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About The Financial Inclusion Centre

The Financial Inclusion Centre (FIC) is an independent, not-for-profit research and policy innovation centre dedicated to promoting financial inclusion and greater financial security amongst UK consumers. 

The Financial Inclusion Centre’s key activities include:

· undertaking research into the underlying demand and supply side causes of financial exclusion and underprovision amongst UK consumers;

· developing alternative business models and products to improve access to financial services for consumers who are not commercially viable for mainstream financial providers;

· promoting solutions to policymakers and opinion formers;

· working to build the capacity of the third-sector to meet the needs of vulnerable and excluded consumers.

For further information, contact Mick McAteer, Director, The Financial Inclusion Centre, mick.mcateer@inclusioncentre.org.uk
Introduction and Background

The Financial Inclusion Centre is pleased to submit a response to this important discussion paper on protecting depositors. We have responded to each of the questions but, given our particular remit, the emphasis of our submission is on the interests of vulnerable, excluded consumers.
The full impact of the Northern Rock crisis and turmoil in the credit markets on the financial system and wider economy has yet to be understood. However, three core issues seem to be emerging:

· the impact of the crisis at the macro-economic level including the UK housing market;

· the credit crunch will almost certainly lead to greater levels of financial exclusion in the UK
; and

· the need to reform the UK regulatory system to maintain financial stability, provide an appropriate degree of consumer protection, and promote confidence in the UK’s financial system.  
Macro-economic considerations are outside FIC’s scope. We are encouraged by the intention behind the Government’s efforts to improve the consumer protection regime for depositors. However, we are particularly concerned to raise awareness of the need to develop a policy response to deal with increased levels of financial exclusion to complement consumer protection reforms. 
Financial exclusion

As a result of behaviour in the financial system, the Government and FSA
 have  understandably have made public their concerns that financial institutions should behave more prudently when it comes to assessing risks.  But it seems unavoidable that the consequence of this is that more consumers will be denied access altogether or face restricted access to fair and affordable credit from mainstream lenders. 
Of course, the number of consumers affected will very much depend on how long the credit crunch lasts and how lenders respond to regulatory pressure. But it is rather worrying that the Government so far does not appear to be developing a concerted response with interested stakeholders to deal with the increase in financial exclusion that is likely to result from the credit crunch – this contrasts with the efforts of the authorities in the USA. 

The Government is not asking for views on the impact on financial exclusion in this discussion paper. But we would like to use this opportunity to urge the Government to develop a policy response in readiness for a serious deterioration in the financial welfare of vulnerable consumers. We may well avoid the worst through concerted actions. The Government must take ownership of this policy response and not delegate responsibility for dealing with financial exclusion to the banking industry. 
To be fair, there are notable exceptions within the sector, but the banking industry generally has not shown a sustained commitment to tackling financial exclusion as can be evidenced by its response to basic bank accounts
 and the impact of branch closures on vulnerable communities
. This can be partly explained by the way the industry has been able to downplay the scale and impact of financial exclusion in the UK by using industry funded research to influence the policy debate
.   
Regulatory reform 

The UK currently faces major problems in terms of historically low savings ratios. This can be explained by a number of factors (such as the impact of property on savings behaviour) but it is self evident that restoring and maintaining confidence in the financial system is a precondition for promoting greater savings levels. A robust system of regulation and consumer protection is in turn a necessary condition for promoting confidence in the system.  
As we set out below, it is unlikely that restricting the reforms to overhauling the scope and operation of the Financial Services Compensation Scheme will be sufficient to deal with the structural flaws in the UK’s system of regulation. A wider review of the regulatory and consumer protection framework is warranted on the grounds of improving the effectiveness of financial regulation to prevent a recurrence of the Northern Rock crisis and recent events in the financial system. The FSA’s principles/risk based approach to prudential regulation is a particular concern and would appear to be seriously flawed.
Overall objectives for regulatory reform
We appreciate that the Government wants to prioritise the objectives of maintaining financial stability and promote the UK as a desirable location for financial services. However, in light of the wider public policy imperatives, from a specific consumer perspective the overall challenge is to create a regulatory system that balances the following objectives: 

· maintaining financial stability;

· providing an appropriate consumer protection; 
· promoting the necessary consumer confidence; 
· promoting market efficiency; and 
· avoiding moral hazard and unnecessary, additional system costs which may ultimately be passed onto consumers and contribute to greater financial exclusion.
Getting the balance of regulation right is always a particular challenge. However, the prevailing philosophy that ‘overregulation’ automatically damages the economic interests of the UK or prevents the market from operating efficiently to the detriment of consumers must be treated with some degree of scepticism. 

This is not a call for more regulation per se, rather it is an argument for better regulation. Unnecessary or poorly targeted regulation is invariably damaging. But equally, robust, targeted regulatory interventions can promote confidence - not just among individual consumers but financial market operators. Therefore, it is important that whenever the impact of reforms is being considered, any cost-benefit assessment should factor in externalities such as the impact on consumer and market confidence not just narrow financial implications.  

Response to specific questions

Question 2.1: Do you agree that these are the right objectives? Are any of these objectives more important than others?

The Government has stated that any reform must meet the following objectives:

· provide an appropriate and timely consumer protection system that is understood by consumers and promotes confidence;

· maintain wider market confidence and be transparent;

· in the event of a failure, it must preserve critical banking services until an orderly transition to an alternative provider can be undertaken;

· it must maintain the UK’s reputation as the pre-eminent location for financial services;

· it must protect the taxpayer interest and ensure an appropriate sharing of costs.

The Financial Inclusion Centre agrees with the objectives identified for the reform. 

When creating the appropriate regulatory system, the interests of a number of stakeholders must be considered including consumers, taxpayers, market operators and the wider national economic interest. However, we would argue that there is a special case for affording a proportionately higher level of consumer protection to vulnerable consumers (as defined as consumers with most to lose or financially excluded). 

In the event of a financial institution failing, effective consumer protection should operate at four levels. Therefore, reforms should have four key aims:
i. to protect financial assets to an appropriate level;  
ii. to provide continuity of service so that consumers do not lose access to savings or critical banking functions in the short term; 
iii. to ensure claims on the compensation scheme are paid as promptly as possible; and
iv. to ensure that consumers are not treated unfairly in the event of having to switch providers. 

Vulnerable or excluded consumers are at greater risk at each of those four levels. They may have fewer alternative sources of income to fall back on; denials of access or disruptions in service may affect them disproportionately; they may not be as familiar with or skilled at engaging with the financial system when having to make a claim; and are likely to have fewer options to choose from when switching provider because of the growing use of risk based/ differential pricing in the UK.  

Under the current arrangements, the Financial Services Compensation Scheme (FSCS) can take up to six months to administer claims against firms in default – this could take longer in cases where FSCS has to determine whether a firm is actually in default.

Therefore, this suggests that reforms are needed not only to the level of protection afforded to consumers but to the operational and transitional arrangements in place to maintain access to critical banking functions. 
One of the key determinants of the efficiency of the claims process is the financial resources available to the deposit protection scheme. This suggests that the financial capacity of the scheme needs to be increased either via an ongoing arrangement (ie. an increased levy) or via an insurance arrangement similar to the Federal Deposit Insurance Scheme in the USA.  

It is very difficult to say whether any of the objectives set out in the discussion paper are more important than others. The FIC is of the view that systematic, comprehensive, and integrated reform of the financial regulation and consumer protection framework is needed to ensure the UK financial system is fit-for-purpose and promote consumer confidence. Prioritising individual objectives is unlikely to deliver the integrated set of reforms needed. Therefore, each of those objectives ought to be pursued and effectively integrated.

Question 2.2: What other issues should the Government consider when reviewing the framework for depositor protection?

As mentioned in the introduction, the Government and regulatory authorities face a difficult challenge striking the right balance between creating an appropriate degree of consumer protection and allowing the financial system the freedom to meet the needs of consumers.

However, there are a number of additional issues to be factored in to the reform process.

Vulnerable consumers

Not surprisingly given our remit, the FIC believes that special attention ought to be paid to the impact of market failure on more vulnerable consumers. In this case, the FIC defines vulnerable consumers as i) consumers on lower incomes, ii) hard to reach consumers, or iii) consumers with low levels of financial capability or experience in dealing with the financial system. 

It is fair to say that consumers with lower disposable incomes are likely to have smaller sums on deposit with banking institutions. So, it could be argued that they have less at risk in monetary terms given that the current deposit scheme protection limits are likely to exceed the average sums held on deposit by the ‘typical’ lower income consumer. 
But, as we point out above, vulnerable consumers are also less likely to have other assets or alternative bank accounts to fall back on in the event of an institution failing. Therefore, for vulnerable consumers operating in the mainstream financial system, the greatest potential detriment lies not necessarily in the amount of assets at risk but from disruption of service.
However, financially excluded consumers are at particular risk from market failure outside the mainstream banking system both in terms of the risk of losing assets and service disruption. The Farepak episode demonstrated how vulnerable consumers were badly protected by the existing regulatory regime. Farepak may have had a different legal and corporate structure to banks (or even credit unions). But it is clear that the Farepak customers were using the schemes for the purpose of saving. Therefore, they should be entitled to the same principles of consumer protection as savers with regulated financial institutions. 
We are not party to detailed information about the typical profile of Northern Rock customers. However, anecdotal evidence would suggest that they probably hold significant higher assets than a typical Farepak customer. Understandably, the Government has felt the need to intervene to protect the interests of Northern Rock depositors and maintain confidence in the financial system. But it would seem only fair to use this opportunity to review the level of protection available to consumers outside the mainstream banking system.
Expanding the evidence base

Further independent detailed research and analysis needs to undertaken to ensure the reforms are targeted. The research should cover the following issues:

· detailed research on the levels and patterns of savings held by different groups of consumers. The existing published research does not provide sophisticated profiles of consumers; 

· consumer awareness and perception of how deposit protection schemes operate; 

· the impact of deposit schemes on consumer behaviour. The anecdotal evidence would suggest that the existence of the deposit protection scheme provided little comfort to Northern Rock depositors;
· capacity and readiness of firms within the banking system to absorb the critical banking functions of the failed financial institution. 

The research into consumer understanding and perception of schemes will be critical for developing initiatives to raise awareness of deposit protection schemes.
Cross border deposit schemes

Cross border business-to-consumer transactions within the European Union or internationally form a comparatively small part of the overall level of business within the UK. However, there are significant volumes of transactions in certain areas. For example, internet banking is growing. Therefore, as part of initiatives to raise awareness of consumer protection, consumers will need to be reminded of the scope and remit of the deposit protection schemes that apply when making deposits with non-UK banks. 

Reform of the UK regulatory system
Any reforms must protect the consumer, taxpayer and wider national economic interests. 

It is unlikely that the objectives set out above could be achieved by restricting the reforms to the deposit protection scheme or processes for maintaining critical banking services. 
Reforming the deposit protection scheme and introducing mechanisms for maintaining critical banking operations may of course enhance the level of consumer protection in the aftermath of market failure. 
But the aim should be to ensure that the regulatory system pre-empts rather than reacts to market failure. 
The nature and scale of the recent market failure in the UK (not just Northern Rock) suggests that a wider review of banking regulation is warranted. Serious doubts are emerging that the FSA’s approach to prudential regulation of individual banking institutions or the current tri-partite system for maintaining financial stability has not been effective at preempting market failure or indeed promoting consumer confidence.     

The UK approach to financial regulation – based on principles or light touch regulation – may not be appropriate in today’s climate. The essence of principles-based regulation is that the regulator sets out a number of high level regulatory principles leaving firms’ senior management a significant degree of discretion as to how these high level principles are interpreted and applied in practice. 

The FSA combines this principles-based approach with a ‘risk-based’ approach to regulation which sets out to identify and deal with major risks to the financial system and consumer confidence rather than set down detailed rules.

Novel and esoteric financial instruments are being increasingly used by banking and financial institutions to manufacture products and manage liabilities – for example, the securitisation and off-balance sheet conduits favoured by Northern Rock.  As a result, it could be argued that financial innovation will always ‘run ahead’ of financial regulation to some degree. 

One of the main advantages claimed for principles based regulation is that is flexible enough to deal with financial market innovation. However, that does not justify regulatory failure. 

The general public is, of course, not party to the internal, day-to-day operations of the financial markets or relationships between the FSA and market participants. It may well be that this principles/ risk based approach has been effective at preventing market failure. However, the impression has been left that UK-style regulation has failed its first major test with potentially catastrophic effects.
We attribute this market failure to the conflicts of interest in the financial system. These conflicts of interest arise at a number of points within the financial system including:

· internally within firms;

· in the relationships between firms and their regulators;

· in the relationships between firms and other market participants including consumers, investors, and ratings agencies. 
We have serious reservations about the effectiveness of principles-based regulation to deal with these conflicts of interest. Indeed, the discretion afforded to senior management inherent in principles based regulation may well provide the conditions for these conflicts of interest to emerge.

The Financial Inclusion Centre appreciates that over-prescriptive rules-based regulation is not an attractive option. However, at the same time, in light of recent events we recommend that the principles/ risk based approach be reviewed to ensure that it is fit-for-purpose in complex systems.  

It is encouraging that HMT emphasises that reforms to the deposit protection scheme must be well understood by retail depositors if consumer confidence is to be promoted. However, the same must apply to the wider regulatory system including the current tri-partite arrangements for maintaining financial stability as these arrangements appear not to have been understood by, nor had the confidence of, the general public.

Question 2.3: What other issues should the Government consider when considering how best to preserve any critical banking functions?

With respect to critical banking functions, continuity is paramount. 

There are a number of alternative mechanisms for maintaining services and facilitating transfers of business. But three broad approaches can be identified:
· special administrative vehicles. These could be operated by government. Alternatively, the role of the FSCS  could be modified to allow it to step into maintain core functions and services;

· quasi-market or institutional solutions. This includes ‘bridge banks’ used in the USA. The role of these vehicles is to effectively take over the maintenance of core functions and services and, in the event of a transfer of business from the failed bank to another entity, organise that transfer;
· industry operated rescue and administrative vehicles.

It is difficult to determine which particular mechanism is the most appropriate without further detailed analysis. 
The suitability of the mechanism will depend on the nature and size of the failed financial institution. Smaller, less complex, financial institutions are likely to need a simpler administrative vehicle to ensure smooth transfer and maintenance of services. However, larger international financial institutions with complex funding mechanisms and balance sheets, are likely to need institutional solutions such as bridge banks. 

However, we are of the view that industry owned or operated solutions would not be effective in maintaining services to consumers and preventing consumer detriment. A successful industry response would imply a degree of cooperation and commitment on the part of the banking industry to tackling market failure or financial exclusion which has not been evident in the past (see comments in the Introduction and Background).      
Regardless of the particular maintenance and transfer mechanism chosen, two key objectives must be met to ensure continuity: 

· access to core critical functions and services should be maintained in the short term; and

· consumers should be able to switch to an alternative provider without loss of service, without being penalised in the form of unreasonable fees or loss of data leading to risk premia (ie. higher charges) being imposed.    

The ability of consumers to switch to alternative providers without loss of service or being treated unfairly depends on:
i) the capacity of the existing system to cope with customers and accounts from the failed institution;

ii) efficient switching and transfer arrangements being in place; and
iii) systems and monitoring introduced to ensure receiving banks do not ‘discriminate’ against disadvantaged, vulnerable consumers.  

The wide variation in the approach of individual banks towards bank accounts suggests that Government intervention would be needed ensure consumers are treated fairly
.

It is reported that the Bank of England, FSA and HMT undertook scenario planning or ‘war games’ to evaluate the effects of a bank failure on the financial system.
This scenario planning appeared to fail to envisage disruption on the scale of the Northern Rock. However, this does not undermine the value of such planning. Indeed, it is in keeping with the FSA’s statutory objective to maintain confidence in the financial system.

But the FSA needs to pay the same degree of attention to protecting consumers and ensuring they are treated fairly. Therefore, we recommend that the Government, FSA, FSCS, banking industry, and consumer representatives undertake similar scenario planning to ensure that systems and agreements (in the form of memoranda of understanding) are introduced to ensure continuity of service and transfers of business happen without disadvantaging consumers.  
Question 3.1: Should the level of coverage for deposits be increased from £35,000? If so, to what level and what are the benefits and costs of doing so? Should the bank deposit limits be related to those for other sectors, e.g. investment business and insurance?

There are a number of issues to weigh up when considering whether the current level should be increased. The decision is finely balanced.
As the Government points out in the discussion paper, the current limit means that the UK scheme compares favourably to other countries in terms of coverage (if not operational effectiveness). Indeed, the vast majority of deposits held by individual consumers in banks are covered by the FSCS. Moreover, although the available published research on the profile of individual savings levels is comparatively patchy, it would seem safe to assume that the £35,000 limit significantly exceeds the typical level of savings held by ‘ordinary’ consumers. On this narrow basis, this would suggest that the £35,000 limit is sufficient.
We would also make the point that any potential increase in the limits needs to be carefully considered. Any misjudgment could have consequences in terms of higher costs and moral hazard, and exacerbating financial exclusion.
The risk comes not from the increase in the costs of running the actual scheme itself. 
After all, as the Government says in the discussion paper the £35,000 limit covers the ‘vast majority’ of deposits are fully covered by the FSCS
. This implies that even a significant increase in the limit may result in a comparatively small increase in the overall costs of running the scheme and increase in levy for the industry. 

The unintended consequences are more likely to arise from the associated regulatory reforms rather than direct increase in scheme costs. Any increase in the scheme limit will probably result in demands by certain banks for more regulatory interventions to prevent the ‘free-rider’ effect – ie. other banks behaving recklessly safe in the knowledge that an enhanced scheme is there to pick up the bill in the event of a failure. There is the risk of moral hazard in the sense of firms using a higher deposit protection scheme limit to attract large deposits using unsustainable interest rates. 
Therefore, careful attention would need to be paid to the effect of an improved scheme on capital adequacy requirements. Poorly targeted regulatory interventions to prevent the ‘free-rider’ effect could result in collateral damage to smaller banks and building societies who may well be behaving responsibly. However, this could be mitigated by effective regulation.

Set against those reservations, there are a number of benefits to raising the limit. 

It would seem that if anecdotal evidence is anything to go by significant numbers of Northern Rock customers had deposits well in excess of £35,000.  Even lower incomes consumers may have more than £35,000 on deposit with banks at a given point of time. This can happen for a number of reasons. For example, they may have recently sold a property, withdrawn equity from their home, or recently received a lump sum from a pension. Restricting the limit to £35,000 therefore could leave them dangerously (if temporarily) exposed to institutional failure with potentially catastrophic effect.
It should also be remembered that consumer confidence in the financial system can be fragile and consumers will not always behave ‘rationally’ according to conventional economic theories. The sight of a comparatively small number of vulnerable consumers (for example pensioners) affected by a bank failure can have a disproportionate effect on confidence in the wider system. This contagion effect can be seen in other areas such as pensions where the failure of individual company pension schemes has contributed to the undermining of confidence in the wider pension system.    
Therefore, although from a narrow economically ‘rational’ perspective an increase in the limit may not seem justified, it could have significant benefits in terms of promoting confidence in the financial system.

Furthermore, it could be argued that a higher limit could be beneficial for competition. The recent disruption may be causing consumers to seek refuge in bigger, well known banking brands. This could undermine competition in the long term. An increase in the deposit protection limit may promote confidence in smaller providers or new entrants thereby promoting competition.
Based on a preliminary assessment, we take the view that an increase in the limit is probably, on balance, warranted. However, we reiterate that this decision is finely balanced. A final decision can only be arrived at with the help of further analysis of the costs and benefits, and potential consequences. This analysis would need to take into account more detailed profiles of consumers’ savings habits.
With regards to the relationship between the deposit protection scheme and other schemes such as the insurance scheme, the key principle should be to ensure consistency in terms of exposure to detriment. As mentioned below, there is a strong case for saying that the insurance protection scheme should have higher limits given the nature of the products and risks involved. However, it is too difficult at this stage without further research into the impact of compensation arrangements on consumer behaviour.
Question 3.2: Would it be desirable to put in place arrangements to better ensure that depositors are repaid in a more timely fashion? What issues would need to be considered in assessing any new arrangements?

The key aims of any consumer protection system in light of a bank failure should include prompt payment of claims and continuity of service. 
Therefore, we would strongly welcome new arrangements which ensured that depositors are repaid in timely fashion. Financially excluded and vulnerable consumers are probably more at risk from disruptions of service and denials of access than loss of assets (given the current limits).
We have set out in detail in our response to Question 2.3 the issues that need to be considered when developing new arrangements along with some possible models for doing so.
But clearly the priority that depositors are repaid as quickly as possible – particularly vulnerable consumers on lower incomes. One of the key determinants of the efficiency of the claims process is the financial resources available to the deposit protection scheme. This suggests that the financial capacity of the scheme needs to be increased either via an ongoing arrangement (ie. an increased levy) or via an insurance arrangement similar to the Federal Deposit Insurance Scheme in the USA.

To reiterate, it is unlikely that these arrangements will be effective in the absence of Government and FSA intervention and detailed scenario planning.

Question 3.3: What are the issues the Government should consider in relation to other parts of the FSCS?

As mentioned above in the response to Question 3.1, consistency of application is important. 
However, this does not mean that the actual limit needs to be the same.  It could be argued that the insurance protection scheme limits would need to be greater given the size of the assets generally held in insurance based products such as personal pension schemes and annuities. 

We understand the Governments concerns that different compensation arrangements could distort consumer behaviour
. Theoretically, this could be the case with substitute products
. But we do not believe this would necessarily impact on consumer behaviour when it comes to deposit/ savings products and insurance/ investment products which are held by consumers for different purposes.   

In line with the comments above, further research needs to be undertaken to inform this response.

Question 3.4: What issues should the Government take into account in any further review of the funding mechanisms for the FSCS?

To reiterate the points we make in Question 2.1, in the event of a financial institution failing, effective consumer protection should have a number of key aims including: protecting financial assets to an appropriate level; providing continuity of service; and ensuring claims are paid promptly. 

Moreover, any reform to the current arrangements must take into consideration the impact on competition and costs to consumers.

Therefore, the funding mechanism for the FSCS must support those aims while minimising the impact on competition and costs.
The level of protection available to consumers ultimately depends on the ‘capacity’ in the FSCS. The current proposals set out by the FSA would increase the overall annual capacity of the FSCS to a maximum of £4.04 billion. This seems  to offer very limited protection given the size of the deposits at stake during the Northern Rock crisis. It would clearly be insufficient if the Northern Rock crisis had spread to other financial institutions.

Under the current arrangements, the Financial Services Compensation Scheme (FSCS) can take up to six months to administer claims against firms in default – this could take longer in cases where FSCS has to determine whether a firm is actually in default.

This suggests that urgent reform is needed to the operational/ transitional arrangements if the impact of service disruptions and denials of access are to be minimised.  
Moreover, the promptness of claims repayments will also depend on the financial resources available to the deposit protection scheme. The capacity could be increased either on an ongoing basis via a levy or via an insurance arrangement similar to the Federal Deposit Insurance Scheme in the USA.

It is difficult to say with certainty without further analysis but, on the face of it, an insurance arrangement would appear to be more attractive than a levy based system (there can be a time delay in collecting and administering the levy which would then require an interim contingency fund to be set up to pay out claims and protect consumers). 
If an insurance scheme was adopted, careful consideration would need to be given to the legal structure and governance of the insurance scheme.  A private sector insurance scheme could impact negatively on smaller providers who would be considered a higher risk – this could have a detrimental impact on competition and access. However, a government backed scheme could avoid this risk.
However, further research and impact assessments are needed to understand the costs and potential consequences of the competing schemes.
Question 3.5: Should the role of the FSCS be extended to promote access to banking services for depositors with failed banks?

The issues that need to be considered when determining how to maintain critical banking services are set out in our response to Question 2.3. 
The two key functions that need to be managed are: 
i) maintenance of existing services; and 
ii) transfer of business to alternative institutions. 
These functions could either be integrated within the same organisation or the individual functions could be separated and hived off to an organisation already undertaking similar functions. 
For example, the existing regulatory framework already allows the FSCS to maintain continuity of insurance services. There is a strong case in terms of economies of scale for saying that the remit of the FSCS should be extended to maintaining continuity of banking services. 

However, again it is difficult to say whether economies of scale are best delivered along functional lines or institutional lines without further analysis and scenario planning.    

Question 3.6: The Government would be interested in views on the best way to help consumers understand how banking deposit guarantees affect them?

We support the Government’s views that consumers should understand the risks associated with holding non-guaranteed deposits. But there is no single answer to the challenge of improving consumer awareness and understanding of deposit schemes. 
A key problem is the absence of meaningful research on the impact of deposit protection schemes on consumer behaviour.
For example, to monitor progress of its financial capability strategy the FSA commissioned substantial research into financial capability of consumers in the UK to provide a baseline. However, this did not survey consumer awareness or understanding of deposit protection schemes. 
However, even that limited research suggests that making sure consumers understand the concept of risk is a challenge. For example, the FSA’s research found that 96% of respondents wanted to take no, or low-medium risk with their savings and investments. Yet a significant proportion of respondents owned products with an element of risk to their capital, although their preference is to have no risk exposure at all
. 
Furthermore, anecdotal evidence from the Northern Rock episode suggests that depositors did not understand the limits of the existing deposit protection arrangements.

FIC recommends therefore that the Government should ensure that awareness and understanding of compensation schemes should form a core part of the FSA’s financial capability strategy.
However, this needs to be complemented by more direct measures to ensure consumers understand the scope of any scheme. Consumers are most receptive to initiatives to raise awareness at trigger points. This suggests that warning messages should be delivered at the point when they are making large deposits or having money transferred into their account. Given that the money laundering provisions are triggered to prevent fraud, it would seem reasonable therefore to require banks and building societies to also alert consumers to the scope and application of deposit protection schemes when they make large deposits or transfers.
Customer account statements should also be required to carry prominent warnings relating to deposit protection.
Question 3.7: Do you agree with the concept of critical banking functions? If so, what banking services might be properly regarded as so critical to the modern economy that they should continue to be provided in the event of a bank failure?

Yes we agree with the concept of critical banking functions. There are certain core banking and related services which need to be maintained to protect individual consumers and allow the wider economy to function smoothly.

We also share the Government’s view that it may be more beneficial to consumers to think about transactional functions and services (see Box 3.1) rather than think in terms of product silos such as current accounts, savings accounts and so on.
The Government identifies a number of critical banking functions. These include: access to a current account; and payment systems to conduct basic transactions and maintain direct debits and credits. 
However, there seems to be no mention of maintaining access to existing credit lines. Removal or suspension of credit lines could have a detrimental impact on vulnerable consumers. Nor is it clear what the impact of a transfer of business would be on a consumer’s credit history. 
Therefore, arrangements would need to put in place to ensure that continuity of credit history is maintained to avoid consumers being penalised by institutions receiving the transferred business.
Question 3.8: For what period of time should any critical banking functions be maintained and how this might vary in different circumstances?

It is difficult to provide a precise response to this. In principle, critical banking functions should be maintained for as long as is necessary to protect consumers. But the relevant period will very much depend on the nature of the institution affected, the number of consumers involved, and the specific arrangements put in place to effect orderly transfers. This is one of the reasons we have suggested that scenario planning or war games need to be used to inform the review.

Question 3.9: What issues should the Government consider in assessing possible arrangements, in addition to the FSCS already available, to deliver continuity of any critical banking functions in the event of a banking failure?

We do not agree with the arguments put forward by the Government in para 3.17 that banks are not monopolies and, therefore, special administrative regimes may not be appropriate. In theory, there may be number of market providers in the banking sector. However, in practice, effective competition is limited. At a more fundamental level, banking services are to all intents and purposes utilities given the crucial role access to critical banking functions plays in allowing consumers to participate in society. 
It is not clear why the Government has chosen to highlight the difficulties with respect to special arrangements in para 3.18. These apply equally if not more to the alternatives especially industry sponsored mechanisms.
It is important that the Government considers this issue from an objective consumer perspective, and avoids the risk of starting with any preconceptions or biases towards a particular delivery model.
Question 3.10: What, if any, lessons can the Government learn from other sectors and other economies? For example, from special administration regimes and pre-funded insurance type schemes such as the Federal Deposit Insurance  Corporation in the United States?

As mentioned above in the response to Question 3.4, the key lesson in terms of maintaining core services is that pre-funded or insurance based schemes would appear to be more responsive and flexible and would therefore offer better protection for vulnerable consumers.
Question 3.11: How do the needs of different groups of customers differ? How should the Government take this into account in drawing up the new framework?

In the event of a financial institution failing, effective consumer protection should operate at four levels and have four key aims. It should 

· protect financial assets to an appropriate level;
· provide continuity of service so that consumers do not lose access to savings or critical banking functions in the short term;
· ensure claims on the compensation scheme are paid as promptly as possible; and

· ensure that consumers are not treated unfairly in the event of having to switch providers.
Consumers are not homogenous and have diverse needs. Therefore, as is the case with financial services policymaking generally, the needs of different groups of consumers must be taken into account, as one solution will not necessarily suit everyone. 
We would argue that there is a special case for affording a proportionately higher level of consumer protection to vulnerable consumers (as defined as consumers with most to lose or financially excluded). 

Vulnerable or excluded consumers are at greater risk at each of those four levels:

· they may have fewer alternative sources of income to fall back on; 
· denials of access or disruptions in service may affect them disproportionately;
· they may not be as familiar with or skilled at engaging with the financial system when having to make a claim; and 
· are likely to have fewer options to choose from when switching provider because of the growing use of risk based/ differential pricing in the UK.
However, having said that, all consumers regardless of their particular financial circumstances deserve protection at each of those four levels.
Therefore, we would suggest that the only sensible way for the Government to take into account the different needs of consumers when drawing up the new framework is to:

· develop a reserve capacity to maintain critical banking functions for all consumers regardless of status; and

· undertake scenario planning and further research and development to tailor these policy solutions to meet the needs of different groups of consumers including preferred forms of delivery, targeted awareness campaigns and so on.

This marks the end of The Financial Inclusion Centre’s response. If you have any queries, please contact Mick McAteer, Director, The Financial Inclusion Centre.
The Financial Inclusion Centre
December 2007
� The Financial Inclusion Centre and the National Consumer Council are currently undertaking research into the impact of market developments on vulnerable consumers in the mortgage market. The findings will be published in a report early in 2008.


� See comments by Alistair Darling, Chancellor of the Exchequer urging banks to take a more cautious approach to lending, 13th September 2007, � HYPERLINK "http://news.bbc.co.uk/1/hi/business/6992450.stm" ��http://news.bbc.co.uk/1/hi/business/6992450.stm�, and speech by Clive Briault, FSA Retail Managing Director, to Council of Mortgage Lenders, 4th December 2007, http://www.fsa.gov.uk/pages/Library/Communication/PR/2007/125.shtml


� See part 4 of ‘Banking the unbanked’: banking services, the Post Office Card Account, and financial inclusion, Treasury Select Committee: Thirteenth Report, November 2006


� See, for example, the response of the banking sector to impact of bank branch closures on vulnerable communities. Evidence of this response can be obtained from the Campaign For Community Banking Services,  � HYPERLINK "http://www.communitybanking.org.uk/" ��http://www.communitybanking.org.uk/�


� See for example the work undertaken by French, Leyshon, and Signoretta, from the School of Geography at Nottingham University which provides a critique of how research funded by the BBA has been used to justify the limited response of the banking industry and the Government in dealing with the impact of bank branch closures on financial and social exclusion. ‘All gone now’: The material, discursive and political erasure of bank and building society branches in Britain. Shaun French, Andrew Leyshon and Paola Signoretta, *School of Geography, University of Nottingham 


� � See part 4 of ‘Banking the unbanked’: banking services, the Post Office Card Account, and financial inclusion, Treasury Select Committee: Thirteenth Report, November 2006





� See para 3.4 of discussion paper


� See para 3.6 of discussion paper


� for example, insurance based investment funds and unit trusts


� See Table 6.5, p93 Levels of Financial Capability in the UK:Results of a baseline survey, FSA March 2006
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