Funding the Future

Northern Rock: ten years on
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It is_ten years ago today that Northern Rock failed. | will be speaking at a Tax Justice
Network organised event at the Royal Society of Arts this evening to mark the occasion.

| have particular association with what happened at the time. | reproduce below what
was the first of many blogs that | wrote on the subject. This one was just three days

later, making me one of the first people, if not the first person, to ask the questions
which eventually were seen as core to this issue on matters such as securitisation, a
shadow bank, the use of orphan entities, the abuse of offshore and structuring via
special purpose vehicles. Back then most people had never heard of many of these
things. Little did they know the price they were to pay for their existence.

Northern Rock is in trouble because it has financed its mortgage book by borrowing
commercial money rather than taking deposits from customers. To do that it has issued
‘commercial paper’. And now no one wants it.

I've looked at that ‘paper’. I'm not surprised no one wants it. Most of this ‘paper’ is
issued through a long series of special purpose vehicles which re named in its accounts.
To get some idea look at this list:

19, Securitisation

The Groups results include the results and assets and labilities of saouritisation Special Pumpose Entities ("SPEST) on & line by line basis. Sacuritised advances are
subjectto non-recourse finance amangements These loans have been purchased at par by the SPEs from Morthem Rock ple, and have besn funded through the
Issue of mortgage-backed bonds. The bala nces of assets sublect to sacuritisation notes In lssue at 31 Decembser 2006 are as follows:

Gross assets

Date of securitised  Notesin issue
Securitisation company securitisation £m £m
Residential:
Granfte Mortgages 59-1 ple | Cctobear 1998 - -
Granfte Mortgades 00-1 ple 1 March 2000 1861 170.6
GraNMe Mortgades 00-2 ple 25 September 2000 2301 2659
SR Nite Mortgages 01-1 ple 26March 2001 5592 507.9
Granfte Mortgages 01-2 ple 28 saptember 2001 - -
GRENME Mortgages 02-1 plo 20March 2002 1207.7 11226
GrRNMe Mortgages 02-2 plo 23 Saptambar 2002 14172 13026
SR Nite Mortgages 03-1 ple 27 January 2003 18167 17188
GRNite Mortgages 03-2 ple 21 May 2003 12242 1120
Granfte Mortgages 03-3 ple 24 Saptembar 2003 11541 1.058.9
Granfte Mortgages 04-1 plc 28 January 2004 1.965.8 18025
G Nt Mortgages 04-2 ple 26 May 2004 21994 20446
Granie Mortgedes 0d-3 ple 22 September 2004 25497 23781
GranMe Master lssuer pk 26 January 2005 34264 32546
Granite Master lssusr pk 25 May 2005 30438 2,880.1
Granfte Master lssuer ph 31 August 2005 5155 5110
Grante Master lssusr ph 21 Saptembar 2005 30132 2EH06
Granfte Master lssusr ph 25 January 2006 52897 50481
Granfte Mastar lssusr ph 24 May 2006 28887 27851
Granfte Mastar lssusr ph 19 Saptember 2006 56431 5.400.3
Granfe Mastar lssusr ph 29 Mowernbar 2006 32695 32062

41,8041 BAE
Ratained Interzst In GrRNME Finance Trastess Lim fed B4532
Less cash deposits bebd with Northem Rock ple (2E57.4)
Total residential 473999 N AZE
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commercial:
Dokertte Fundineg Mo, 1 plc 24.June 2002 86T a0
Retalred Intarest In Dolerite Mortgages Trustee Limited 485 -
Dolerits Funding Mo.2 plc 18 July 2005 4073 4148
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https://www.taxresearch.org.uk/Blog/2017/09/14/northern-rock-ten-years-on/
https://www.theguardian.com/business/2007/sep/14/money2
http://www.taxresearch.org.uk/Blog/2007/09/17/northern-rock-the-questions-needing-answers/
http://www.taxresearch.org.uk/Blog/2007/09/17/northern-rock-the-questions-needing-answers/
http://companyinfo.northernrock.co.uk/downloads/results/res2006PR_AnnualReportAndAccounts.pdf

That’s near enough £40 billion of notes in issue.

Then look at how just one of these is structured through Granite Master Issuer PLC, The
deal structure diagram looks like this:

Diagram of ownership structure
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It gets more complicated though. The securitisation structure looks like this:

Structural diagram of the securitization transaction
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http://companyinfo.northernrock.co.uk/downloads/securitisation/prospectus%20&amp;%20us%20supplement%2005-2.pdf

All of which is a completely prefabricated farce. How can | say that? Take these facts:

1) Note who the share trustee who owns Granite is — it’s a Law Debenture Company
This group exists to provide services to special purpose vehicles. No surprise it has
offices in London, New York, Delaware, Hong Kong, the Channel Islands and the
Cayman Islands.

2) Granite is actually owned by a Law Debenture subsidiary, not by Northern Rock. I’'ve
checked.

3) However it does so as trustee — the beneficial ownership is supposedly explained
here (it’s in the first diagram above as well):

The entire issued share capital of Holdings is held on trust by a professional trust
company under the terms of a discretionary trust for the benefit of one or more
charities. The professional trust company is not affiliated with the seller.

Any profits received by Holdings, after payment of the costs and expenses of Holdings,
will be paid for the benefit of the Down’s Syndrome North East Association (UK) and for
other charitable purposes selected at the discretion of the professional trust company.

The payments on your notes will not be affected by this arrangement.

4) | have a word for this. It is a sham. | can say that because the Northern Rock
accounts say:

Bagisi ol enSRlidatinn of the Group incorporates the assets, liabilities, and results of
Northern Rock plc and its subsidiary undertakings (including Special Purpose Entities).
Entities are regarded as subsidiaries where the Group has the power to govern financial
and operating policies so as to obtain benefits from their activities. Inter-company
transactions and balances are eliminated upon consolidation.

In other words that trust is not real. Northern Rock controls Holdings, but pretends not
to via complex legal structures for certain purposes to try to avoid some of the risk of
ownership arising from doing so, no doubt. Why else do this?

| call this three things:

a) An abuse of the charity involved, who (I stress) need not even have given their
assent to be used in this way;

b) A contempt for those who take the real risk on financial markets, which is at the end
of the day as this fiasco is showing, you and me and the government;

c) The construction of an arrival device to ensure that as few people as possible, almost
certainly the Northern Rock directors included, know just how this deal works. |
guarantee you it’s a tiny number that do.

Page 3/4


http://www.taxresearch.org.uk/Documents/Granite3.jpg
http://www.lawdeb.co.uk/normal.asp?PageType=Section&amp;SectionID=2

And it’s this wholly artificial construction, seeking to shift liability and to avoid
responsibility and abusing common sense decency with regard to the abuse of charity
to achieve commercial aims that is pulling Northern Rock down.

Of course it’s not alone. This type of deal is constructed every day off shore, It’s the
bread and butter of international finance.

It’s why we can’t trust markets. It’s why regulation is needed. It’s why
ownership has to be revealed. It’s why declaring where you’re working is so
important. It’s why accountants have once more to put substance over form.

Now I know that for a change these Northern Rock entities were on balance
sheet but most aren’t. And can you see as a result why no one will lend
inter-bank now? They’ve all been so busy creating these sorts of artifice that
no one dare do so — because they all know the warts in their own system, so
presume there must be as many in everyone else’s.

It makes me believe, more than ever that the City is rotten to the core. Prove
otherwise is my challenge.
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