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THE FUTURE OF FINANCIAL REGULATION – “THE OPTIONS” 
 
 
The Association of Independent Financial Advisers (AIFA) is the trade association that 
represents UK regulated independent financial advisers (IFAs). Membership of AIFA is 
voluntary and on a corporate basis. AIFA currently represents over 80% of IFA firms in 
the UK.  
 
IFA firms are the leading distribution channel for retail financial products in the UK. They 
generate over 60% of business by monetary value and are the major sector advising and 
arranging private pensions in the UK. As such, IFAs represent a leading force in the 
maintenance of a competitive and dynamic retail financial services market.  
 
AIFA wishes to see more of the UK public get the best from the financial services 
industry. Our experience tells us that this outcome is best delivered by dealing with a 
professional independent financial adviser who acts in the interests of their client.  
 
This report documents the current macro influences at play within our market and the 
regulatory, political, European and global proposals for change being played out, all of 
which will have a significant impact on the future of the financial services industry in the 
UK.  
 
At a time of great uncertainty and change, it is helpful to set out the options for 
regulatory reform so any review does not disenfranchise those who may not have 
access to independent advice. We wish to see an open market with a level playing field 
that allows positive, consumer driven competition between all firms.  
 
Those who wish to make comments on this report are invited to submit them to AIFA at 
info@aifa.net.  
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1. THE FINANCIAL CRISIS 
 
This global financial crisis; the complex interaction of market failures, global financial and 
monetary imbalances, inappropriate regulation, weak supervision and poor macro-
prudential oversight, have resulted in a wide reaching review of the current regulatory 
system. 

Global, European and UK commentators have all provided their views of the future 
regulatory landscape, all of which would have a significant impact on the UK’s regulatory 
structure. It would be simplistic to believe that today’s problems could be addressed with 
more regulation, and certainly this is a concern for AIFA and its members. Nevertheless 
it remains that good regulation, not excessive regulation, is a necessary condition for the 
preservation of financial stability, and it is vital that we fully understand the implications 
for our market of any regulatory change. 

 
Macro-economic issues 
 
Ample liquidity and low interest rates have been the major underlying factors behind the 
financial crisis. Financial innovation however, amplified and accelerated the 
consequences of excess liquidity and rapid credit expansion. Strong global economic 
growth since the mid-nineties gave the market an illusion that permanent and 
sustainable high levels of growth were not only possible, but likely. This was during a 
period of benign global conditions, low rates of inflation and low interest rates. Credit 
volume grew rapidly and, as consumer inflation remained low, central banks - 
particularly in the US - felt no need to tighten monetary policy. These permissive 
monetary policies fed into growing imbalances in global financial and commodity 
markets. 
 
In turn, very low US interest rates helped create a widespread housing bubble. This was 
fuelled by mortgage lending and complex securitization financing techniques, coupled 
with insufficient oversight and strong political pressure on some institutions in the US to 
promote home ownership for low income households, aggravated the situation.  
 
The accumulation of huge global imbalances resulted in the credit expansion, financed 
by massive capital inflows from the major emerging countries with external surpluses, 
notably China. By pegging their currencies to the dollar or sterling and resisting 
revaluation, China and other economies such as Saudi Arabia, in practice imported 
loose monetary policy and built up massive current account surpluses while deficits in 
the big consumer economies such as the US and the UK ballooned. Current account 
surpluses in these countries were then recycled into Government securities and other 
lower-risk assets, depressing their yields, and encouraging investors to search for higher 
yields from more risky assets. 
 
In this environment of plentiful liquidity and low returns, investors actively sought higher 
yields and searched for opportunities. Risk became mis-priced. Those originating 
investment products responded to this by developing more and more innovative and 
complex instruments, often combined with increased leverage.  
 
In particular, financial institutions converted their loans into mortgage or asset backed 
securities (ABS), which subsequently turned into collateralised debt obligations (CDOs) 
often via off-balance special purpose vehicles (SPVs) and structured investment 
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vehicles (SIVs), generating a dramatic expansion of leverage within the financial system, 
but outside the traditional regulatory sphere of the banking system. As regulators were 
essentially unacquainted with these innovative markets, its associated risks were 
subsequently transferred outside of the regulator’s reach, into the wider financial 
markets. 
 
Attached to the growing systemic risk, was a failure to analyse and take action against it. 
This was the crucial failure of the years running up to the crisis, a failure that was evident 
throughout the Tripartite system in the UK.  
 

– The Bank of England (BoE) focussed on monetary policy analysis and not policy 
responses designed to offset the risks identified.  

– The Financial Services Authority (FSA) focussed too much on the supervision of 
individual institutions, and insufficiently on the wider sectoral and system-wide 
risks.  

– The vital activity of macro-prudential analysis, and the definitions and use of 
macro-prudential tools, fell between two stools. The problem was not “overlap” 
but “underlap”. 

 
 

A growing confluence for change 
 
There are now a number of regulatory, political, European and global proposals for 
change being played out, all of which will have an impact on the future of the financial 
services industry in the UK.  
 
The diagram below plots each of these proposals against the probability and impact of 
its recommendations on our industry; the closer to the centre of the circle, the greater 
and more imminent the impact on the future landscape.  
 
 

 
 
 
 

a – TURNER REVIEW 
 
b – TRIPARTITE REVIEW 

 
c – LAROSIÈRE REPORT 
 
d – G20 SUMMIT 
 
e – MORTGAGE REVIEW 

REGULATORY 

EUROPEAN 

GLOBAL 

POLITICAL 
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2. EUROPEAN AND GLOBAL INFLUENCE  
 
The recent inclusion of an additional seven members to the Basel Committee on 
Banking Supervision further reinforces its global mix of members and represents a more 
unified approach to capital regulation.  
 
This inclusiveness has also reached the Financial Stability Forum (FSF), which has 
emerged as the main forum for regulatory debate, by the addition of a further eleven 
countries to its group. These moves reflect acknowledgement that the problems of the 
global system can not be solved by the West alone.  
 
There are however, disadvantages to such a unified global response. The speed of any 
policy response will inevitably be affected by the broadening of such committees, whilst 
reaching a mutually acceptable consensus, will undoubtedly be impacted by such a vast 
range of economic views.   

 
The De Larosière report  
 
In February the now widely quoted Larosière group, published a report containing 66 
proposals for a new European system of supervision. Chaired by Jacques de Larosière, 
the group was tasked to focus on a consistent European Union (EU) position ahead of 
the G20 London summit.  
 
The report’s main recommendations include: 
 

– The setting up of a "European Systemic Risk Council" to gather information 
on all macro-prudential risks in the EU, and subsequently establish an 
effective risk warning system to help avoid another crisis.  

– A new European System of Financial Supervision which would set up three 
new EU authorities to replace the existing three pan-European committees of 
banking, insurance and securities supervisors. These authorities would have 
a considerably expanded role including legal powers. 

– The strengthening of sanctions and supervisory powers throughout the EU to 
ensure the compliance with rules and provide strong deterrents to counter all 
types of financial crime.  

– Deposit Guarantee Schemes should be harmonised and preferably be pre-
funded by the sector, to provide high, equal protection to all bank customers 
throughout the EU. 

– Credit rating agencies should be supervised by a new European Securities 
Authority. 

 
EU heads of state and leading figures in the EU’s financial services institution are in 
broad agreement with the Larosière Report as to the nature and depth of the regulatory 
reform. It therefore seems likely that this will form the blueprint for future European 
change agenda. 
 
G20 Summit 
 
The G20 is a group of finance ministers and central bank governors from twenty 
economies.  
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The forum was created to consult on matters appropriate to the international financial 
system. It studies, reviews, and promotes discussion among key industrial and emerging 
market countries of policy issues, pertaining to the endorsement of international financial 
stability, and seeks to address issues that go beyond the responsibilities of any one 
organisation. 
 
The membership of the G20 comprises: 
 

– The finance ministers and central bank governors of the G7, 14 other key 
countries, and the EU Presidency (if not a G7 member).  

– The European Central Bank. 
– The Managing Director of the International Monetary Fund (IMF). 
– The Chairman of the International Monetary and Financial Committee (IMFC). 
– The President of the World Bank. 
– The Chairman of the Development Committee. 

 
On 2 April 2009, the G20 met in London, understandably the primary focus of their 
agenda was the repair of the global financial crisis. More specifically the G20 discussed:   
 

– Coordinating macro-economic actions to revive the global economy, stimulate 
growth and employment - review measures taken and decide on possible further 
steps. 

– Reforming and improving financial sector and systems - continue to deliver 
progress on the Washington Summit action plan. 

– Reforming international financial institutions (IFIs) - International Monetary Fund 
(IMF), Financial Stability Forum (FSF) and World Bank. 

 
The outcomes from the G20 summit will inevitably have wider implications on the global 
regulatory structure.  
 
The IMF was pledged $500 billion of money to bolster struggling economies. In a new 
development the IMF will additionally create $250 billion of Special Drawing Rights, its 
own currency, comprising of dollars, euros, yen and sterling, boosting the foreign 
exchange reserves of every country. A further pledge over two years was made of $250 
billion of trade.  
 
The IMF is also set to have a bigger role in preventing future crises, by developing an 
early warning system for financial problems, and taking a larger role in looking at the 
problems of the financial sector as a whole, in conjunction with a new global regulator, 
the Financial Services Board (FSB). But the biggest changes in the IMF will come after 
2011, when it has been agreed that there will be a review of the voting structure.  
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To successfully implement such proposals, the IMF member countries would also 
commit to its Financial Sector Assessment Programme (FSAP), providing reasons if they 
fail to comply. To deliver this there would need to be an automatic “opt in” for all 
systemically important countries to ensure global standard setting.  
 
There are merits to this approach. It would facilitate the formation of one set of standards 
for financial regulation, simplifying cross-border activity and ensure stability throughout 
the regulatory structure.  
 
We must however be cautious about such global solutions: “Global banks are global in 
life, but national in death” as Mervyn King, Governor of the Bank of England once 
quipped. There is always the possibility that an organisation, no matter of size can fail. If 
this happens at localised or European level there is a “safety net” for the organisation to 
fall back on, once this reaches a global level this safety net is removed and it becomes 
impossible to move to any other supervisory structure.   
 
 
B) A Functional Approach - European Central Bank (ECB) 
 
The Larosière review outlined a view that the creation of a new Europe-wide regulator to 
provide non-binding guidance and advice to national regulators should form the 
landscape of the future.  
 
This overall approach is three-tiered: 
 

1. A systemic risk regulator at the “top” – the European Systemic Risk Council 
(ESRC), which the Report recommends be housed at the European Central Bank 
(ECB).  

2. Functional regulators in the “middle” – European banking authority, European 
insurance authority, and European securities authority, for their respective 
functions.  

3. National versions of the three functional regulators at its base.  
 
The functional regulators in the middle and the bottom would deal with each other; 
national regulators would coordinate their day-to-day supervision; European functional 
regulators would coordinate overall supervision, macro-prudential supervision, and 
crisis-resolution activities; and finally, the ESRC would decide on the overall macro-
prudential policy, employing risk warnings as inputs to EU supervisors (the “middle”) and 
giving them adequate direction based on comparisons across member countries. 
 
This structure makes it clear that the key is to coordinate, not centralise all activities in 
one institution. It also makes a bid to set up an overarching regulator that can take a 
systemic perspective and cut across the various functional regulators and institutions. 
 
It also recommends setting up global “college” of supervisors for cross-border 
institutions. This would involve every nation adopting a systemic risk regulator for its 
large, complex financial institutions and this regulator would work with all the functional 
regulators and supervisors for banking, insurance, securities etc.    
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“The functional approach” 
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Micro 
 
 
 
 
 
 
 
 
 
The ECB body would be an independent authority with regulatory powers, a standard 
setter and overseer in the area of supervision, and would be involved, alongside central 
banks, in macro-prudential analysis while leaving the primary responsibility for 
supervision at member level.  
 
Alistair Darling commented that whilst he agrees with the general principles outlined in 
the structure of an ECB, he is concerned that this would provide Europe with too much 
power.  
 
 
C) A Localised Structure – “Twin Peaks” Approach  
 
One of the key criticisms of the current crisis was the need for a greater focus on the 
regulation of individual financial institutions. “The FSA at that time was more focussed on 
the process, the structures, these reporting lines, rather than simply saying `when I look 
at this whole business model it’s all too risky`” Lord Turner commenting on the FSA’s 
supervision of Northern Rock. FSA have been heavily criticised in the past for the 
inattention placed on prudential regulation, compared to COB.   
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The “Twin Peaks” approach presented by the Conservative Party, is one in which the 
regulatory functions are split between two regulators. This would result in the abolition of 
the FSA and in its place the creation of two separate regulators, one holding ultimate 
responsibility for prudential micro-regulation (of institutions) and the other for COB. This 
approach has already been adopted by counties such as Australia and The Netherlands. 

Justification for this structure includes the reduction in risk that one element of financial 
regulation will be prioritised at the expense of the other. This is highlighted by the 
potential for conflict of interest between prudential and COB regulation and supervision, 
due to the different nature of objectives. The former is focused on solvency, while the 
latter is focused on consumer interests.  

It may also be argued that by dividing prudential and conduct of business regulation, the 
prospect of contamination is limited (where problems in one area of regulation cross 
over to that of the other). Perhaps the most compelling justification for this structure 
however, is the reduction in risk that one element of financial regulation will be prioritised 
at the expense of the other.  

There is also a cloud of uncertainty to this approach in the role of advice. In this model 
clarity is required of where advice will fit, the danger being that the UK will end up with a 
version of the EU bank assurance model.  

The diagram below represents the “twin Peaks” model as implemented in Australia. This 
approach assigns each of these areas to separate regulatory agencies.   
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D) An Atomised Structure 
 
The prime objective of supervision is to ensure that the rules applicable to the financial 
sector are adequately implemented. In turn this will preserve financial stability, ensure 
confidence in the financial system and secure sufficient protection for the customers of 
financial services.  
 
Supervision should aim to encourage the smooth functioning of the markets and the 
development of a competitive industry. Poor supervisory organisation or unduly intrusive 
supervisory rules and practices will translate into costs for the financial sector and, in 
turn, consumers. Supervision should be carried-out as effectively as possible and at the 
lowest possible cost. At the height of the financial crisis information flow amongst 
supervisors was far from being optimal, systemic risk therefore went relatively unnoticed.  
 
A proposal outlined to address this is an atomised approach. In addition to a split 
between COB and prudential, this would go further to divide COB regulation back into 
market subsections e.g. investment, mortgage, insurance, stock broking. Each 
subsection would report into a Self-Regulatory Organisation (SRO) and at a higher level 
a college of supervisors, acting as an alternative to a statutory regulator.  
 
The independent SRO’s would ensure that all supervised entities are subject to a high 
set of minimum core standards as set by a college of supervisors. While each SRO 
would retain their own market intelligence, a college of supervisors would be required to 
meet and share good practice and systemic risks between market segments.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
This atomised structure would allow more appropriate regulation of these very different 
markets. Each sector would retain their local market characteristics and independence, 
while sharing systemic intelligence between them. 
 
The delivery of the atomised approach would almost certainly benefit from a reduced 
cost and size base compared with the existing regulatory structure or other proposals 
put forward. It would also enable a swifter response to risk, whilst nurturing a greater 
understanding to develop within the market segments it represents.  

The downside of this approach is that this division of micro-prudential and COB may also 
lead to a duplication of regulatory oversight, for example by requiring firms to have 
multiple visits from separate regulators rather than a single visit from an integrated 
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regulator. This duplication is likely to subsequently lead to an increased cost of 
regulation for firms. 

E) Status Quo 
 
The final option for the UK is the status quo. Any decision on restructuring the UK’s 
system of financial regulation must be based on an analysis of the appropriate costs and 
benefits. Any structural reform will undoubtedly lead to additional costs and 
uncertainties, which will be borne by the industry and, ultimately the client. There is 
therefore an option, and an argument to say that UK regulation should remain as it 
stands today.  
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6. CONCLUSION 
 
AIFA believe that the world's monetary authorities and its regulatory and supervisory 
financial authorities can, and must, do more to reduce the chances of crisis events 
happening again.  
 
Good regulation should concentrate on the major sources of weaknesses; dealing with 
financial bubbles, strengthening regulatory oversight on institutions that have proven to 
be poorly regulated, adapting regulatory and accounting practices that have aggravated 
pro-cyclicality, promoting correct incentives to good governance and transparency, 
ensuring international consistency in standards and rules, as well as much stronger 
coordination between regulators and supervisors. Over-regulation, however, should be 
avoided. It slows down financial innovation and thereby undermines economic growth in 
the wider economy.  
 
This is not to say that all crises can be prevented in the future. What could and should 
be prevented is the kind of systemic and inter-connected vulnerabilities we have seen 
and which have carried such contagious effects. The global financial system as we know 
it was forged by deregulation and underpinned by a belief in free markets. That 
approach failed. The task now is to ensure it can be set running again with more 
appropriate restraints and guidance.  
 
We are keen to investigate further what the “twin peaks” approach could mean for the 
industry, consumers and our members.  There has been much talk of separating out 
regulation of firms from consumer protection and this interesting notion needs further 
review.  There are also other aspects that need to be played out: the split between 
prudential and conduct of business (COB) regulation.  
 
We also see much merit in the localisation of retail markets and an ‘atomised’ approach 
to regulation. This would mean that in addition to a split between COB and Prudential 
regulation, COB regulation could subsequently be divided into market subsections, 
investment, mortgage, general insurance, stock broking etc.  Each subsection reporting 
into a Self-Regulatory Organisation (SRO).   
 
We believe that calls for the Bank of England “to be re-banked” and take over macro-
prudential and financial stability regulation from FSA have much merit and appear to be 
the most sure-fire way to ensure the financial system is not again allowed to become 
dangerously over-leveraged. It is our view that the Bank needs to be given greater 
expertise and discretion, make judgments about the sustainability of debt. 
 
With the ever increasing political and public pressure to “reinvent” the current UK and 
indeed global regulatory structure, it is inevitable that we will see significant changes to 
the existing regulatory landscape over the coming years. However, appropriate 
implementation of existing regulation, and better supervision, can be more effective than 
new regulatory structures as these, in of themselves, do not lead to better outcomes for 
firms or consumers. This can only be achieved by setting clear regulatory objectives, 
which are consistent and focussed on protecting the consumer, not from his or her poor 
decisions but from unscrupulous market participants.  
 
 This paper has been prepared by AIFA to consult members, and other interested 

parties, on the future of regulation. Those who wish to respond may do so by 
emailing info@aifa.net by 1st June 2009. 


