard Street headquarters, the fire alarm went off and everyone had to leave the building. ‘And there was Peter standing out on the pavement with his Americans,’ says one of the Lloyds team who was there, ‘and all the momentum had gone. Pitman just shot it down after that. Peter was just so unlucky with everything.’


In June 1999 Ellwood, more in desperation than anything else, made his one and only significant acquisition: the £6 billion takeover of Scottish Widows, an Edinburgh-based mutual insurer set up two centuries before to support the widows and orphans of the soldiers killed in the Napoleonic Wars. It was paid for out of Lloyds’s cash reserves, which at that stage totalled £5.7 billion (more than the Treasury would inject into it in the crisis of 2008). It went down like a lead balloon. The City had been expecting something more imaginative and the shares fell sharply on disappointment that it was not the big deal they had been looking for. ‘The market has been waiting for an acquisition for years,’ one analyst was quoted as saying, ‘and this was all they could do. People are now realising the numbers don’t really stack up.’


It was Ellwood’s deal but it was Pitman who did most of the talking, trying to counter the air of scepticism which had now set in over Lloyds’s growth and acquisition policies. ‘We won’t be stopping here. We remain an ambitious group, hungry for further expansion.’ But the truth is that Lloyds had shot off all its powder and had nothing left for an assault on Europe, even if it could find a target. There were very little savings to be made from the Widows takeover – Ellwood talked about £60 million over three years, a tiny sum in the context of the size of the deal – and as Lloyds already had an insurance arm in Abbey Life, why did it need another one? The City sensed it was an acquisition done more for the sake of doing a deal rather than with any strategic intent – and it was probably right.


The decision looked even worse a few months later when Barclays kicked off a new round of bank takeovers with an agreed £5.3 billion acquisition of the Woolwich, another building society-turned bank, and announced it was on the lookout for more. Ellwood had earlier cast an eye over Woolwich and had rejected it in favour of Scottish Widows and must now have regretted it. John Stewart, the Woolwich chief executive, rubbed his nose in it by saying: ‘Woolwich was the prettiest girl in town. We could have a choice and we chose Barclays.’


The Scottish Widows bid was a watershed for Lloyds TSB. In the longer term it made strategic sense, but in the short-term it did little for Lloyds: there were no real cost savings, no synergies, and the cultures were so different that Ellwood basically left it as a standalone operation. Never again would it command the market respect and standing it had enjoyed even two years earlier.




* * *





By the autumn of 1999, the whole industry was on the move, driven by the same factors that had motivated Pitman – not always successfully – a decade before: leaps in technology, the growth of bancassurance and rationalisation of bank networks were producing literally billions of pounds of savings. Size mattered and the pool of potential targets was getting smaller.


In September, NatWest, goaded into action after a decade of lacklustre performance, made a £10.7 billion bid for Britain’s second biggest insurance company, Legal & General, its forlorn attempt at playing catch-up with Lloyds and the other banks. It was a lame and belated response to pressure from shareholders and, far from cementing its position as Britain’s third biggest bank, it put NatWest in play and brought the two big Scottish Banks, the Royal Bank of Scotland and Bank of Scotland, haring south. Both of them had been watching the banking scene south of the border for years with growing interest but had usually been seen more as potential victims than predators in the consolidation stakes. Now, under younger and more ambitious managers, they both hit on NatWest, which was bigger than both of them put together but vulnerable for all that. Initially they discussed pooling their efforts and making a joint bid, but in September 1999 Peter Burt, chief executive of the Bank of Scotland, decided to fly solo and made a pre-emptive strike before the Royal could get its act together.


Peter Ellwood, along with just about every senior bank chairman and chief executive in the world, was at the IMF annual meeting in Washington when he got the news that the Bank of Scotland had ambushed the unsuspecting NatWest with a hostile £24 billion offer. He awoke to a banking scene humming with rumours of counter-bidders already lining up for NatWest, Abbey National and the Halifax being the favourites.


The Lloyds chief executive cut short his Washington trip and flew back to London, convening an urgent meeting of his advisers to discuss this unexpected foray into English territory. The Bank of Scotland had been performing brilliantly under Burt, eclipsing even Lloyds over the past five years, and if Burt got his hands on the lacklustre NatWest, he reasoned, the whole competitive landscape could change. More immediately, he wanted to know was there any way Lloyds could get involved? As with Midland, the potential benefits of a merger with NatWest were mouth-watering – at least £1 billion of savings – but the obstacles were equally forbidding. Sadly, Ellwood had to accept that there was no chance of getting a merger past the competition authorities. He would just have to watch from the side-lines and sit this one out, even when, two months later, the Royal Bank of Scotland joined in the scrap with a counter-offer for NatWest.


And that’s what he did for the next three months while the two big Scottish banks slugged it out and NatWest, forced to drop its bid for Legal & General, desperately fought to keep its independence. All three banks tore each other’s performances and balance sheets apart and indulged in such a nasty round of name-calling and personal insults that one analyst was provoked to remark: ‘This is about as hostile as you can get without punching the other side in the face. The law of the jungle now presides.’


Royal Bank won by a whisker, throwing up a new star in the shape of the 41-year-old Fred Goodwin who was promoted to take charge of the bid process, with the prize that he would be given the combined retail operation to run if he pulled it off. Already known as ‘Fred the Shred’ or ‘Fred the Impaler’ because of his cost-cutting at his previous job at Clydesdale Bank, he had a fan club in the City which liked an ambitious Scot from a humble background (his father was an electrician). They tended to be keener and hungrier than their English, public school counterparts.


A deeply disappointed Peter Burt went back to Edinburgh where he succumbed to flu and took a week off work. He had been back at his desk for only a matter of days when he got a call from Ian Harley, chief executive of Abbey National, asking him if he would be interested in a merger.


Burt didn’t much like Harley, for whom the description ‘dour Scot’ seemed to have been invented, and knew he was already in the market for a bank merger but only on condition that he was the chief executive. However, he agreed to talk – little knowing at the time that Peter Ellwood and Brian Pitman had finally settled on Abbey as the long-awaited acquisition they had been promising for so long.
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