
SUBMISSION FORM THE FINANCIAL SERVICES AUTHORITY (FSA) 
 

1. This memorandum is submitted to the Committee as part of its inquiry into ‘The 
way forward for Scotland’s banking, building society and financial services sector’.  It 
covers:  
• the role and remit of the FSA; 
• Scottish firms regulated by the FSA; 
• the origins of the financial crisis; 
• the FSA response to the current economic crisis; 
• the availability and cost of credit; and 
• changes and restructuring within the sector. 
 
A. Role and remit of the FSA 
 
2. The FSA is an independent non-governmental body, given statutory powers by the 
Financial Services and Markets Act 2000 (FSMA). We are accountable to UK 
Treasury Ministers and through them to the Westminster Parliament.  We are 
operationally independent of Government and are funded entirely by the firms we 
regulate. 

3. FSMA gives us four statutory objectives:   
• maintaining confidence in the financial system;  
• promoting public understanding of the financial system;  

• securing the appropriate degree of protection for consumers, taking into account 
the general principle that consumers should take responsibility for their decisions; 
and  
• reducing the extent to which it is possible for a business to be used for a purpose 
connected with financial crime.  

4. However, we do not have an objective to promote the financial services sector, 
either generally or in any specific region or country. 
5. We regulate most types of financial services firms, including banks, building 
societies, credit unions, insurance companies, financial advisers, stockbrokers, 
mortgage and insurance brokers. We also work in partnership with other regulators 
and authorities – for example, to tackle financial crime.  We do not regulate 
consumer credit, including credit cards, second-charge loans and occupational 
pension schemes. 

B. Scottish firms regulated by the FSA 
6. Of the 27,436 firms regulated by the FSA (6,407 of which are European Economic 
Area Authorised firms1 based in Europe), 1309 are registered in Scotland. The 
following table shows a breakdown by the type of firm.2

 
                                                           
1 EEA authorised firms are institutions which are authorised by another state within the European Economic Area and 
are permitted to conduct business in the UK by way of a ’passport’. These financial institutions are passported through the relevant EU 
Single Market Directives. 
2 Produced from information available on 29 July 2009 
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Primary Category Total 
Financial Adviser (FA) 403 
General Insurance Intermediary 330 
Home Finance Broker 145 
Credit Union 118 
Authorised Professional Firm 84 
Discretionary Investment Manager 81 
Life Insurer 24 
Advising and Arranging Intermediary (exc. FA & 
Stockbroker) 15 
Corporate Finance Firm 11 
Bank (other than Wholesale only) 10 
Venture Capital Firm 9 
Collective Investment Scheme (CIS) 
Administrator 7 
Stockbroker 6 
General Insurer 6 
Non-discretionary Investment Manager 5 
Personal Pension Operator 4 
Home Finance Provider 4 
Building Society 3 
Energy (including Oil) Market Participant 2 
Arranging only Intermediary (exc. Stockbroker) 2 
Advising only Intermediary (exc. FA) 2 
Service Company 1 
Lloyd's Managing Agent 1 
Home Finance Administrator 1 
CIS Trustee 1 
Other  34 
Grand Total 1309 

 
7. We operate as the national regulator for the UK as a whole and do not regulate by 
country or region. However, there are some differences in Scots law compared with 
the law in England and Wales or with Northern Irish law.  These differences relate 
principally to how firms comply with our rules, or the legal framework, rather than the 
standards that we expect from firms.  
8. The key examples are listed below. 

• Client money rules – differences in the underlying legal framework reflect 
the fact that Scottish firms hold client money as agent, rather than as trustee. 
However, the aim of protecting client monies by separating them from the firms’ own 
funds is still met and the standards that are expected of such firms are otherwise the 
ame. s

 
• Mortgage and home finance rules – in relation to home purchase plans, 
home reversion plans and regulated sale and rent back agreements, we require all 
firms to ensure that the interests of customers are protected to a reasonable 
standard. As property law differs substantially in Scotland from that in England we 
recognise that the protections firms put in place may be different. Different 
underlying statutory limitation periods mean that in the event of a property being 
repossessed we apply different deadlines for firms to notify their customer that they 
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intend to recover any shortfall between the sale proceeds of the property and the 
amount owed by the customer. 

 
• Power to instigate proceedings for offences – sections 401 and 402 of 
FSMA and enable us to instigate proceedings for criminal offences created under 
FSMA, and for certain insider dealing and anti-money laundering offences. This 
ability does not extend to Scotland because of its separate criminal justice system, 
both in terms of the substance of many of the offences, and the procedural 
arrangements. Although under the devolution arrangements, financial services are a 
matter reserved to the UK (and so FSMA applies in Scotland), criminal justice is not 
reserved. So it is a matter for the Scottish Parliament to decide on commencement 
of proceedings rather than the UK Parliament. FSMA respects the devolution 
settlement and does not provide for us to commence proceedings in Scotland. 
 
9. We also have an office in Edinburgh which provides visibility for the FSA in a city 
recognised as the UK's second largest financial centre after London. Staff in 
Edinburgh primarily supervise small retail firms, principally home finance brokers, 
general insurance brokers and independent financial advisors. 
 
C. Origins of the financial crisis 
10. Over the last two years the global financial system has suffered its greatest crisis 
in over 70 years. As we set out in detail in The Turner Review in March this year, the 
origins of the crisis can be explained by a number of factors.  They include:  

• Growth of significant global imbalances over the last decade: Large 
current account surpluses accumulated in the oil-exporting countries, while fiscal and 
current account deficits grew in the US, UK and some members of the Eurozone.  

• Increasing complexity of the securitised credit model: Lower risk-free 
interest rates produced an increased demand for higher yield at what appeared to be 
low risk.  This was met by an increase in volume and complexity of the securitised 
model of credit intermediation. 

• Rapid extension of credit and falling credit standards: Between 2000 
and 2007, credit extension in the US, the UK and some other countries grew quickly.  
This was partly driven by the rapid development of securitisation. In addition, lending 
on balance sheet grew rapidly, with banks’ rapid growth often funded with easily 
available wholesale funding. This was accompanied by declining credit standards 
both in the household and corporate markets. 
• Property price booms: The rapid extension of mortgage credit and of 
commercial real estate loans developed into a boom where rising property prices 
drove the demand and supply of mortgage credit, resulting in even higher property 
prices. The widespread extension of credit on terms that could only be justified on 
the assumption of future house price appreciation was particularly symptomatic of 
the US subprime market.  

• Increasing leverage in the banking and shadow banking system: The 
increasing scale, size and complexity of securitised markets was accompanied by a 
significant escalation in the leverage of banks, investment banks and off-balance 
sheet vehicles, and the growing role of hedge funds. Large positions in securitised 
credit and related derivatives were increasingly held by these institutions, rather than 
passed through to traditional, hold-to-maturity investors. This ‘acquire and arbitrage’ 
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model resulted in most incurred losses falling on banks and investment banks 
involved in risky maturity transformation activities. The rapid and very significant 
growth of the financial system resulted in financial sector balance sheets becoming 
of greater consequence for the economy, with financial sector assets and liabilities in 
the UK and the US growing far more rapidly as a proportion of gross domestic 
product than those of corporates and households.  

• Underestimation of bank and market liquidity risk: The causes listed 
above were also accompanied by changing patterns of maturity transformation and 
in many cases by serious underestimation of bank and market liquidity risk. Maturity 
transformation – holding longer term assets than liabilities – was increasingly 
performed not only by banks, but also investment banks, off-balance sheet vehicles 
and, in the US, by mutual funds. This made the financial system overall increasingly 
reliant on liquidity through marketability – the ability to meet liabilities through the 
rapid sale of an increasingly wide range and much increased stock of long-term 
credit instruments. When the crisis struck, the assumption that the markets for these 
instruments would remain liquid was proven wrong as concerns spread about the 
quality of such instruments. 
These interrelated effects and relationships resulted in a self-reinforcing cycle of 
irrational exuberance in pricing of both credit and volatility risk. Credit spreads on a 
range of securities and loans fell steadily from 2002 to 2006 to reach very low levels 
relative to historical norms. In addition, the price charged for the absorption of 
volatility risk fell, since volatility itself appeared to have declined to very low levels. 
 
D. The FSA’s response to the economic crisis 
 
11. In response to the Chancellor of the Exchequer’s invitation to our chairman, Lord 
Turner, to conduct a review of banking regulation, we published The Turner Review 
on 18 March.3 It outlines the fundamental changes required in the approach to 
regulating banks. Specifically it covers the following issues: capital, liquidity, 
accounting, ‘shadow banking’, remuneration, credit rating agencies, derivatives 
trading, cross-border banking and EU supervision and regulation. We are now 
developing detailed implementation plans for those reforms which we can pursue 
alone.  
12. The Review also sets the direction and defines the changes we believe are 
required in international regulation, and which we will be proposing in the EU and 
internationally. Some changes to the international regulatory and supervisory 
framework have already been made and further work is in train.  While the broad 
direction of the fundamental reforms that are clearly needed is now agreed, the 
detailed policy framework to achieve this is still being designed.  Most elements will 
be substantially complete by the end of 2009.  
 
E. The availability and cost of credit 
13. The UK Parliament has not given the FSA powers to regulate the provision of 
credit. This role is carried out by the Office of Fair Trading, the UK’s independent 
consumer and competition authority. We therefore do not have any direct jurisdiction 
over decisions to lend to consumers and small businesses, other than ensuring they 

                                                           
3 www.fsa.gov.uk/pubs/other/turner_review.pdf  
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have sufficient capital in place to support these activities. Also, we are not an 
economic regulator and do not set prices, as this is a commercial decision for firms. 

14. We do, however, regulate some aspects of the mortgage market, including first 
charge mortgages, home reversion plans and home purchase plans. We do not 
regulate second charge mortgages or buy-to-let mortgages. 

15. Within this remit, we have set out the standards we expect firms to meet in 
dealing with their mortgage customers.  Our rules include 11 Principles of Business 
which are applicable to all firms, including mortgage lenders and intermediaries.  The 
Principles set the high level standard that firms must meet, including Principle 6 
which states that ‘a firm must pay due regard to the interests of its customers and 
treat them fairly’. 

16. In pursuit of our consumer protection and public awareness objectives, our 
Mortgage Conduct of Business Handbook provides rules and guidance on financial 
promotion, advising and selling standards, disclosure (at pre-application, offer, and 
post sale stage); equity release products; responsible lending; charges; annual 
percentage rate; and arrears and repossessions. These rules apply to mortgage 
lenders and intermediaries. 

17. In addition, we will also take over all retail banking conduct regulation for deposit 
taking and payment services in November 2009. Currently, the Banking Code 
Standards Board (BCSB) monitors and enforces voluntary Banking Codes which 
govern banks’ day-to-day relationships with their customers. From November, these 
arrangements will be replaced by new FSA rules which all banks, building societies 
and credit unions must follow.

18. Our analysis shows that despite a tripling in lending between 1998 and 2008 
from £400bn to £1,200bn of mortgage balances outstanding, home ownership during 
that period has remained stagnant.  This is because most mortgage lending occurred 
for the purpose of equity withdrawal or buy-to-let mortgages. 
 
19. The reduction in gross mortgage lending in the last 12 months is almost entirely 
due to a reduction in remortgaging activity (as borrowers opt to stay on lenders’ 
standard variable rates or cannot remortgage more cheaply due to a decline in their 
equity).  Lending for house purchases has increased throughout 2009 and net 
mortgage lending has remained positive throughout the past 18 months.4  We have 
applied a flexible approach5 to help reduce the risk that capital requirements under 
the Basel II framework increase sharply during the economic downturn thereby 
restricting lending, while also ensuring sufficient capital is held.  However, even if 
banks have sufficient capital to support new lending, they still need to fund these 
loans and, in the absence of a significant increase in the savings ratio or a thawing of 
the wholesale funding markets, this remains difficult. 
 
20. It should be noted that, while we will form a view of the sustainability of a firm's 
business model and the appropriateness of its systems and controls to support this 
(and we will act where we have concerns in these areas), it is not our role to dictate 
business volumes to firms. That remains a commercial decision. 
                                                           
4 www.bankofengland.co.uk/publications/other/monetary/TrendsAugust09.pdf
5 http://www.fsa.gov.uk/pubs/international/variable_scalars.pdf  
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F. Changes and restructuring within the sector 
 
L
 
iquidity 

21. We are about to complete a comprehensive review and restructuring of our 
liquidity regime. This will ensure that the risk-taking incentives of individual business 
lines – including mortgage lending – are properly aligned with the liquidity risk to 
which a firm is exposed as a result of such activities.  In addition, we anticipate that 
our new liquidity policy will result in a check on unsustainable expansion of bank 
lending during favourable economic times. Our proposed policy will increase the cost 
of lending to certain consumers, which will align this type of lending activity with the 
increased liquidity risks associated with it.  Our new policy will also require firms to 
quantify the liquidity costs, benefits and risks in relation to all significant business 
activities and to incorporate them in their product pricing and performance 
measurement.   
 
22. As noted in The Turner Review, we believe that our liquidity policy will imply less 
aggregate maturity transformation than would otherwise occur, and this must in 
theory carry some economic cost. The crucial trade-off – as with the costs of higher 
bank capital – is between a small net cost to the economy during ‘normal times’ and 
the benefits of the reduced probability of extreme adverse events. Assessing and 
comparing these potential costs and benefits is extremely difficult. However, given 
the scale of the economic fallout from the financial crisis, a reasonable judgement is 
that a significant tightening of regulatory constraints on liquidity (and thus on 
aggregate system-wide maturity transformation) is justified in order to reduce risks to 
future financial stability. 
 
M
 

ortgage Market Review 

23. The FSA took on responsibility for regulating mortgage lending, administration, 
advice and arranging in October 2004.  This was limited to first charge mortgages on 
residential properties and lifetime mortgages.  In April 2007, our scope was extended 
to cover home reversion plans and home purchase plans. 

24. Our comprehensive Mortgage Market Review will look at the whole market, from 
lenders through to consumers’ perspectives. We will seek to understand fully what 
worked well for consumers and what did not, and explore all of the available options 
for putting things right – setting out our views and proposals in a Discussion Paper in 
the autumn. 
 
25. The aims of our review are to have a mortgage market that is sustainable for all 
participants (consumers, intermediaries, lenders and investors) and to have a flexible 
market that works for consumers. As part of the review we will look at a number of 
issues, including: 
• responsible lending and funding issues;  

• distribution and advice;  

• extending the approved persons’ regime;  

• excessive charging and price regulation;  

• disclosure and changing consumer behavior; and  
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• arrears and repossessions.  
 
26. To achieve a sustainable market that works better for consumers we are going to 
need more responsible lending, with proper consideration of overall affordability and 
a reduction in the risk of the mortgage being inappropriate for the consumer. As part 
of the review, we will therefore also consider whether FSA regulation should be 
extended to cover second charges, as ensuring consumers are suitably protected 
may be better achieved if we had mortgage regulation covering both first and 
second-charge mortgages on a consumer’s home.   
 
R
 

etail Distribution Review 

27. We launched the Retail Distribution Review (RDR) in June 2006 to address the 
many persistent problems we had observed in the retail investment market, including 
insufficient consumer trust and confidence in the products and services supplied by 
the market. It complements our aims to improve consumer capability and further 
ensures firms deliver fair outcomes for consumers. It is essential for promoting a 
resilient, effective and attractive retail investment market. 
 
28. We have used the RDR to address the root causes of some long-term problems 
with how the market operates, and at the same time to prepare the market for the 
future. Following extensive consultation with industry practitioners, consumer 
representatives and other stakeholders to get their views on the issues to be 
addressed and to identify potential solutions, we published a consultation paper in 
June 2009.6 This set out three measures that we regard as most fundamental to 
delivering the market outcomes that we set out to achieve and which will materially 
alter and improve the interactions between consumers and the industry. These are 
to: 
• improve the clarity with which firms describe their services to consumers;  

• address the potential for adviser remuneration to distort consumer 
outcomes; and  

• increase the professional standards of investment advisers.  

29. The consultation is open until 30 October 2009. 
 
Financial Capability 
 
30. We also lead the National Strategy for Financial Capability.  We have worked 
with Young Scot and the Scottish Government to establish the Scottish Financial 
Inclusion Forum, bringing together key influencers of financial inclusion/capability 
within Scotland to share ideas, and co-ordinate approaches. Many of our financial 
capability initiatives are run in Scotland.  For example, our Parent's Guide to Money 
was rolled out to all Strategic Health Authorities in Scotland in November 2008, and 
the Scottish Government officially launched the guide in Renfrewshire Council on 12 
January 2009. 
 
 
The Financial Services Authority 
10 September 2009  
                                                           
6 www.fsa.gov.uk/pages/Library/Policy/CP/2009/09_18.shtml  
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