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Introduction
The Financial Inclusion Centre (The Centre) welcomes the opportunity to respond to HM Treasury’s consultation on Reforming Financial Markets, and to have participated in HMT’s consultation workshops on regulatory issues, consumer issues, and competition issues. We are not in a position to respond to all of the issues raised in the consultation document so we have focused on those issues of most importance to consumers. 
From the Centre’s perspective, the priorities for government intervention and financial market reforms should be to 
i) protect the most vulnerable consumers in society from the effects of the ongoing financial crisis; and

ii) reduce the risk of a similar financial crisis recurring, restore and maintain consumer confidence in markets, and ensure that, in the future, financial markets are:
· fair and inclusive;

· efficient and competitive;

· sustainable and produce socially useful products and services;

· well governed and accountable to consumers and wider society;

· stable and secure; and 

· properly and robustly regulated.
The ongoing crisis in the financial system has resulted in the need for an unprecedented range of interventions by policymakers and regulators. So far, the authorities (Government, Bank of England and Financial Services Authority) have understandably prioritised the rescue and stabilisation of the financial system.  This has involved improving deposit protection schemes to protect consumers’ savings, the de facto nationalisation of a number of the UK’s major banks, massive injections of public funds into the banking system, dramatic cuts in benchmark base rates, a  programme of quantitative easing by the Bank of England, and the establishment of an Asset Protection Scheme (APS) to offer banks insurance against future risks and losses. 

While complacency must be avoided due to the risk of a secondary banking crisis, these interventions by policymakers do seem to have been successful in rescuing and stabilising the banking and financial system and the worst of the immediate crisis appears to have passed. 
However, we must not forget how the financial crisis and recession has affected the most vulnerable consumers in the form of higher unemployment, risk of repossession and arrears, and exposure to financial scams and practices. 

The Government has introduced a number of measures to protect vulnerable households including: the Mortgage Rescue Scheme (MRS), The Homeowner’s Mortgage Support Scheme, new Court Protocols, and persuading major lenders to be more sympathetic to borrowers facing financial difficulty. These measures, combined with concerted intervention by the Bank of England to reduce interest rates, have protected thousands of households from the worst effects of the financial crisis. 

However, welcome as these measures are, we do not believe that they go far enough to cope with the sheer scale of consumer detriment caused by the financial crisis, nor protect the most vulnerable households in the UK who fall outside the mainstream of financial services. 
Moreover, unemployment is a lagging indicator which will continue to rise after the economy has appeared to resume growth (as measured by GDP).

The long term effects of the financial crisis must also be addressed. A major restructuring of the financial services industry is underway. A combination of regulatory and commercial pressures means that ‘mainstream’ financial institutions are increasingly likely to concentrate on offering products and services on lower-risk, medium-higher income households.  The increased use of risk-based pricing will exacerbate the chronic levels of financial exclusion facing the UK.  Vulnerable consumers will find it increasingly difficult to obtain access to fair, affordable, and suitable products - particularly in the banking, credit and insurance sectors.  So, we are disappointed that HMT did not include proposals for a UK version of the US Community Reinvestment Act (CRA) in this consultation paper.
With these concerns in mind, we evaluated the impact of the crisis on vulnerable households to identify the areas of highest risk, and make a number of recommendations to protect consumers. We have packaged these recommendations together in the form of a Financial Crisis Action Plan containing a series of short term consumer protection measures and longer term structural reforms aimed at ensuring the longer term financial needs of vulnerable consumers are met fairly and equitably. 
This Financial Crisis Action Plan will be published shortly and we hope that the Government and regulatory authorities are now able to give the same level of attention to protecting the most vulnerable consumers as they have to rescuing and stabilising the financial system.
A: PRIMARY LEGISLATION PROPOSALS

1) Reforming regulatory institutions
We agree with the need to reform financial markets and the system of financial regulation in the UK. However, fundamental, radical reforms are needed to create financial markets system that meets the needs of consumers and society. As we set out above, reforms should aim to create markets that are: 

· fair and inclusive;
· efficient and competitive;
· sustainable and produce demonstrably socially useful products and services;
· well governed and accountable to consumers and wider society;
· stable and secure; and 
· properly and robustly regulated.
In our recent report ‘Reforming the Financial System’
 we set out a series of proposals designed to address the underlying causes of the financial crisis, and align the interests of financial markets and society. 
The proposals covered the following issues:  

· the architecture and institutions relating to financial market regulation at UK and EU level;

· macro-prudential, micro-prudential, and consumer protection regulation; 

· governance and accountability of regulators;

· critically, the approach to regulating financial markets especially more robust and effective enforcement;
· improved institutional governance and the role of long term investors; and

· structural reform of the banks.

We would ask that our response to the questions set out in this consultation be read in conjunction with the proposals contained in this report as we feel that this consultation paper on its own does not address the wider set of reforms needed to create the financial markets we need.
a) Formalising and strengthening the arrangements for institutional cooperation

1 What are the benefits in creating a more formal and transparent body to coordinate the authorities’ more systemic approach to financial regulation? Do you have any views on the role and remit of the CFS?

We would have preferred a more fundamental reform to the architecture of financial regulation and to the relevant institutions responsible for macro-prudential, micro-prudential and consumer protection regulation. Details of our proposals can be found our recent report on financial market reform
. 
However, we do agree that more formal and transparent arrangements are needed within the proposed structures. 

The role and objectives of the CFS should be to:

· promote financial stability at UK level; 

· improve the monitoring, prevention, management, and resolution of systemic financial crises at UK level; 
· issue risk warnings and guidance to the FSA (and where relevant the OFT with respect to unsecured lending) with regards to the impact of micro-regulation on macro-regulatory objectives; and
· coordinate operations and interventions with the new EU regulatory authorities. 

Critically, the relationship between the CFS and FSA/ OFT needs to be clarified. For example, even if overall responsibility of the CFS is to promote financial stability and prevent systemic crises from recurring, many of the necessary intervention measures would need to be given effect through changes in micro-prudential regulation – which would remain the preserve of the FSA. 

Therefore, it would be beneficial in terms of responsiveness and transparency if the CFS had clear report, refer and require powers. That is, the CFS would need to have the authority to publish annual, quarterly, and one-off reports on systemic risk issues, identify and refer corrective implementing measures to the FSA and require FSA to implement those measures. 
However, even with more formal arrangements careful consideration is needed on: 
· how to ensure that relevant micro prudential considerations are included in macroprudential assessments and regulation (and vice versa); and
·  how to keep macroprudential supervision at an arms-lengths distance from and avoid conflicts of interests with the Bank of England’s regular tasks and monetary policy operations.

2 To what extent would an annual report on key developments increase knowledge and awareness of significant regulatory actions taken under the Banking Act and FSMA? From your point of view, what areas would it be useful for this report to cover?

In the interests of transparency and market discipline, we believe it is important that the CFS should publish quarterly reports and commentaries on systemic risk issues, not just an annual report. Relying on an annual report would be much too reactive and would not allow market participants such as long term investors recognise significant market developments in a timely fashion. One of the key lessons from the ongoing financial crisis is that timely and well-supported and understood interventions are needed rather than reactive interventions.
The annual report should be seen primarily as a governance and accountability mechanism. 

Without going into specifics, reports should contain information relating to the CFS’s role and objectives outlined above. Critically, the approach to regulatory transparency in the UK must change. The default position must be transparency - only information that can be demonstrated to be detrimental to the CFS’s financial stability objective should be withheld from publication.  
However, this raises more fundamental issues about the governance and accountability of the CFS. It will be critical that there is sufficient public interest representation within the CFS structure to ensure that judgments on disclosure in the public interest are made in a balanced and objective manner. 

3 In addition to the input of non-executives from the governing bodies of the FSA and the Bank, what other ways could external advice and commentary be incorporated in this process?

To begin with, if the CFS is to have input from non-executives of the FSA and Bank, it is self-evident that the governance and accountability of these bodies must also improve. As we point out in our report ‘Reforming the Financial System’, the FSA and Bank of England non-executive boards are dominated by individuals with industry backgrounds. Only a small minority of members of both boards could be remotely considered to be public interest representatives.
We would argue that the CFS itself should have public interest representatives within its membership given the importance of its role. 
However, failing that, at the very least there should be a stakeholder advisory group consisting of representatives of stakeholder groups – consumers, employee interests and industry. This stakeholder advisory group should be well-resourced to allow it undertake its own research where necessary, and have the independence and authority to hold the CFS to account.
It is critical that the CFS does not become too insular in its thinking and must be subjective to challenge by independent, objective representatives willing to challenge market orthodoxy.
4 What mechanisms might be used for enhancing democratic accountability? Is this important? Are there any risks that need to be considered – for example, around market sensitivity, or threats to consumer confidence?
If the CFS (and regulatory reforms generally) are to have the necessary confidence of the public, then democratic accountability is a prerequisite. 
Meaningful democratic accountability requires several measures:

· improved governance – through the involvement of public interest representatives;

· much needed transparency and disclosure – through the publication of annual, quarterly, and one-off reports and commentaries; and

· public accountability. 

With regards to the public accountability measures, clearly the select committee system provides an effective forum.  
However, given the scale of the democratic deficit in the UK and the undue influence the financial services sector has over the policymaking process further measures are needed.
A simple, and effective, way of ensuring a degree of accountability (and the public interest is represented and balanced against powerful commercial interests) would be to have formal public hearings on the effectiveness of the CFS. These public hearings should take place at the time of the publication of the annual report and conducted by the public interest/ stakeholder advisory group. 
To be effective, the stakeholder advisory group should have the: 

· authority to summon CFS members (and staff from the constituent authorities) to answer for activities throughout the year, and summon independent expert witnesses; and

· sufficient resources to undertake independent research.  
b) Strengthening the governance arrangements and statutory framework of the Financial Services Authority
5 What are the benefits of giving the FSA an explicit objective for financial stability?

6 What are the advantages and disadvantages of amending FSMA to make clear that the FSA must take into account any possible wider economic and fiscal costs in its decision-making?

7 What are the advantages and disadvantages of amending FSMA to place a duty on the FSA to promote sound international regulation and supervision?

8 To what extent would these proposals improve the FSA’s ability to have a more systemic or macro-prudential approach to prudential regulation?

We think it would be helpful in terms of governance and accountability to spell out in much clearer terms the role of the FSA in maintaining financial stability the need for the FSA to take into account the economic and fiscal costs of its decision making. 

However, as we point out in our response to Q1 above, the relationships between the CFS and FSA would need to be clarified to avoid confusion and duplication of activities and to allow for effective responses to developing crises.

c) Enhancing the FSA’s powers

9 Do you agree that the FSA's rule-making power and powers of intervention should be explicitly deployable in pursuit of any of its regulatory objectives and not just that of consumer protection?

Yes. However, it is important that the governance of the FSA board is improved and FSA’s approach to regulation changes to ensure that the consumer and public interest is represented. 
The implication in this question is that consumer protection has been given precedence in the past at the expense of other FSA activities such as maintaining financial stability. But consumer representatives would argue that the consumer interest has not been given due weight during the FSA’s existence due to the undue influence of the financial services industry, and the FSA’s market-based approach to regulation. 

If the FSA’s financial stability role is to be enhanced, then it is important that consumer protection is not further downgraded. There must a real risk that macro- and micro-prudential regulation will be given precedence over consumer protection in terms of financial and human resources. This is why we believe that the proposal for a new consumer education authority, while welcome, is not sufficient. 
10 To what extent will the FSA’s enforcement capability be enhanced by a power to suspend individuals or firms for misconduct?

11 To what extent will the FSA’s enforcement capability be enhanced by a power to penalise persons who perform a controlled function without the necessary FSA approval?
No comment.

12 Are the Government’s proposed amendments to FSMA the best way of ensuring that the FSA can continue to take effective action to tackle abusive short-selling practices?

We support the proposals on short selling. The FSA must have powers to implement emergency measures quickly and a duty to operate a permanent disclosure regime on short selling.

However, we take the view that short-selling is a source of much wider detriment to the economic and public interest, not just financial stability and market abuse. But addressing these wider economic and public interests requires a different set of measures over and above those referred to in this consultation document.

For example, it is difficult to see how it is in the collective interest to allow pension schemes to indulge in stock-lending that can have the effect of damaging the interests of other pension scheme members (clearly, stock-lending and deliberate, speculative short-selling are different from normal investment driven trading activities). 
Moreover, there is a compelling case for using the tax-system more directly to promote sustainable, long term share ownership and drive out damaging, speculative short term trading.  
However, as mentioned, these necessary structural interventions seem to have been excluded from the reform process.
13 Can you identify areas where the FSA does not currently have sufficient power to request information that it requires in order to carry-out more system-wide analysis of the financial sector?

We are unclear as to why the question refers to power to request information. We take the view that if the FSA is to be an effective regulator it must have a general duty and power to collect any necessary information to enable it to undertake its regulatory duties. This should apply to consumer protection and financial stability objectives.

Moreover, the fundamental approach to transparency and disclosure in the UK must change. The UK’s Freedom of Information Act 2000 (which works so effectively in other areas) is more or less rendered useless in financial services due to the protections given to commercial interests by financial market legislation. This is one of the most serious barriers to public accountability and consumer protection in the UK. The FSA’s effectiveness will be seriously undermined unless disclosure regime is changed. FSA activities must fall properly within the remit of the FOI Act 2000 and the presumption should be changed to one of general disclosure unless it is clearly demonstrated that disclosure would undermine the public interest (which would only apply to a very limited set of circumstances).
d) Expanding the role of the Financial Services Compensation Scheme (FSCS)

14 What are your views on this proposal to expand the role of the FSCS?

We support the proposal outlined in the consultation document. There are other issues such as ensuring the FSCS is properly funded and responds quickly but these are dealt with elsewhere.

2) Competitive markets that work for consumers

a) Financial Capability and Money Guidance

15 What are the advantages and disadvantages of the relevant consumer credit firms contributing to the costs of Money Guidance?

16 The Government believes that some organisations, such as free and impartial debt advice providers, should be exempt from the levy on consumer credit licence holders – do you agree? Are there other cases where an exemption is appropriate?

17 What factors should be considered in designing an appropriate levy scheme for consumer credit firms?
We agree with the view that consumer credit firms should contribute to the costs of Money Guidance. The main reason for this is that the practices and behaviours of the consumer credit industry have contributed to the need for impartial money advice. 
The record level of personal debt in the UK left many households in a very vulnerable position exposed to external shocks such as the financial crisis and recession. Total UK personal debt stood at £1,459bn as at the end of May 2009
. The majority of that is, of course, secured debt, but unsecured debt stands at £233 bn. The average unsecured debt (for those who do have debt) is £21,640
. According to the Consumer Credit Counselling Service (CCCS), clients on a debt management plan (DMP) have an average debt of £26,000, but an average income of £18,000. 

This data must call into question the efficacy of lenders’ data-sharing and risk-management systems if borrowers were allowed to get this debt. We think there is a strong case for saying that irresponsible or reckless lending has occurred in the run-up to the financial crisis (this is why we advocate in a forthcoming report
 a full scale investigation into whether reckless lending has occurred and whether overindebted borrowers ought to be entitled to some form of redress. 
Clearly, if we see a large increase in the number of consumers defaulting on unsecured debt, this will push up demand for objective money advice putting further strain on the not-for-profit debt advice sector. This in turn will create further opportunities for commercial debt advice companies creating further detriment for overindebted consumers. Furthermore, this will create an even bigger market for unregulated debt resale companies who buy problem debt off lenders.
Therefore, we believe it is only fair in the interests of corporate accountability that all consumer credit firms should contribute to the cost of Money Guidance. However, there is no moral or economic justification for expecting not-for-profit, impartial advice organisations to contribute. These organisations exist to deal with the failure of the market and imposing a levy on these firms would undermine their ability to operate effectively.  
However, we should point out that we argue that there needs to be a statutory financial inclusion levy to promote sustainable financial inclusion – not just a money guidance levy. This will be set out in our forthcoming Financial Crisis Action Plan.
In terms of design of levy, we think there should be two main factors for consideration – lender’s market share and ‘riskiness’ of loan books.

Clearly, not-for-profit lenders that perform a social lending function (such as credit unions and CDFIs) should be excluded from the levy as these by definition would have significantly higher risk loans.

b) Strengthening the FSA’s consumer capability

18 What issues need to be resolved to establish a successful consumer education authority set up by the FSA?

19 What are your views on the scope of the new authority? Should it also, for example, champion consumer interests and act as a consumer voice in financial services?
As an organisation dedicated to promoting financial inclusion and provision, we naturally strongly support the idea of having a single, well-resourced authority dedicated to promoting financial capability. Clearly, improving the UK’s financial capability levels must be a long term priority for government.

However, it is also very important to recognise the limitations of financial capability interventions in the short-medium term (particularly narrow financial education initiatives and information solutions). 

We are in the process of producing a report which examines the effectiveness of various financial capability interventions to identify which type of interventions are effective at changing consumer behaviour positively. It has to be said that although there is evidence of consumers self-reporting higher levels of confidence and awareness there is very little evidence of financial capability initiatives leading to measurable, sustained positive changes in financial behaviours
.

Moreover, information solutions per se would appear to have little effect in promoting positive consumer behaviours and controlling negative market behaviours such as aggressive selling/ misselling of inappropriate products by intermediaries incentivised by commission or sales targets.   

So, if the new body is to focus on financial capability it must be a much more proactive agent of financial capability and not just a ‘passive’ producer of information such as fact-sheets, consumer guides, and web-based information (important as this information is).

However, from our perspective, we think the focus should be on making the most of this opportunity to widen the scope of the proposed authority. We have always been of the view that there should be a dedicated financial consumer protection authority
 given the concerns we have that consumer protection has been subsumed within the FSA structure.

This authority could remain within the overall FSA structure but it should have the following objectives and undertake the following activities. 

· It should be the lead authority for monitoring retail financial market behaviours, and the relationship between retail consumers and firms. This should include: information provision; advertising, promotions, and marketing; sales practices and distribution issues; product design; competition and pricing issues; treating customers fairly; access and exclusion issues; professionalism and training and competence.

· It should be the lead authority for coordinating efforts to raise standards of financial capability and lead provider of information to help consumers make informed, confident decisions and choices (including firm specific information on products and services, complaints data and so on);
· The UK faces chronic and appalling levels of financial exclusion which self-regulation has failed to address. Financial exclusion is bound to deteriorate even further as a result of the financial crisis. Therefore, we take the view that the FSA should be one of the public bodies covered by the Equality Bill currently going through Parliament, and that the FSA should be given a statutory duty to promote financial inclusion. We also conclude that the UK badly needs a version of the US Community Reinvestment Act (CRA). In an ideal world, a separate agency would oversee a statutory financial inclusion objective. However, this new consumer protection authority would be well-suited to overseeing the financial inclusion objective and UK CRA. 
· It should proactively produce consumer alerts and warnings similar to other public policy regulators in the food and pharmaceutical sectors;

· Where necessary and appropriate it should operate as a product regulator, effectively pre-approving products for distribution to retail consumers.

·  Ideally, the new authority should have the ability to enforce regulation as well. However, in the absence of this, at the very minimum it should be given explicit report, refer and require powers. That is, it should be able to issue public reports and statements on activities and issues which threaten the FSA’s consumer protection objective, refer these to the FSA for action, and require the FSA to respond within a prearranged time period. 
However, it should not actively ‘champion’ or promote the consumer voice. It should be seen as a regulator and promoting the consumer interest should remain the preserve of consumer organisations.  

20 What are your views on the governance and funding proposals for the authority?

21 To what extent should the authority be independent of the FSA?

We agree with the proposals on governance set out in the consultation paper. With regards to funding, we advocate that there should be a statutory financial markets and inclusion levy to cover the cost of retail regulation and promoting financial inclusion.  
As far as possible, the new consumer protection authority should be independent of the FSA. However, as mentioned, the FSA itself should be subject to report, refer and require powers from the new authority.

c) Swift and effective redress

22 How can better routes to collective address be achieved, which deal with claims more efficiently, reduce the time that claimants may have to wait, and reduce the volume of individual cases dealt with by the courts or FOS?

23 What are the pros and cons of updating FSMA section 404 through expanded new powers for the FSA to which different procedures will apply as proposed?

24 What are the pros and cons of introducing a new representative action process where there is evidence of a breach of FSMA or FSA rules, and should this extend to breaches of other requirements in the area of FSA supervision?

25 How should such a representative action process be structured?

26 The Government invites views on the potential costs and benefits of its collective redress proposals.
No comment on questions 22-26.
B: AREAS FOR DISCUSSION
1) Managing systematically significant firms

1 Do you agree that the systemic significance of a financial institution should be explicitly linked to regulatory capital requirements?

2 How should systemically significant institutions be categorised? For example, should there be a fixed list or a sliding scale of importance, how often should such a list be updated, and should any list of systemic significance be made public?
Yes. However, we think it is important to consider not just the size of a financial institution but the potential a financial institution has for disrupting the financial system. 

Clearly, if capital requirements are to be linked to systemic significance, then a de facto list of some sort would need to be maintained by regulatory authorities. Otherwise, regulators would not be able to calibrate capital requirements. If this system is to work then the list would have to be flexible and not fixed. 
Disclosure may well be a non-issue. If a firm increased capital ratios, we would assume the market would recognise that it is likely to have done so as a result of regulatory requirements.
3 Can you identify any other important challenges to implementing stricter regulation on systemically significant institutions?

4 Do you agree that banks should be required to establish more detailed contingency plans in times of failure?
No comments on 3-4
2) Competitive markets that work for consumers
a) Barriers to entry and encouraging new entrants to the retail banking market
5 What steps could the Government take to increase competitive pressures in the market, to the benefit of consumers?

6 In addition to the barriers to entry identified by the OFT and the Competition Commission, are there further barriers faced by potential retail-banking providers?

7 How can the Government and industry facilitate easier account switching in the retail banking sector?

8 What additional work would be needed to ensure that the infrastructure to support faster payouts in the event of bank failure could also support account portability?

9 With the development of new technologies, where might new entrants to the retail banking market come from and how can consumers be encouraged to take advantage of it?

10 Do you support the Government’s proposals to embed facilitating market entry into medium-term financial sector policy making by requiring the FSA and OFT to specifically address the issue in: Cost Benefit Analysis on new regulatory proposals; and the OFT’s annual updates to its financial services strategy?

11 Would you support requiring the OFT to consider enforcing the adoption of industry-wide disclosure standards to ensure consumers are well-equipped to make decisions about their financial affairs and to switch suppliers?

The lack of effective competition in UK banking has been investigated at length previously – not least by the Cruikshank inquiry. Nothing much seems to have changed. So we do not have much to add to the debate or these specific questions. 
The structural barriers to effective competition in the UK retail banking markets are such that relying on previous approaches based on self-regulation of the payments system and providing information on account switching have been conspicuously unsuccessful. 
Similarly, the embedded power of the high street banks means that hoping for newer, innovative entrants is unlikely to be a sensible strategy.
The time must have surely have come for robust, statutory regulation of the payments system including switching standards and the retail banking market generally. 

This is even more important now given that the embedded power of the big banks in the UK has been enhanced due to the financial crisis.

We would also like to emphasise that lack of competition is a problem in the retail mortgage market, not just retail banking. As we point out in our report ‘Are banks and building societies playing fair?’
, net margins between loans and savings are now at the highest level for 10 years. This is undoubtedly partly due to the need for banks to retain profits and restore balance sheets. However, we suspect that this is as much down to the consolidation and overconcentration in the mortgage market following the crisis. According to the CML, the largest 4 lenders took 62% of new mortgage lending in 2008.  

This will require structural reforms. The current crisis provides the ideal opportunity to think radically and use the mechanism provided by UKFI to restructure the market. The aim of structural reforms should be to create a powerful competitive force on the high street. 
One way of doing this would be to require Lloyds HBOS group to sell off part of its mortgage book and merge this with Northern Rock to create a national mortgage and loans bank ie. a lending version of National Savings & Investments. 
We note that the Government is now appears to be sympathetic to the establishment of a ‘People’s Bank’ built around the Post Office network. The creation of a national mortgage and loans bank would complement this well. It would mean that consumers’ core financial needs – banking, savings, and lending could be met more effectively and provide a real spur to competition in these markets. 
These new institutions would be able to operate as utility financial institutions operating on lower returns on capital. We believe, therefore, that these institutions could make an important contribution to efforts to tackle the chronic levels of financial exclusion evident in the UK.

b) Access to simple, transparent products

12 Would simplified labelling help consumer understanding of financial products? What lessons can be learned from the traffic light system of food labelling and how can these be applied to financial products? Should such labelling be compulsory?

We are firm believers in the effectiveness of ‘product regulation’ as a mechanism for ensuring markets operate fairly, safely, efficiently, and sustainably. 
The history of retail financial services in the UK suggests very strongly that relying on market forces and regulation that addresses information asymmetries is not that effective at promoting positive behaviours by market participants. 

Whereas policy innovations such as stakeholder pensions have been very effective at introducing competition into the retail pensions industry, driving through efficiency gains, and ensuring that misselling inappropriate products is almost impossible in a properly regulated sales environment. Of course, the industry likes to argue that stakeholder pensions did not extend access to pensions for lower income consumers. However, this was not a flaw in the stakeholder concept, and should not be used as an excuse to discard product regulation as a regulatory intervention. It simply reflected the economics of distribution in pensions which mean that the retail distribution model can never be suitable for meeting the needs of lower/ medium income consumers. This is why consumer representatives strongly supported the development of personal accounts which uses the collective approach to financial provision to change the economics of distribution.
We favour an approach to product regulation based on benchmarking, clear labelling and a ‘pre-approval’ process similar to those operated by the pharmaceutical regulators and being developed by food safety regulators.

Clearly, for maximum effectiveness, and to avoid the free-rider effect, product regulation should be compulsory and undertaken by an independent authority – potentially the new consumer authority outlined in this consultation document.
One argument used by the industry against product regulation is that it stifles innovation. We certainly do not want to see genuinely socially useful innovations being stifled. However, what the industry often means is that product regulation would ‘stifle’ complexity, oversupply of products, and the development of spurious innovation and unnecessary features. We are unaware of any genuinely socially useful financial products and services that would not get to market under a regulatory regime similar to those operated in the pharmaceutical sector. 
Individual consumers may have complex financial needs but those needs do not have to be met by complex products. The level of complexity evident in the retail financial services industry cannot be justified in terms of adding value for consumers. 

So we believe that product regulation would lead to significant benefits in terms of product quality, market efficiency, and more generally lead to more socially useful and safer retail financial markets.
Moreover, product regulation would have additional benefits for financial capability objectives, regulation, and distribution costs.
As we outline above, there seems to be very little evidence of financial capability being effective at producing positive consumer behaviours. One of the main barriers would appear to the complexity of the UK retail financial services sector. It is important to get the sequence of interventions right. Rather than rely on information, education and consumer power to influence market behaviours we take the view that it would be more effective to first ensure simplify and improve the market and products. This would then allow financial capability a chance to work.
Unnecessarily complex products increase the cost of advice and distribution as it requires sellers and intermediaries to spend more time than is necessary explaining the features to consumers. Complex products also require more documentation and information disclosure further adding to costs and causing consumers to disengage.
13 Which products would – and would not – be suitable for simplified labelling? Is it possible to establish a single system of disclosure for a diverse range of products?

We think most products would be suitable for labelling – although clearly with more complex products a degree of market testing by regulators would be needed before a labelling system was adopted.
However, we make the point that labelling is unlikely to be sufficient to protect consumers. For more complex products, a thorough ‘pre-approval’ process should be used in conjunction with labelling. A pre-approval process is necessary to determine the right regulatory mix to protect consumers. 

Moreover, labelling and other forms of product regulation can be very effective if intermediaries and sales staff are required to draw attention to critical product features and justify why they are recommending a product that has been categorised and labelled as being higher risk or more expensive.  
14 Should price be benchmarked? Should there be disclosure to help people identify products which are relatively expensive?

Yes. See above. We think that benchmarking price and requiring intermediaries/ sales staff to draw attention to and justify recommending expensive products would be an effective method of introducing meaningful competition into retail financial services.
15 Why do some existing simple products not sell well?
As we outline above, the economics of distribution in financial services means that the retail model is often not suitable for extending access to lower/ medium income consumers. 

Moreover, the industry is currently structured in such a way that there are greater incentives for developing and selling more complex products. Product manufacturers develop spurious ‘innovative’ product features which allow the manufacturer to differentiate itself from rivals and provide advisers with a selling point rather than add value for consumers.

With retail financial services, we do believe that, the simpler, the better. However, a simpler, more transparent market is unlikely to emerge without regulatory intervention to encourage simplification.
16 Should the Government extend the concept underlying RU64 to other products – i.e. require firms to demonstrate why a complex or expensive product is better than a simpler or cheaper alternative?

Yes. RU64 was one of the most effective regulatory interventions of recent times. RU64 was the mechanism which gave effect to the benefits of stakeholder pensions. Even though the industry likes to claim that stakeholder pensions were not a success and did not sell well it should be remembered that personal pensions continued to sell – the difference is that the charges on personal pensions had been dramatically reduced as a result of RU64. 

We find it unlikely that the industry would respond positively to a new set of simplified products unless there was an equivalent to RU64. Without an RU64, better value, transparent, simplified products are unlikely to be put in front of consumers, as the industry would continue to market more expensive, complex products.

17 Who should set benchmark standards for products?
We think any benchmarking would need to be done by the regulator. Of course, this could be done in conjunction with consumer representatives and trade bodies.

c) Mortgage insurance

18 Are there barriers to the provision of mortgage insurance in the UK?

19 What are the advantages and disadvantages of the Canadian model of mortgage insurance?
The ongoing crisis in the financial system has resulted in the need for an unprecedented range of interventions by policymakers and regulators. We welcome the sustained and coordinated initiatives by the authorities (Government, Bank of England and Financial Services Authority) who have understandably prioritised the rescue and stabilisation of the financial system.  
But now the authorities must devote the same attention to protecting the interests of the most vulnerable consumers. Access to fair and affordable credit is a priority for government action.

As The Financial Inclusion Centre report demonstrates, access to fair and affordable mortgage (and unsecured) credit is becoming a real problem for lower income/ higher risk consumers.
 We agree that some form of intervention is needed to promote access. 

We are not clear that individual mortgage insurance would address the structural funding barriers that are inhibiting access to affordable credit. Insurance is a risk-based business and we think it would be unlikely that the UK insurance industry would be able to offer affordable insurance to those consumers who would need it most unless there was some form of government intervention to underwrite such insurance.
We think that there are a number of structural interventions that could be considered including: 

· the Government could effectively underwrite loans to ‘riskier’ borrowers; 
· a further option for encouraging lending would be to create an institutional mechanism such as a national mortgage rescue scheme to buy up distressed mortgages or underwrite mortgage payments of borrowers in difficulty. This mechanism could allow banks to swap ‘toxic’ mortgage assets for government bonds, thereby repairing balance sheets and stimulating lending;

· universal service obligations: the Government could force banks to lend to ‘riskier’ borrowers, in effect regulating banks as if they are utilities. An alternative to this would be to set down annual performance targets for banks with regards to loans – particularly for those banks in which the taxpayer has a stake;

· ‘national’ bank options: the Government could take the previous option a stage further and lend directly through the banks it has a stake in – in effect turning these banks into mortgage and loans versions of National Savings and Investment;

· promoting and supporting alternative lending channels. The Government could increase the  financial resources available to non-profit lenders, including government, through the social fund. The Post Office, credit unions and other community-based lending organisations could be used as alternatives to commercial lenders.

d) Financial Services Compensation Scheme governance and accountability

20 Do you have any views on how the governance and accountability of the FSCS can be strengthened to help it successfully deal with these new challenges?

No comment.

e) Strengthening crisis management and depositor protection across the EU: single point of contact

21 Do you agree that a single point of contact would be a suitable way of handling cross-border compensation issues in the EU? If not, why not and what alternative would you suggest?

22 How should a single point of contact operate?

23 Should there be more or less harmonisation of EU deposit-guarantee schemes?

24 What are your views on the possible introduction of a pan-EU deposit-guarantee scheme?
No comment on questions 21-24

3) Strengthening mutuals
a) Improving building society governance
25 What features of shared operating models could be applied to the UK building society sector?

26 What are the barriers to shared operating models?

27 What legislative or other changes would be needed to make such models effective in the UK?

28 Are there other measures the sector or Government should consider to achieve the long-term aim of a robust, thriving building societies sector?
No comment on questions 25-28

b) Financial compensation and Industrial and Provident Societies

29 What is the best way of ensuring that IPSs convey to their members the nature of their investment?

30 Should a Code of Practice on withdrawable share capital be made statutory?

31 Are there specific measures the Government might take to help transparency and disclosure?

32 Are there other measures that the Government should consider to enable credit unions, IPSs and friendly societies to thrive?
No comment on questions 29-32

This marks the end of response by The Financial Inclusion Centre
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� See Section 1: A New Regulatory Architecture, Reforming the Financial System, The Financial Inclusion Centre, http://inclusioncentre.org.uk/doc/Reforming_financial_system_full_report.pdf


� Secured lending = £1,225bn, unsecured lending = £233bn. Source: Bank of England  


� Source: Credit Action


� We are due to publish a Financial Crisis Action Plan setting out a series of proposals to protect vulnerable consumers from the effects of the financial crisis


� See for example, Financial Capability: A Behavioural Economics Perspective, Prepared for the


Financial Services Authority by David de Meza, Bernd Irlenbusch, Diane Reyniers, London School of Economics, July 2008, http://www.fsa.gov.uk/pubs/consumer-research/crpr69.pdf
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