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Inauspicious Anniversary

Saturday 12 September 2009

I’ve had a difficult 24 hours. Booked a flight to the US (where I am
now). Figured I needed to leave on Friday (yesterday) in order to
meet the schedule that brings me to the US. It wasn’t until I had to
give someone my travel dates that I realised I’d picked September

11th to fly on American Airlines! On the upside, the plane was
practically empty, even if everyone looked a little jumpy.

Which goes only part of the way to explaining why I am sitting on a
back porch in North Carolina, with my new ultra-lite laptop (very
light, because most of the standard features seem to be missing)
typing this before heading to Chicago on Monday to speak on the
regulation of professions.

I grew up in a world that believed it was unethical for professionals
to advertise. No, it wasn’t! That was a rule designed to make it
harder for new firms to break into the market. A classic example of
anti-competitive practice masquerading as a code of “ethics”. All
that was swept away in the mid-1980s.

Enron, Equitable Life and other famous collapses exposed
additional weaknesses in the way professions policed their
members. The result was regulatory oversight bodies, such as the
Professional Oversight Board for accountants and actuaries and the
Legal Services Board for lawyers. But then the credit crunch
exposed weaknesses in the regulatory bodies as well. It worries me
that we don’t yet have a grip on what we are trying to achieve
through regulation.

More on that in due course … Next stop, Chicago. I am due there
on Monday, the first anniversary of Lehman’s collapse.
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Banking on it

A friend writes to tell me that she has been appointed to the Future
of Banking Commission set up by Which?. Which reminds me that I
have yet to return to my September Blog on the subject of
regulation, in particular the regulation of banks.

I don’t subscribe to the “too big to fail” approach. I don’t believe it is
about size. Who, prior to 2007, would have thought that Northern
Rock was “too big” in any meaningful sense of the phrase?

I look at this from the perspective of someone who first learned
about regulation in the context of the utilities. Banks provide us with
somewhere to place our funds, particularly any funds that exceed
our immediate needs, so that the money can be loaned out to those
whose immediate needs exceed their current funds.

There is no reason why all the depositors should ever need their
money back simultaneously. We just need to ensure that they don’t
all suddenly want their money back simultaneously. For this to
happen, the depositors need confidence that the bank will be there
– and be solvent – when their funds are required. Anything which
jeopardises that confidence jeopardises the deposit-and-lend part of
the banking system. It is these banks (regardless of their size) which
need to be ring-fenced from harm – together with any part of the
financial system which underpins them, for example, any related
credit insurance operations.

There are those who say that splitting banks between “the part that
needs protecting” and “the rest” is too complex to achieve at this
point. I can accept that we may not, now, be starting from the ideal
place. But, somehow or other, we need to create a position in which
the banking function which exists in order for the financial system to
operate is isolated from those operations which are capable of
destroying the system. If that isn’t possible (and some say it isn’t), it
would seem to follow that deposit-and-lend banking is implicitly a
self-destructive system. I don’t believe that is true.
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Imagine a world in
which supermarkets
could tell if customers
had looked around for
a better deal … and
charged higher prices
to those who hadn’t

Marx out of ten for the attack on price caps?

When the Thatcher government privatised British Telecom in the
1980s, they created a regulator to cap prices. They did the same
with the privatisation of water, electricity and gas. No one suggested
then that Thatcher’s policy was Marxist or State intervention. So is
there any justification for such accusations now that Theresa May
is proposing that the energy regulator should reintroduce a cap?

When the utility companies were first
privatised, they each had a monopoly in
their own market (or a near-monopoly in
the case of BT). Until competition
emerged, prices were capped at a level
which the independent regulators
determined was sufficient to allow the
companies to recover their costs,
including the “cost of capital”. That latter term is the label
economists use to describe the level of profit which is sufficient – but
no more than sufficient – to encourage investors to put up the
capital required to finance the companies’ functions.

In those areas where competition has emerged, the price caps have
been withdrawn. Where competition does not exist, or is insufficient
to have an effect, price caps remain. The supply of water is still
subject to a price cap.

In the case of energy, numerous companies entered the retail
market with a range of price offerings and it was thought that
competition was having the desired effect. For those customers who
shop around, there are, indeed, competitive options. Very effective
ones. But for customers who don’t shop around – or who select a
fixed-term deal and then don’t look again when the deal expires –
the energy supply is automatically put onto the company’s default
tariff. It is those default tariffs where doubts have been raised as to
whether they responding to the full force of competition.

At first sight, that may seem odd. When shopping for goods and
services, we don’t spend time in advance of every purchase
searching for the best price. We know, for example, that
supermarkets compete with each other on price and we don’t have
to do the research each time we head for the shopping aisle.
Sometimes we look around. Sometimes we rely on the fact that

5

http://news.sky.com/story/may-vows-to-cap-energy-bill-increases-if-tories-win-election-10869652
https://www.simoncarne.com/privacy-cookie-policy/
SAC
Typewritten Text
From 2017, after the general election had been called, but before voting had taken place.

SAC
Rectangle



others have been looking. So long as enough people are keeping an
eye on prices at any given time, providers will be driven to compete.
The rest of us can buy the product at the resulting price.

But imagine a world in which supermarkets could somehow tell
which customers had scoured the market for the best deals and
they offered those customers a lower price, with higher prices
charged to the shoppers who didn’t know what was available
elsewhere. In some markets, that is almost exactly what happens. In
a car show room, vehicles are marked with a sticker price which is
often an invitation to negotiate, not the final price at which a deal
might be done. Customers don’t, of course, have to do research
before they are allowed to negotiate; they can just bluff in order to
see if a reduction can be obtained. But those who know what prices
are available elsewhere can walk away from the showroom if the
offer can be bettered.

In the case of energy, it’s a whole lot simpler for the sellers.
Customers who don’t ask about the options are placed onto the
default tariff. Those who do ask, or who look up online, are shown a
range of options. It is the very absence of an enquiry which signals
to the energy company that a particular customer doesn’t know
about the market level, or they don’t care (enough) about it to act on
the information. These customers are charged a higher price – not
so much higher that it triggers the  desire to look around after all –
but sufficiently high that the Competition and Markets Authority
concluded last year that customers were, in aggregate, paying £1.4
billion a year more than they would have done in a fully competitive
market.

In its report, the CMA advocated a range of measures to revitalise
competition and reduce the prices paid by customers. One member
of the five-person panel went so far as to suggest a price cap,
although the others thought competition could be achieved without
that step.

The proposal isn’t Marxist. It’s not a return to the 1970s when
successive UK governments controlled prices and wages in an
unsuccessful attempt to conquer inflation. It’s simply the application
of an economic mechanism, first introduced to the UK by Margaret
Thatcher, in which the price of essential utilities is capped at an
economically rational level unless and until competition takes over
and renders the cap redundant.
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Constitution nil, Clegg & Coase won

I have written before about Coase’s Theorem – whenever the law
creates or imposes an inefficient rule, people will bargain or contract
around it – named after Nobel laureate, Ronald Coase. It seems
that Coase’s theorem works just as well for our constitution.

For weeks, if not months, we have been told that, if the General
Election resulted in a hung parliament, the incumbent Prime Minister
had first go at forming a government. Well, it took just one sentence
from Nick Clegg at 10.30 am on the morning after the night before
(“I’m talking to Dave”) and Gordon Brown was left high and dry for
as long as Nick Clegg wanted it that way.

Roll the clock forward 24 hours and, with the public (allegedly)
clamouring for Brown to resign, the constitutionalists and
commentators told us that he couldn’t do so until there was a new
PM ready to take over. Technically correct. But as soon as the
Labour Party saw a political advantage in Brown declaring that he
would not be staying on, he announced exactly that. If Brown had
wanted to make the announcement earlier, he could have done so.

Has anyone learned from this? We are now being told that this
parliament will last for five years and that there will be legislation to
make that into law. But if the current coalition Government were to
break apart and no other grouping could command a majority, what
then? If an Act of Parliament can fix the date of the next General
Election, another Act can change it.

Does that worry me? Coase not.
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Probably the best regulator in the world?

I see the Treasury has been consulting on its new approach to
financial regulation. Some of the main ideas – reforming the tri-
partite model – have been discussed at length elsewhere. What
caught my eye were the issues which address our new
government’s approach to regulatory culture.

The first issue to leap off the page was the question whether the
principles of good regulatory practice should be enshrined in the
legislation which will bring about the new regime. Sounds like a no-
brainer. Of course, you would want a regulator to aim, for example,
to use its resources in the most efficient and economic way. But hold
on a minute. Let’s be blunt about this. If the people chosen to
regulate the financial services industry can’t work that out for
themselves, they are not the right people for this difficult job.

Making a legislative obligation out of the need to use public money
wisely is unlikely to remedy a defective mindset if it turns out that
the people who are appointed don’t naturally think in these terms.
The general direction of travel of this government is said to be
towards making individuals in society take more responsibility for
their actions and not rely on others to make rules for them. That
being so, it might be appropriate to start by setting an example with
the legislation which governs the individuals who sit on regulatory
bodies.

The paper also says that the government is looking for a more risk-
based approach. But little is said (yet) in recognition of the big
cultural shift that will be needed to achieve that outcome. One of the
most popular phrases after any adverse incident in recent years has
been: “We must ensure this never happens again”. But a truly risk-
based approach suggests that we should do no more than ensure
that this probably never happens again. Which means that, if it
does, the regulator didn’t necessarily fail. Are we ready for that?
Probably not.

Perhaps  something needs to be done to ensure that we never think
like that again.
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Leveson and the Living Trees

Like many people, I have been following The Leveson Inquiry
intermittently. As someone with a background in regulatory policy,
I am particularly interested in the way that many witnesses have
expressed a concern that regulation of the press has become
inseparable from regulation of the individual because the internet
has given any individual with a website (or even just a Twitter
account) the power to be a journalist. I think the argument is flawed.

Standard techniques of regulatory analysis help to show why,
starting with a structural breakdown of the process by which the
product – in this case, a press article – is created and delivered to
the consumer:

Fact-finding (or “news gathering”): This is the process of
finding out raw information other than by reading material that
has already been published. This first stage in the process
includes good old-fashioned journalism. It also includes
behaviour which occupied much of Leveson’s time in the early
hearings, such as phone-hacking, which is illegal, and the pursuit
of celebrities, which is typically not illegal but has caused much
concern, not least to the celebrities themselves. 
… 
It is clear that this step has nothing to do with the internet and
can be regulated (or not) without interfering with the benefits
which the internet has brought us.

Converting the raw data into publishable content: This is
essentially the process of writing-up the content or selecting
photographic image(s) in a form for publication. It is a necessary
step in the process on the road to publication, but the
unpublished word seems to present no regulatory issues.

The decision to publish: This is the point at which someone
decides to make the output from step 2 publicly available –
whether for purchase or free of charge, and in hard-copy or
online. It is the step which featured, in various ways, in evidence
to Leveson from witnesses such as Max Mosley (who has
argued for advance notice before private information about
individuals is published) and Alastair Brett (who was involved in
the Times Newspaper’s decision to reveal the name of the
NightJack blogger).
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The distribution of published material: This is the process of
passing on the published word to readers. In my (current)
analysis, it includes printing and distributing hard copy, making
content available online and aggregating existing publications
into new formats. 
… 
It may be that there needs to be a sub-division within this activity,
but if the decision to publish (step 3) was properly taken, there is
plainly no need to restrict the distribution and, if publication was
improper, it seems to me that the appropriate target for
regulatory action is the publisher not the mechanism by which it
was distributed. The sole exception would be a distributor who
deliberately distributed material which they knew had been
published in breach of the regulations.On that basis, there is no
reason why search engines and other automated news
aggregators would be, or need to be, brought within the ambit of
any regulations.

More work may be needed but, at first sight, this analysis suggests
that steps 2 and 4 might essentially be free from regulation and step
1 can be regulated as if there were no internet because the internet
plays no part.

That leaves us with step 3: the decision to publish. Here the internet
does play a part, because it enables virtually anyone to be a
publisher. Lord Justice Leveson has told us that he is keen not
merely to be regulating “work produced on dead trees” (page 81 of
Rupert Murdoch’s second day of evidence). But, in terms of his
inquiry, it is only the publishers with power (or influence) who are a
concern.

I have yet to determine a metric for determining which publishers
have “power”, but I venture to suggest that is more sophisticated
than mere readership (otherwise, Stephen Fry’s Twitter account,
with over 4 million followers, would seem to qualify).

My current hypotheses for further investigation are (a) a measure of
the readership multiplied by the volume of words published (which
would rule out not just Twitter accounts, but actually most single-
handed blogs too) and (b) a combination of readership and news-
gathering power. I may be mistaken here, but it seems to me that
the “press” we worry about are those who publish “news” (and
comment), not those who publish only comment.
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If the independent
regulator failed to
deliver, the statutory
body would be ready
with power to step in

Leveson could legislate for a non-statutory regulator

The press are against statutory regulation of their activities. That is
the message they have been sending to the Leveson Inquiry.
But most people fear that, without a legislative underpinning, press
regulation will be toothless. How then to reconcile those two
opposing views? Do it like this …

Create a statutory regulator which has
two roles: (1) to exempt from its own
regulation all those members of the press
who are regulated by another suitable
body and (2) to regulate the rest.

If the press can create – or persuade
someone else to create – an independent regulatory body which
has sharp enough teeth to police the press, the statutory body need
do no more than keep a beady eye on the independent regulator.
There would be no need to carry on any direct regulation of its own.

But if the independent regulator failed to deliver, the statutory body
would be there with the power to step in – a power that had already
been enacted.

What if the press couldn’t all agree on a suitable regulator? They
don’t need to. With a regime like this, there would be no objection to
having multiple regulators. So long as each of the regulators was
approved by the statutory body, that would be allowed.

In practice, the cost of having multiple regulators would most likely
deter the individual press barons from wanting more than one
regulator, but that would be their choice – and at their expense. The
State should pay only for the statutory body, not for the independent
regulators.

And if one or more publishers wanted to opt out of independent
regulation and submit themselves to regulation by the statutory
body, that could be allowed too.
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Morals change over
time, perhaps more
quickly in tax matters
than in other areas

You mean we’re NOT supposed to avoid tax?

Tax avoidance has become a hot topic. The Times newspaper has
recently unmasked a scheme in which income tax is avoided by
the ludicrously simple means of saying the salary is only a loan
which might have to be repaid (but never actually is). One of the
newspaper’s columnists, David Aaronovitch, has been writing
about the immorality of tax avoidance (both links behind a
paywall).

I used to think it was easy to spot the moral dividing line when it
came to tax avoidance. If our government had created the
exemption, that meant they positively wanted us to take advantage
of it. Anything else was almost certainly a loophole and morally
objectionable, even if it was legal. But does that distinction still
apply? 

Pensions, charities and new businesses
have all, at one time or another, been
thought to be deserving cases for which
previous governments have created
schemes to reduce the tax bill of
individuals who put money in. The governments of the day wanted
us to save, donate or invest in those entities (and in many other
entities for which there have been special tax-reducing
arrangements). Less so today.

It’s pretty obvious why the incentives were granted. Take pensions
for example: the state doesn’t want the elderly and infirm to be in
poverty and on benefits, so inducements to save for retirement were
a matter of public policy. But the public perception is that the tax
relief on pension contributions is unfair. Many people don’t
understand that much of the tax relief will be recouped later
(although, usually, not all of it), because the annual pension
payments are subject to income tax when the individual retires.

The last Labour government massively increased the amount which
could be contributed to a pension scheme in any one year in order
to encourage people to save heavily when they had a bumper year.
But then, several years later, the same government significantly
reduced the tax relief that could be obtained, completely
undermining the incentive.
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The current government has reverted to the more traditional
approach – lower limits, coupled with higher reliefs – and turned its
attention to charities. The wealthy individual who pays £10m to
charity deprives the Treasury of some £5m of tax income (£4.5m
when the higher rate is lowered). Why, the Chancellor asked, should
such a person be able to decide that that a particular school,
medical charity or museum should receive £5m that would
otherwise have been collected in tax, leaving the rest of us to pay
for all the other schools, NHS and the like?

The Chancellor clearly had a point. And, if we were inventing a
brand new income tax system entirely from scratch, the current
reliefs on giving might not have been created. But, starting from
where we are, it has become apparent that changing the system to
a more rational one would potentially deprive existing charities of
money that they have come to expect and even to rely on – not to
mention the deprivation suffered by the people whom charities help.

The uproar which met the Chancellor’s proposals forced him to back
down (or “listen” in the current political vernacular). So it seems that
past tax laws have brought us to a position which is irrational, but
returning to rationality would do more harm than good. (Now there’s
a challenge for another day.)

So when, exactly, is it moral to reduce one’s tax bills? The answer to
that, it seems, is not a constant. Morals change over time, perhaps
more quickly in tax matters than in many other areas. Deciding
which tax reliefs are morally acceptable to take advantage of
requires, at the very least: (a) knowledge of the relevant history –
how the relief arose and what it was supposed to achieve; (b) a
mastery of economic analysis – if people take advantage of the
reliefs are they doing harm elsewhere? and (c) an awareness of the
likely public reaction if the Chancellor were to propose a change.

It didn’t use to be so complicated. Not so long ago, it was the
creation of new taxes which was done by “stealth”, not the
avoidance of them.
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Is it the Bank’s
position that the data
changed whilst its
economists were
tucked-up in bed?

A horse. A zebra. Or maybe it’s a fish?

Until a few days ago, I had never heard the expression: “When you
hear hoofbeats, think of horses not zebras”. A visiting US professor
used it in conversation with me. Then I heard it again, last night.
This time spoken by Patterson, an FBI agent (sort of).

The expression originated in the 1940s in the University of Maryland
medical school. Dr Theodore Woodward wanted his students to
think, first, of the most likely explanation for a set of symptoms,
not the most outlandish.

Seems sensible, so long as they don’t
take it too far. The challenge for young
doctors is to be ready to diagnose the
most likely condition and not think, first,
of the rare diseases they have read
about. But the challenge for the
experienced doctor is to be alert to the rare possibility and not focus
solely on the diseases they see year-in, year-out. Some estimates
suggest that it can be an average of nine years for a rare condition
to be diagnosed – something I know about from my own
experience.

So, too, in business and finance. The challenge for those in risk
management roles is to be alert to all the possibilities, not just the
most likely, in time to take suitable measures, be they warnings,
preventions or remedies.

This morning, it is widely reported that the Bank of England’s chief
economist, Andy Haldane, has likened the failure to predict the
2008/09 financial crisis to the famously inaccurate forecast by the
BBC weatherman, Michael Fish, ahead of the UK’s great storm of
1987. Mr Haldane has a point, but it may not be as good as he
thinks.

Before each event – the storm and the crash – there must have
been a period of time during which the evidence was consistent with
a normal outcome as well as the rare one which actually occurred.
But, at some point, the evidence must have narrowed down the
options. When the wind whipped up on 16 October 1987, most
people were fast asleep and it was too late to batten down the
hatches. Was the same true before the financial crash in 2008? Is it
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the Bank of England’s position that the evidence changed during a
period of time so brief that economists were all tucked up in bed?

It is reassuring that the most likely outcome, in probabilistic terms, is
usually the least sinister. A headache not a brain tumour. A
thunderstorm, not a hurricane. But sometimes, that clippety-clop
sound really is a zebra.
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