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FACTFILE:
GCE ECONOMICS

The Financial Sector 3

Learning outcomes
Economics A2 2 
Students should be able to:
•  analyse and evaluate the need for regulation of 

the financial sector
•  understand the issue of moral hazard in relation 

to the financial sector

How will the topic be tested?
Section B or C
You may be asked to examine issues including
•  the need for and effectiveness of regulation of the 

financial system
•  (at a fairly elementary level) the causes and 

consequences of the 2008 “crash” in global 
financial markets

• net economic consequences of financial policies

A22 THE FINANCIAL SECTOR 3

A short ‘glossary’ 
[definitions as they are used in the context 
of this factfile]

LIQUIDITY – the ease of converting an asset 
into spending power (cash)

PRUDENCE – behaving with care, responsibility 
and foresight

RESERVES – less profitable, more liquid assets 
held by banks as an insurance against the 
risk of unanticipated withdrawals or other 
difficulties

DEREGULATION – “cutting red tape”/ reducing 
the extent to which the state intervenes in a 
market / promoting free market competition

QUANGO – a public body responsible for 
implementing some aspect of government 
policy, but ‘at arm’s length’ from political control

REGULATORY CAPTURE – the situation in which 
a body intended to supervise an industry loses 
focus on its responsibilities to protect the public 
interest and represents the industry instead
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Complex situations, multiple 
dilemmas
It is difficult enough for any government anywhere 
to control (or even sometimes to influence!) any 
industry, but regulatory problems are compounded in 
the case of the financial sector in the United Kingdom. 
These are some of the complicating factors:
•  due to globalisation, many firms dealing in 

finance may not be wholly within the legal 
jurisdiction of regulatory authorities

•  many firms are extremely rich and thus have 
not only considerable market power but also 
significant political influence

•  UK government policy since the 1980s has 
been influenced by the belief that promoting 
free market competition should limit firms’ 
opportunities to exploit customers

•  transactions in financial markets are often multi-
layered and extremely complicated; powerful 
companies wanting to bypass legislation or avoid 
taxation may exploit this complexity

•  traditionally, the approach in the UK has been 
low-key, and governments have tried to maintain 
the appearance of minimal involvement

•  there is a widespread belief (which banking firms 
operating in the UK do nothing to discourage) 
that the attractiveness of British financial 
markets to overseas investors derives from the 
liberality of British systems

•  within a small area where many specialist 
businesses operate, and which requires very 
similar expertise of the “controlled” and the 
“controllers”, the risk of regulatory capture is even 
higher than in most other industries.

A (very) short history of regulation
The Bank of England was nationalised in 1946, and 
converted to an ‘independent public organisation’ 
in 1998. Its status as a respected and well-
resourced bank had put it at the heart of the UK 
financial system. Over a long period of time, other 
banks had followed its lead in responsible and 
ethical financial practices out of self-interest. 
Having done so, they knew that they could rely on 
the “Old Lady” to support them in crises, as well as 
guaranteeing day-to-day liquidity.

This leadership of the financial system was 
formalised in the circumstances of financial 
austerity following the Second World War. This didn’t 
change the way things were done in any real sense. 

The Central Bank simply continued to persuade and 
encourage firms in the financial sector to do what it 
wanted, even though it had been given legal power 
to compel them. 

One thing the Bank continued to insist on was 
high standards in banks’ management of back-up 
assets - reserves. There were formal rules as to the 
quantity and quality of liquid assets banks should 
hold to guard against unanticipated mishaps in the 
banking system. 

Deregulation of financial services during the 1980s 
and opening markets to international competition 
weakened some of the practical controls the Bank 
could apply. By the end of the twentieth century, 
responsibility for regulating the financial sector 
was effectively passed to a ‘quango’, the Financial 
Services Authority (FSA). The government was 
openly confident that the FSA should steer the 
system ‘with a light touch’.

Difficulties in regulating the financial 
system may be made worse by:
• complexity
• conflicting objectives
• unethical corporations
• inadequate systems

Bank of England
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What is a quango?
Though widely used, this is not official government 
terminology. It stands for “quasi-autonomous non-
government organisation”. UK government refers 
to quangos as “non-departmental public bodies”. 
The first element of the name comes from a Latin 
word which means “as if”. “Autonomous” is a close 
synonym for “independent”. 

Put simply: A Quango is an organisation with 
responsibility for implementing some aspect of 
government policy, but which is expected to act as 
if it were independent. 

One of the reasons why 
there are many quangos in 
the United Kingdom is that 
they are a consequence of 
supply-side policies. As UK 
governments from the early 
1980s onward focused on 
taking economic activities 
out of the public sector, 
legislators had to look for ways to retain some 
control over industries such as railways. 

One attempt at a solution was to create regulatory 
bodies to minimise exploitation of the industry’s 
customers by new private owners - but how to 
establish such regulators was just another part of the 
problem. About fifty years ago, mail and telephone 
services in the UK were under direct control of the 
Ministry of Posts and Telecommunications. In 
2015, Ofcom (in its own words) is the “independent 
regulator and competition authority for the UK 
communications industries.” 

Not everyone agrees that quangos are the best 
answer. Critics question both their autonomy and 
effectiveness. Their operating costs are high.

Murphy’s Law : “Anything that can 
go wrong will go wrong”
Economic conditions in MDCs (more developed 
countries) seemed stable and comfortable at the 
beginning of the twenty-first century. Interest 
rates were low, demand for credit was high, and 
bank lending soared to unprecedented levels. 
Regulators largely shared the mood of confidence. 
Many prominent supporters of the free market 
had argued that financial firms would choose to 
protect themselves from potential disaster by self-
discipline and due caution. 

In 2007 serious cracks began to appear. Some 
banks had based lending on risky assets such as 
rights to collect on loans which borrowers turned 
out to be unable to repay. It would be worthwhile, 
but shocking, to enter the term “NINJA loans” into 
an Internet search engine. The name comes from 
the mocking but accurate observation that banking 
institutions had been lending money to borrowers 
with No Income, No Jobs and no Assets.

When depositors with these banks wanted to 
withdraw money and couldn’t, confidence in 
the banking system was seriously shaken. The 
Bank of England and the UK government acted 
to support failing banks in the UK, but more and 
more institutions worldwide found the quality of 
their assets was lower than they had expected, and, 
fearful of being caught out, they rushed to reduce 
their lending. Confidence plummeted, credit dried 
up and the global economy shrank. 

The need for tight supervision - for independent 
external checks that banks had assets sufficient in 
quantity and quality to support their lending - was 
clear. The fictional ‘Murphy’s Law’ had applied itself 
to experiments with “light-touch” supervision. The 
FSA was abolished and replaced in spring 2013.

Financial regulation since the crisis
There are three important targets of the current 
regulatory framework :
Prudence, Fairness and Stability.

PRUDENCE
Chambers Dictionary defines “prudent” as: 
1. wise or careful in conduct, 
2. shrewd or thrifty in planning ahead and
3. wary; discreet.

Important to understand:
Financial regulation since 2013 
is apparently more stringent than 
previously. This is because the 
function of enforcing responsible 
behaviour has been distanced from 
implementing monetary policy.
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The Bank of England once more is charged, through 
a newly-created arm of its operation, with examining 
the structure of lenders’ businesses and calling them 
to account for their standards of liquidity and ability 
to meet their obligations to customers.

This subsidiary, the Prudential Regulation 
Authority (PRA), has responsibilities covering 
banks, building societies, insurers and investment 
companies. Initially it may simply ask companies 
to report on their asset structure, but it can demand 
access to detailed accounts in cases where it has 
doubts. In the case of large companies, companies 
with complicated assets structures and companies 
whose collapse would be particularly harmful to 
UK customers, the PRA is constantly and closely 
involved in monitoring their activities. Firms in the 
financial services sector are only licensed to carry 
out their business if the way they operate is open to 
PRA inspection, and they are obliged to adjust their 
practices in line with directions from the PRA. 

The Prudential Regulation Authority, is not committed 
to saving every business in the sector which fails. Its 
brief is to allow firms to go out of business - badly 
managed firms should not be unfairly privileged just 
because of the industry they work in - but to manage 
their downfall in an orderly way.

FAIRNESS
Supporting the work of the Bank of England is 
another specifically-created agency - the Financial 
Conduct Authority. 

The FCA has a slightly 
different set of 
responsibilities: it should 
represent the interests of 
consumers and promote 
fair competition in the 
industry. In this respect 
its work is very similar 
to many other bodies 
such as Ofgem (which is 
responsible for fair trading 
in the Gas and Electricity 
Markets). The Financial 
Conduct Authority 

is funded by fees it charges the companies it 
supervises, but is answerable to HM Treasury. 

STABILITY
Apart from threats to the smooth operation of the 
financial system due to negligence, rashness or 
malpractice, the central bank wants also to guard 
against inflation or recession, both of which cause 
damage to users and providers of financial services. 

The Financial Policy Committee of the Bank 
plays a role very like that of the Monetary Policy 
Committee. Despite their titles, both committees 
concern themselves with monetary policy, the 
difference being that, while the MPC focuses on 
interest rate manipulation, the FPC’s aim is to 
influence money supply. The committee may 
instruct the PRA and the FCA to intervene as it 
sees fit.

Regulation of the banking system: 
a short summary 
In the past, the Bank of England tried to guide 
rather than dictate. Governments accepted 
the argument that the perceived freedom of 
financial services companies in the UK from 
direct government control helped maintain their 
attractiveness to foreign portfolio investors. 
When the Bank acted on government’s behalf to 
implement expansionary or contractionary policy, 
it was always with subtlety. 

If there was concern that growth in money supply 
was building up inflationary pressure, banks were 
“made offers they couldn’t refuse” to nudge them 
into buying slightly less liquid assets at bargain 
prices for cash. Having done so, they would have 

Prudential Regulation Authority 
enforces wise, careful behaviour :
firms must maintain appropriate 
levels of capital and liquidity.

Financial Conduct Authority 
makes sure that borrowers, 
investors and people buying 
insurance are fairly treated.

Financial Policy Committee
•  monitors risk within the whole 

banking system
•  directs the PRA and FCA supports 

the government’s economic policy
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to reduce overall lending to a safer amount. The 
Bank would also tell banks what they should do, 
tactfully presenting their instructions as advice. 
Alternatively, the economy might be stimulated 
by purchases by the Bank of less liquid assets from 
banks, freeing them to increase their lending.

In the current financial climate, more potential 
investors in the UK economy are probably reassured 
by the presence of restraints than the illusion of 
freedom - which should make the task of regulation 
simpler. British monetary authorities intend to 
continue governing the financial system in a 
friendly and supportive way, but everyone in the 
system will be aware that an opinion of the Bank 
that “current economic conditions indicate that 
it would be prudent to maintain higher levels of 
liquidity” is an ‘opinion’ they could be forced to 
share (and so at the same time reduce lending, risk 
and the money supply). 

There isn’t all that much reason to believe that the 
new system will function much better than the one it 
replaces. One possible reason for optimism, however, 
is that quite a few prominent bankers have argued 
strenuously for the new bodies’ powers to be diluted!

The European Central Bank performs similar 
functions within the Eurozone. The European 
Banking Authority has powers throughout the 
whole EU, and periodically conducts “stress tests” to 
assess the financial health of banks.

Moral hazard 
Although this problem is only specifically 
mentioned in connection with the financial 
sector, it applies across the whole GCE Economics 
specification. Many of the most difficult problems 
facing policy makers involve moral hazard. 

A good example of such a dilemma was examined 
in a CCEA question in June 2014, AS 2, Section 
A. The data had quoted Iain Duncan Smith, Work 
and Pensions Secretary at that time. Mr Smith 
had suggested that unemployed parents should 
lose the right to claim extra benefits if they have 
more than two children. He was explaining why his 
proposed cuts should not be viewed as harsh: “The 
vast majority of families make decisions about the 
numbers of children they have based on what they 
think they can afford. However, those on welfare are 
freed from that decision.”

His aim was to illustrate that the current benefits 
system might be to families’ disadvantage by 
‘denying {parents} the incentive to get a job’.
The term originated in the insurance industry, 
and if we first consider the issue in the context 
of insurance, it may be easier to avoid normative 
thinking. Statisticians of insurance companies 
discovered that certain undesirable outcomes 
happened more often to people who were insured 
against them than to people who were not 
protected by insurance. They had to conclude that 
this wasn’t evidence of criminal behaviour, but 
simply that insured people had less incentive to 
behave as carefully as those who would have to 
bear the consequences themselves. It doesn’t make 
insurance a bad thing.

Moral hazard is a situation in 
which a person or group may 
act recklessly, immorally 
or selfishly, knowing that 
they are protected from bad 
consequences.
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There was talk in political circles during the 
banking crisis that some of the firms at risk of 
bankruptcy were “too big to fail”. Critics of banks 
suggest that bank executives were well aware of 
this sort of thinking, and thus were much less 
careful in management of their corporate affairs 
than they should have been. Some analysts argued 
that it would have been cheaper, more just and 
more sensible to compensate customers of failed 
banks directly rather than pour vast sums of money 
into preventing the banks from collapsing.

In Williamson’s theory of management motivation, 
it is suggested that high-level management may 
act more to increase their own prestige than profit 
for shareholders. Managers whose companies may 
not even go under as a result of mismanagement 
may take that as a positive incentive to abandon 
prudence in search of glamorously high profit. 

The Bank of England has been aware of moral 
hazard for as long as it has been the lender of the 
last resort in support of the banking system, but 
for a long time there was a consensus that the 
reputation of the sector must be protected. 

The existence of moral hazard in the financial sector 
adds weight to arguments for strict regulation. A key 
feature of the current system is that the Prudential 
Regulation Authority has a responsibility to allow 
firms to fail, but with a minimum of damage to the 
sector and the economy. 

It is unlikely that moral hazard could ever be fully 
eliminated from the financial services sector, but 
tighter supervision of firms may reduce that risk.
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1

Revision Questions

Briefly explain why it may be very difficult to regulate the financial sector in the 
United Kingdom.

4 A non-economist has asked you for a simple explanation of what caused the crisis in the world 
financial system in the first decade of the 21st century and why living standards fell as a result.

Attempt to answer this question in only four or five sentences without the use of 
specialist economists’ language.

2 With the use of at least one example which need not relate to the financial sector, explain the 
idea of “moral hazard” as used in Economics.

3 Outline the nature and aims of the institutions responsible for regulation of the financial 
services sector in the United Kingdom since April 2013.
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5

Revision Questions

There are many factors which add to the difficulty of effectively managing the financial 
services sector in the United Kingdom. Critics of the industry argue that few if any of the 
policies introduced by governments have resulted in real benefits for UK resident users of the 
banking system.

Critically examine the argument that allowing the financial sector to operate as a 
wholly free market is the only effective solution to problems in the banking, insurance 
and investment industries. [30]

6 Germany’s disastrous experiences of hyperinflation in the 1920s and its consequences have 
exerted a profound influence on German policymakers ever since. Germany’s control of its 
banking system has been one of the most rigorous among more developed countries, yet 
Germany is one of the world’s most successful economies.

Evaluate the conclusion that strict management of the financial sector is the most 
important factor in the success of an advanced economy. [30]


