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Foreword 
 
 
The David Hume Institute has a long standing interest 
in regulation, having over the past 20 years frequently 
published reports and organised seminars on the topic.  
We have also maintained a keen interest in the 
Financial Sector, as is fitting for an Institute based in 
Edinburgh.  We were, therefore, delighted when Sir 
Howard Davies agreed to give the 2004 Hume Annual 
Lecture and chose as the theme of his lecture the 
troubled relationship between regulation and politics.   
 
Sir Howard Davies has considerable experience both in 
the financial sector and as a regulator (most notably 
being Chairman of the Financial Services Authority 
1998-2003).  With the benefit of this experience, he has 
crafted an insightful and thought-provoking analysis of 
the state of regulation in Europe at the beginning of the 
21st Century, drawing on examples and illustrations that 
are based on the regulation of the financial sector. 
 
Sir Howard starts off by exploring the dilemma in which 
most politicians find themselves regarding regulation.  
On the one hand, they rail against what is seen as an 
ever rising tide of regulation and unwanted bureaucracy 
but, on the other hand, they generally preside over ever 
increasing regulatory burden placed on business.  
Several reasons for the general dissatisfaction with the 
perceived state of regulation are explored in the lecture.  
Of particular note is the observation that much of what 
is seen as a rising tide of regulation is, in fact, merely the 
substitution of control by authority (whether it was 
under the guise of a nationalised industry or a self-
regulated body) for the more transparent (and, it is 
argued, effective) form of statutory regulation.  

  



In terms of the UK, there is discussion of the Financial 
Services and Markets Act and, on a more general 
European level, the lecture analyses the troubled 
progress of the efforts initiated in the Lisbon Summit of 
March 2000 to create a single financial market across 
Europe by 2004 through the Financial Sector Action 
Plan. 
 
The lecture contains six distinct suggestions as to how 
the relationship between regulators and Parliament (or 
politicians) can be improved.  These involve: a more 
careful way of viewing what is and what is not additional 
regulation; establishing more clearly expressed aims of 
regulation; encouraging the costs of proposed regulation 
to be more explicitly weighed against the benefits; an 
increased frankness on the part of regulators as to what 
they can and cannot do; a safeguarding of the regulatory 
process against political expediency; and protection of 
the regulatory process against the vagaries of post-hoc 
reviews. 
 
In all of this, Sir Howard puts forward a plea for a 
dialogue between politicians and regulators.  It is argued 
that this dialogue needs to recognise both the limits of 
legislation in controlling markets and the costs of 
utilising the regulatory approach. There is much wisdom 
here for regulators, politicians and, indeed, all of those 
interested in considering the regulatory process that has 
come to assume such an important part in modern 
economic life.  
 
The David Hume Institute is delighted to be able to 
publish this lecture as a Hume Occasional Paper.  As 
always in our publications, it is necessary to make clear 
that the Institute holds no collective view or opinion 

  



upon the issues raised, the views expressed being those 
of the author alone.   
 
The lecture was introduced by the Chairman of The 
David Hume Institute, Miss Eileen Mackay.  The David 
Hume Institute is grateful to Eileen Mackay for chairing 
the event so skilfully.  We are also particularly grateful 
to The Royal Bank of Scotland for its support in this 
event.  But, most especially, we are grateful to Sir 
Howard Davies for this lucid and insightful lecture. 
 
  
 

Brian G M Main 
Director 

January 2005 

  



Regulation and Politics: The need for a new dialogue 
Or  
A letter to John Redwood  
 
    
I. Introduction 
 
I am honoured to have been invited to deliver this year’s 
David Hume lecture:  honoured, flattered and somewhat 
intimidated to find myself challenged to rival the 
contributions of a number of highly distinguished 
predecessors, such as Professor Sir Alan Peacock, Lord 
Mackay and Sir Samuel Brittan. 
 
I confess that my initial instinct was to decline the 
invitation, on the sound if cautious grounds that my first 
hand knowledge of the works of Hume is limited.  I have 
read A J Ayer’s very short introduction.  And of course I 
know, courtesy of Monty Python’s philosophers song, 
that “David Hume could out consume Wilhelm Friedrich 
Hegel”. (For those who do not recall it, the other half of 
the couplet goes “ And Wittgenstein was a beery swine 
who was just as sloshed as Schlegel”.)  But that is 
perhaps not enough material for a full lecture to the 
Edinburgh intelligentsia in all its glory.  So I was 
mightily relieved to discover that a direct link to David 
Hume and his philosophy was not a required element of 
the contribution you expect from me. 
 
Indeed the link between David Hume and financial 
regulation is somewhat tenuous.  It is true that Hume, in 
his early career, had his own trouble with the law in the 
Ecclesiastical courts – for personal reasons as we politely 
say these days.  But we look in vain through his 
published output for comments on money laundering, 
endowment mortgages or split capital investment trusts.   

  



What we can find, however, is strong support for a body 
of rules governing economic life.  In his Treatise on 
Human Nature he argues for the maintenance of 
property rules, even if they inconvenience individuals: 
“Tho in one instance the public may be a sufferer, this 
momentary ill is amply compensated by the steady 
prosecution of the rule, and by the peace and order which 
it establishes in society.” 
 
So with this most fleeting of backward glances to Hume, 
but fortified by his support for robust regulation, I press 
on. 
 
I have entitled my lecture “ Regulation and Politics: The 
need for a new dialogue.”  Slightly less seriously, I have 
also characterised it as a letter to John Redwood, the 
new Shadow Secretary of State for Deregulation, who is 
now leading the charge, from the right wing, against the 
massed ranks of Britain’s finest regulatory battalions. 
 
Under these twin titles, the one somewhat pompous, and 
the other a touch frivolous, I will try to develop a serious 
argument.  Roughly – for those who plan to think about 
something else for the next half hour or so – it is as 
follows.  
 
The public debate about regulation in this country has 
become locked in what computer programmers used to 
call a “next loop” – a circular set of commands which 
take the user in an elegant circle back to where he or she 
started.  Politicians, in this country and elsewhere, seem 
to find regulation a troubling subject. They do not enjoy 
talking about it, and when they do so, their messages 
often seem inconsistent.  They find it very difficult to 
know how closely they should be involved in the 
regulatory process. They theoretically favour 

  



independent regulatory bodies, but simultaneously fear 
taking their hands off regulatory decisions, and as a 
result the relationship between regulators and 
politicians are frequently difficult.  
 
A good part of the reason for this difficulty is that in 
legislating politicians frequently act in haste and repent 
at leisure.  They also typically do not set out clearly 
enough the objectives they expect their regulators to 
pursue.  The new Financial Services and Markets Act, 
which set up the FSA, establishes a much better 
framework for regulatory decision making, but having 
legislated it into existence, politicians have in practice 
often subsequently ignored it. This problem of unclear 
objectives is compounded at European level where 
politicians frequently wish ends, without considering 
what the means to those ends might be, or indeed what 
consequences for economic activity. 
 
My plea, therefore, is for a different kind of dialogue 
about regulation, one which recognises the limits of 
legislated efforts to control markets, and which builds an 
understanding of the costs of regulation into the process 
at an earlier stage.  My argument is not intended as a 
straightforward defence of the regulatory regimes we 
have: some of them, indeed, I regard as hard to defend in 
their present form.  But nor is it a crude attack on the 
growing regulatory burden, some of which, indeed, I 
think is illusory. 
 
 

  



II. A Paradox 
 
Before I develop this argument further, and before I offer 
any constructive suggestions for the future, let me begin 
with a paradox.    
 
All politicians say that they are opposed to any increase 
in the regulatory burden on business, or in the pantheon 
of regulatory bodies, yet the number of regulators, and 
the volume of regulation, continue to rise inexorably. 
  
Tony Blair and Michael Howard vie with each other in 
the intensity of their anti-regulatory rhetoric. The notion 
that regulators are a burden on the economy, that they 
are useless, nit-picking, pen pushing parasites, spinning 
red tape from morning to night and thereby repressing 
the animal instincts of wealth-creating entrepreneurs, is 
part of the common parlance in legislatures around the 
world.  You only have to head a regulatory agency for a 
while to discover just how unloved you are, even by those 
who voted you into existence.  
 
The previous government had a Deregulation unit, this 
one has a Better Regulation Task Force, which I think is 
meant to be more or less the same thing.  The 
Conservatives, as I have mentioned, have now appointed 
John Redwood as Shadow Secretary of State for 
Deregulation, an intriguing double-negative occupation.  
Philosophers, like David Hume, could entertain 
themselves deconstructing that notion for years. 
 
Yet, in spite of this apparent political hostility to red 
tape, most people would certainly argue that the volume 
of regulation was rapidly increasing in this and any 
other developed economy.  And, in this country, it is very 

  



difficult to discern any difference in the behaviour of the 
two major parties, once they take office. 
 
 
III. Three Explanations 
 
How do we resolve this paradox?  I see three possible 
explanations.  The full answer probably lies in a 
combination of all three. 
 
(i) Lies 
 
The first possible explanation is that politicians are 
congenital liars.  I do not dismiss this explanation out of 
hand, although it is perhaps a little harsh when 
expressed so bluntly.  What is true, I think, is that 
political rhetoric tends to point in one direction, while 
political action often points in another.  So part of the 
explanation is simply that politicians tend to say what 
they think an audience will like to hear.  To consumers, 
they emphasise the protections they have put in place.  
To producers, they emphasise their commitment to free 
markets. 
 
(ii) Dangerous Dogs 
 
But a second possible answer may lie in what I like to 
call the “Dangerous Dogs” theory of regulatory 
development.  In the late 1980s a Rottweiler bit a baby 
in a pram somewhere in South London.  The 
Government then introduced, within weeks, a 
Dangerous Dogs Act which purported to require the 
owners of certain breeds of dog, including Rottweilers, to 
keep them muzzled at all times when in public. 
 

  



This was clearly a ludicrous over-reaction.  I’m not 
saying that I am positively in favour of encouraging 
Rottweilers to bite babies in prams, but I do take the 
view that sometimes bad things happen which it is 
impossible to prevent by legislative means.  We do not, 
for example, try to legislate against wet summers – 
tempting though such action might be for those who 
lived through July and August this year in Britain.  And 
the Dangerous Dogs Act itself has brought Parliament, 
and the Law into disrepute. This may be proof of a 
contention advanced recently by Donald Rumsfeld, to the 
effect that Governments do only two things well: 
nothing, and overreact. (Some of us see the Iraq war as 
an example of the second phenomenon – but let that 
pass). 
 
Similar over-hasty legislative responses can be found in 
other areas of life.  There are those who argue that the 
Sarbanes-Oxley Act in the US is in the Dangerous Dogs 
category.  I would not go quite so far, and I see some 
positive consequences arising from that legislation. But 
the costs are immense, and the law of unintended 
consequences is already beginning to apply.  Some 
elements of financial regulation in Europe and in the US 
have also been driven by too rapid responses to 
particular events, responses which could scarcely pass 
any reasonable cost benefit test.  It is strongly arguable 
that some of the new rail safety regulations introduced 
after a couple of very unpleasant crashes on the network 
here are in a similar category.  The estimated cost per 
saved life is so high that they would scarcely be 
entertained in any rational regime. 
 
So the second possible resolution of the paradox is that, 
in a general way, politicians are opposed to increases in 
regulation, but when faced with particular incidents they 

  



find it impossible to resist public pressure to act and, for 
a politician, action means new legislation or regulation. 
 
 
(iii) Substitution 
 
But a third possible explanation is that, properly 
understood, regulation has not in fact increased to 
anything like the extent that is often claimed.  How do I 
justify that surprising assertion? 
 
If I limit my argument to the financial sector, for a 
moment, I would maintain that while it is clear that 
there is more regulation, in the sense that the Rule 
Books of the statutory regulators are longer, and more 
detailed, than they were twenty years ago (though in fact 
in this country they have been shortened and simplified 
somewhat under the FSA) it is not clear that in an 
underlying sense markets are more constrained than 
they were before.  
 
There are wise observations on this point in a book 
called “Where Are We Going?” written a few years ago by 
Eric Roll1, perhaps the only 90-something year-old 
actively engaged in futurology.  He argues, “There is a 
substantial difference between the interference of 
Authority to change the actual activities of individuals 
on the one hand, and on the other the Authority setting 
certain rules of the game within which the individual is 
free to do pretty much whatever he likes.  If that 
distinction is made, then I think there has been a 
tendency to more rather than less regulation.” But, he 
goes on, this is “precisely because the direct intervention 
in markets by authority has diminished to a considerable 
                                                 
1 Eric Roll (2000). Where Are We Going? The Next Twenty Years.  London: Faber 
and Faber Ltd. 

  



extent and has very often totally disappeared.  That, 
however, has at the same time created the need for rules 
of the game within which the individual can operate”. 
 
He also points out that some of what is now seen as 
regulation is a replacement for self-regulatory codes of 
practice which previously existed.  A particular example 
of that is happening just now as, following a new 
European Directive, the FSA is about to introduce 
statutory regulation of Insurance Brokers. That 
Statutory Regulation will replace the rules of the 
General Insurance Standards Council, a self-regulatory 
body which will then disappear. 
 
If we think a little more about the evolution of financial 
markets, we can see the truth of Eric Roll’s observation.  
Not so long ago the Bank of England intervened along 
the yield curve to control interest rates at different 
maturities.  Up until the late 1980s the Bank operated a 
queue for new equity market issues.  Companies could 
only come to market when the Bank of England judged 
that market conditions were appropriate.  Then there 
was the ‘corset’, which constrained credit expansion.  
There were direct controls over Building Societies, 
severely limiting the types of products and services they 
could offer.  All of these controls, and more, have been 
removed.  Financial markets are now more of a free for 
all.  The game is rugby, rather than chess, and the need 
for a rigorous referee with tough powers is clear. 
 
I suspect one can identify similar trends in other areas.  
After all, the need for separate regulatory agencies in the 
utilities markets only emerged as a result of 
privatisation.  Before then, the production and delivery 
of utilities was entirely bound up with what one would 
now call the regulation of those services, all 

  



encompassed within a nationalised industry subject to 
direct political interference. 
 
For a year or so in the 1970s I was the secretary of a 
Treasury committee charged with defining a new policy 
framework for the nationalised industries, whose 
number was then rapidly expanding.  I well recall how 
we tried to capture commercial, quality of service, and 
regulatory objectives in the same document – a 
document which was never approved or even debated by 
Parliament.  It is lucky for me that it wasn’t, since, 
however artful the drafting, it could not paper over the 
cracks in the logic, or conceal the awkward circle-
squaring involved. 
 
So while regulation was in a sense carried out within 
nationalised industries, directly by the government, or 
even in what a former Governor described as the ‘decent 
obscurity’ of the Bank of England, the precise objectives 
of regulation – the outcomes which regulators were 
trying to achieve – were often obscure.   
 
The separation of duties which privatisation brought, 
and of the creation of regulatory agencies with particular 
objectives, has forced politicians to be rather clearer 
about their aims than they were in the past.  This clarity 
is not always comfortable.  It puts into the political 
domain trade-offs which were previously carried out 
administratively, and presented to the public as faits 
accomplis, if indeed they were presented at all.  So 
regulation has become a major political issue, in a way it 
was not in the past. Twenty years ago the appointment 
of a Shadow Secretary of State for Deregulation would 
have been greeted with incredulity.  Now it does not 
seem so extraordinary, even to a former regulator. 
 

  



This, I think, is the underlying reason why regulation 
has moved to centre stage in the political debate.  And it 
explains why the debate has become so fraught. 
Politicians have been forced to acknowledge that they 
are responsible for regulation.  After all, regulators do 
not invent themselves, they are legislated into existence. 
 
Michael Howard himself piloted the 1986 Financial 
Services Act through Parliament.  That Act entailed a 
much bigger extension of regulatory scope than did the 
more recent Financial Services and Markets Act.  John 
Redwood himself was, for a time, in charge of corporate 
regulation in the Department of Trade and Industry.  
Even the most enthusiastic deregulators today have, so 
to speak, a criminal record.  
 
But I have good news for them.  They need not be as 
ashamed of what they have done as they evidently are.  
In some cases, they were merely putting in place the 
underpinnings of markets which, in truth, are freer than 
they were before. 
 
 
IV. Europe – a special case 
 
Before considering how we might break out of this 
somewhat sterile debate, it is worth reflecting for a 
moment on the European dimension.  The European 
Union is now blamed by all three major parties for its 
regulatory enthusiasm. It is a convenient scapegoat. The 
parties vie with each other in their determination to 
push back the frontiers of European Directives.   
 
Even the Liberal Democrats, long seen as the proto-
Europeans of British politics, have taken up the same 
themes. Sometimes, the rhetoric seems to imply that the 

  



UK is not part of the EU, and that British ministers are 
not in any way implicated in decisions made in the 
Council of Ministers. ‘Europe’ is doing nasty things to 
poor old Britain.  Even if we ignore that rhetorical slight 
of hand, how do we explain this phenomenon?  We are 
now in an odd position in which the Conservative party 
is starting to wonder about the wisdom of the single 
market itself, which was long seen as a signal 
achievement of Mrs Thatcher and her Brussels emissary 
Lord Cockfield.  Yet, at the same time, in France the 
likely next Socialist candidate for the Presidency, 
Laurent Fabius, plans to vote against the new 
constitution precisely because he believes it will 
entrench liberal free market ideology and prevent the 
French from protecting their industry and employment 
patterns from pan European competition. 
 
How do we explain this political curiosity? The answer 
lies in the way European construction proceeds. The 
problem is that, as the Commission currently operates, 
pulling down barriers is a very time-consuming and 
painstaking business.  Dismantling domestic protections, 
or the particular regulatory regimes of individual 
member states, involves a massive task of re-regulation 
on a pan European basis.  The level playing fields for 
which we all seem to yearn need to be very precisely 
defined.  Constructing them often involves considerable 
earth moving and the use of many heavy rollers.  Then 
the spirit levels come out, to ensure the operation has 
been a success.    Inspectors need to be recruited to 
inspect playing fields from Syracuse to John O’ Groats, 
to ensure that no tilt has inadvertently appeared. 
 
In case this playing field metaphor has lost you, and I 
know that the Scots do not play ball games seriously 
these days, let me cite the specific example of the single 

  



financial market, which is the area of European 
regulatory activity which I know best.   
 
At the Lisbon Summit in March 2000 European heads of 
government committed themselves to the creation of a 
single financial market across the EU by 2004.  This was 
to be an heroic endeavour, creating a deep and liquid 
capital market throughout the Union, offering a wider 
range of opportunities to investors and promising a lower 
cost of capital for companies: a market to rival the North 
American capital market, with all its many attractions.  
The declaration in favour of a single financial market 
was trumpeted by our Prime Minister, and others of a 
liberal bent, as a sign that Europe was opening up, and 
as a key step on the road to making Europe the world’s 
most competitive economy by 2010.   
 
But when the summits are over, the heads of 
government and their entourages go home.  The 
practical implementation of their laudable objectives is 
left in the hands of the European Commission.  They 
quickly determined in this case that it would require a 
massive legislative effort.  Indeed the whole programme, 
dubbed the Financial Sector Action Plan, involves 42 
Directives and Regulations.  Some of them have been 
passed quickly and consensually: others have generated 
a high degree of controversy.  Some do appear to have 
been genuinely motivated by a desire to free up markets.  
Others have imposed high costs on financial services 
companies, and through them on their consumers, for no 
very obvious benefit.   
 
Why did this liberalising end generate a bureaucratic 
morass as its means? Well, so the logic goes, we cannot 
allow free cross-border business without common rules 

  



in each member state.  Otherwise the risks of cheating 
are simply too great. 
 
There are three important objections to this line of 
argument. 
 
The first is that it is not at all clear that “cheating” in 
that sense is a sensible strategy for a financial firm to 
pursue.  Mobile financial business does not, in practice, 
gravitate to the least well regulated centre.  The 
dominance of London and New York in global financial 
markets is a demonstration of that.  They can hardly be 
described as the least regulated centres.  If financial 
business gravitated to the least regulated centre, 
Europe’s financial capital would be Tirana or Kishinau.   
 
The second argument is that much of the detail of the 
financial sector action plan has arisen in the retail area, 
where the volume of cross-border business is very small 
indeed, and accounts for a tiny share of the total market.  
So, for example, the amount of retail cross-border life, 
car or household insurance is minimal.  Yet we have a 
directive which imposes detailed common regulatory 
requirements on insurance broking in all countries in the 
EU.  The cost benefit ratio of this activity is highly 
unattractive.  
 
The third reason why this programme has disappointed 
many of those who launched it is that the Commission 
has chosen the route of regulatory harmonisation, rather 
than of mutual recognition.  And it has even typically 
gone for maximum harmonisation, rather than 
minimum harmonisation legislation, which makes 
matters worse.   
 

  



This may sound like a big ender, little ender dispute.  
Sadly, it is more than that.   
 
In a mutual recognition regime member states agree to 
recognise their respective regulations, and regulators, as 
broadly equivalent.  So if a transaction is approved in 
one country, we deem it to be approved in another.  
There are many areas of economic life in the European 
Union in which such mutual recognition applies.  There 
are common standards for beach cleanliness across 
Europe, but we do not find Italian beach inspectors in 
Blackpool, no doubt to their great relief.  Of course this 
approach does not generate completely standardised 
rules across the EU.  But then the domestic markets of 
different member states remain quite different in 
structure, so it is not at all clear that complete 
standardisation is necessary or appropriate. 
 
The alternative approach is to harmonise the rules 
across the continent.  And you can do so in one or two 
ways.  You can harmonise the basic rules – minimum 
harmonisation – allowing member states to make 
additions to those core rules as they see fit, in their light 
of the particular circumstances.  Or you can impose 
maximum harmonisation, which means that countries 
may do only what is prescribed in the directive, nothing 
more and nothing less.   
 
The Commission has resorted to the maximum 
harmonisation weapon more frequently than is 
necessary.  Of course the risks of minimum 
harmonisation are obvious.  Member states can still add 
on requirements which effectively protect their local 
markets.  They can require that all the documents of the 
parent company must be available in Greek, for example.  
But one has to balance this risk against the 

  



countervailing risk that you generate a very costly set of 
harmonised rules across the union through maximum 
directives.  And my own view is that that balance has 
been wrongly struck in a number of cases, generating a 
more costly and intrusive regime than is necessary.   
 
It would have been better to adorn an approach based on 
mutual recognition, underpinned by common core 
standards.  It makes sense, for example, to adopt a 
common definition of a retail investor.  That does 
facilitate cross-border business.  But there is no need to 
specify the precise information which needs to be given 
to that investor in relation to particular products.  
Practices vary from country to country. 
 
So, implemented in this aggressive way, what was 
conceived as a liberalising initiative has become a very 
detailed and pernickety rule writing exercise.  This 
explains why, in the end, no one is happy.  Fabius 
dislikes the aim, while Michael Howard hates the 
means.  To unite these two politicians in opposition was 
quite an achievement for Romano Prodi’s Commission.   
 
 
V. Cognitive Dissonance 
 
So to summarise my argument so far – if we understand 
regulation properly there has not been as great an 
increase as is popularly understood. Nonetheless, the 
political system does generate new regulatory burdens 
through overreaction to events or in the case of Europe, 
through a disconnection between political ends and 
bureaucratic means.  The result is an acute case of 
cognitive dissonance in the political class, and a far less 
satisfactory relationship between Parliament and 
regulators than there should be.  One cure for this 

  



cognitive dissonance is John Redwood’s appointment, 
perhaps, though his role has not been described quite in 
those terms.  Are there any other things we can try?  
How do we break out of this box?  How do we generate a 
more grown-up debate about regulation and achieve a 
regime which is proportionate in its impact on 
consumers and firms?  
 
 
VI. Breaking out of the box 
 
I have six suggestions to make. 
 
I should say by way of preamble to this catalogue that I 
do not take the view that regulation is a flowing tide, 
moving ever onwards.  It is entirely legitimate for 
politicians to seek to reverse the flow, and to deregulate 
where appropriate.  Indeed, when it comes to European 
directives, I myself have a little list, none of which would 
be missed.   
 
(i) A new taxonomy of regulation 
 
But deregulators need to think carefully about the 
driving forces of the regimes they seek to dismantle.  So 
my first suggestion is that they need a new taxonomy 
which allows to distinguish between different types of 
regulation.  For example: 
 

It is important to recognise that some of what is 
now claimed to be new regulation is in fact 
substitutional.  Self regulation has in many areas 
given way to statutory regulation.  In financial 
markets that is generally to be preferred and it does 
not necessarily mean an increase in the burdens on 
business.  For example, there are some aspects of 

  



the new statutory regime for mortgage and 
insurance broking which are not as burdensome as 
the self regulatory code which they replace.  
 
It is also important to recognise that regulation 
may not involve a net increase in constraints on the 
market at all.  As Eric Roll has explained, in some 
cases regulation has in fact replaced more 
restrictive direct controls, and resulted in freer 
markets.  That is certainly true in financial 
services, and it is true in some of the regulated 
utilities.  Of course it may be desirable in some 
instances to push back to a point before these direct 
controls were imposed, but politicians need to 
recognise that that is an heroic objective. 
 
We must also honestly acknowledge that some 
regulation is simply a reflection of changed social 
preferences.  That is true of regulation to control 
smoking in public places, for example, which is 
clearly a burden on business in some respects, but 
which most politicians now seem to support. 
Equally, it is not the fault of local authority 
environmental health inspectors that food poisoning 
episodes in the past have lowered our tolerance for 
out of date food. 

 
At present, regulations in all these categories are 
lumped together and excoriated as a class.  A grown-up 
debate would seek to disentangle different types of 
regulatory burden and be more honest about the nature 
of the change being proposed.  It would help us to home 
in on those areas of regulation where the cost benefit 
relationship is attractive, and which are having a 
genuinely damaging impact on business. 
 

  



(ii) Clearer aims 
 
Second, when they legislate politicians need to be clearer 
about the aims they seek to achieve.  They should 
eschew panic reactions to unfortunate events, like the 
Dangerous Dogs Act.  They should also make it clear 
that they are not aiming for a regime in which there will 
be no failures whatsoever.   
 
It is fair to say that the Financial Services and Markets 
Act does incorporate those principles.  When they 
introduced it ministers were keen to emphasise that 
there was a limit to the degree of protection they could 
afford to savers and investors, not only because it would 
be too costly to offer comprehensive protection, but 
because to do so would damage the vitality of the 
markets on which those savers and investors depend for 
their returns.  However, in commenting on its 
implementation, members of Parliament have often 
forgotten these deliberately limited aims.  Instead, every 
instance of consumer detriment has been blamed on 
regulatory oversight. 
 
(iii) Disciplines on the regulators 
 
Third, it is valuable to embed some disciplines on the 
regulator in the legislation which governs his or her 
activity.  Rhetoric is not enough. 
 
In this respect, the Financial Services and Markets Act 
is a useful model.  Not only does it emphasise the limits 
of regulation in, for example, including a caveat emptor 
clause in relation to the consumer protection objective, 
but it also requires that the regulator should prepare 
cost benefit analyses of any additional burdens it seeks 
to impose, should assess the impact of regulation on 

  



competition both domestically and internationally and 
should always seek to be proportionate in its responses 
to  perceived problems.  Not  all legislation includes such 
an enlightened set of procedures to guide the regulator.   
They are particularly absent in the European Union. 
 
Halfway through the financial sector action plan the 
commission asked Baron Lamfalussy and a group of wise 
men to review the way in which European Directives 
were generated, the legal framework they created and 
their impact on markets.  Lamfalussy and his group 
recommended that a set of disciplines analogous to those 
in the Financial Services and Markets Act should be 
incorporated into the European legislative process.  So 
far, we await any meaningful response from the 
Commission to that recommendation.   
 
(iv) Clarity from the regulators 
 
Fourth, regulators can themselves help to generate a 
better informed debate about regulation by the way they 
talk about their objectives and their practices.  This is 
not an easy exercise.  The FSA has tried hard to 
emphasise the limits of regulation. The authority has 
published a paper explicitly explaining that it is not 
aiming for a zero failure regime, and that to do so would 
be both conceptually wrong and practically unachievable.  
There were some ritual nods of agreement, but I cannot 
say that this publication has altered the currency of 
public debate.  It remains true every failure of a financial 
firm, or every significant incidence of investor loss, is 
seen as a prima facie case of regulatory failure, even 
when it is nothing of the kind.   
 
 
 

  



(v) Consistent political rhetoric 
 
Fifth, it would be useful if politicians adopted a more 
consistent rhetoric on these matters.  When the 
Financial Services and Markets Act was debated in 
parliament, there were many speeches about the need 
for proportionality and even for a “light touch”, whatever 
that might mean.  This was, of course, at a time when 
financial markets were enjoying an unprecedented boom.  
Few investors were losing money, indeed almost any fool 
was making a profit.  As you know, in early 2000 the 
market turned around and, for the first time since the 
1930s, we experienced three consecutive years of falling 
equity prices, an experience which was bound to put 
great pressure on equity-linked investments, 
particularly highly geared investment products.   
 
Yet the immediate instinct of some of those politicians 
who took an interest in these matters was to assume 
that investor losses were attributable to regulatory 
negligence, oversight or worse.  Some of the most fervent 
free market advocates turned into the most aggressive 
critics of regulatory passivity. 
 
Now of course an independent regulator must do what 
he or she thinks is right.  But it would be idle to pretend 
that regulators, who are at least partly human, are 
unaffected by political rhetoric.  So aggressive criticisms, 
and abuse, are bound to translate in due course into a 
more cautious and therefore more costly approach to 
regulation in the future. 
 
Is this phenomenon universal?  Am I asking politicians 
to do the impossible?  I do not think so. 
 
 

  



Perhaps my closest international colleague during my 
time as a regulator was Arthur Levitt, who was for many 
years Chairman of the Securities and Exchange 
Commission in Washington.  I used to take careful note 
of what he said, particularly to the US Congress. I recall 
that he had had his ups and downs with Congress, 
largely because of his evidently correct attempts to 
improve the standards of the accounting profession.  The 
accountancy lobby is, or at least used to be, powerful on 
the Hill.  Nonetheless, he ended his last testimony with 
a tribute to the committee to which he reported.  He 
thanked the committee for their support for the SEC 
throughout his term of office and noted that he had 
always felt that Congress was behind him in his 
attempts to police and clean up American markets.  I am 
not sure it would be possible to say the same here. 
 
It would be good, too, if the media debate were better 
informed.  Complaining about the British press is like 
moaning about the weather – understandable and 
pleasurable, but pointless.  Nonetheless, it would be 
useful if their coverage of these matters were more 
thoughtful.  Yesterday the FT ran a first leader about 
the success of the AIM market.  They ended with the 
injunction to regulators to be aware ‘that excessive red 
tape could smother this notable success.”  Well, here, 
here.  Excessive anything is bad, clearly.  But this is 
content-free commentary.  David Hume would not have 
approved. 
 
(vi) Reviews   
 
Sixth, and last, there is the important question of post 
event reviews.  Of course no one would deny that there 
are circumstances in which it is important to review 
what has happened in the event of a market failure, 

  



company failure or similar.  It may be argued that, in the 
case of Equitable Life, now that the fourth review of its 
troubles is underway, we have had too much of a good 
thing.  (There are particular reasons, partly to do with 
the timing of Equitable’s closure, why there was no 
convenient review mechanism in place which might have 
done the job in one go.)   
 
But my point is a more general one.  It is fine to set up 
procedures embedding cost benefit and proportionality 
and risk-based regulation on an ex ante basis.  That will 
certainly help produce an appropriate regulatory regime.  
But if you then set up an ex post review which looks at 
the reason for a failure, and is charged with producing 
recommendations designed to prevent any recurrence, 
and to do so without any similar cost benefit or 
proportionality disciplines, then you have a recipe for 
negating the positive impact of the legislation.   
 
Regulators, who can see the way the political wind is 
blowing, appreciate that ex post reviewers will not be 
persuaded by an argument that they could not 
reasonably have spotted the problem emerging without 
incurring unacceptable costs.  So, once again, regulators 
may be pushed into a more defensive and costly mode of 
behaviour, which will have consequences for firms and 
investors across the market. Economists say that 
regulators may switch from Type 1 errors – not doing 
what they should do – to Type 2 errors – doing what they 
ought not to do.  So reviewers should be required to 
operate within the same disciplines as applied to the 
regulators whose performance they assess.  They should 
accept that they are not imposing a zero failure test on 
the non-zero failure regime.   
 

  



VII. Concluding Thought 
 
Are these recommendations wholly unrealistic?  Well, 
perhaps they are.  But the alternative is to remain 
locked in the embrace of the paradox I described at the 
outset.  That paradox, in which all politicians rail 
against regulation, yet preside over constant increases in 
the burden it imposes on business, is an unhappy one.  If 
the government, or indeed the Shadow Secretary of State 
for Deregulation, wish to break out, they will need to 
find a new approach.  
 
 
 

  



THE DAVID HUME INSTITUTE 
 

HONORARY PRESIDENT (2002- ) 
 Professor Sir Alan Peacock DSC, FBA, FRSE  
 
HONORARY VICE-PRESIDENTS 
 Professor James Buchanan, Nobel Laureate in Economics 
 Professor Francesco Forte 
 Professor Sir Neil MacCormick, FBA, FRSE, QC, MEP 
 Mr Allan Massie 
 
BOARD OF TRUSTEES 
 Mr Robert Bertram WS 

Mr John Elliot 
 Mr Andrew Ferguson 
 Mr Nick Kuenssberg 
 Dr Isabelle Low 
 Miss Eileen Mackay CB, FRSE (Chairman) 
 Professor Duncan Maclennan CBE 
 Professor Hector MacQueen, FRSE 
 Professor Donald MacRae 
 Professor Brian Main, FRSE 
 Professor John Murray QC 
 Mrs Susan Rice, FRSE 
 Professor David Simpson 

Professor Joan Stringer, CBE, FRSE 
  
HONORARY TRUSTEES 
 Mrs Catherine Blight 
 Sir Gerald Elliot, FRSE 
 Lady Mackenzie-Stuart 
 Professor Sir Alan Peacock DSC, FBA, FRSE 
 Sir John Shaw CBE, FRSE  
 
DIRECTOR 
 Professor Brian Main, FRSE 
 
REGISTERED OFFICE 
 25 Buccleuch Place, Edinburgh EH8 9LN 
 (Registered in Scotland No. 91239) 
 Tel/Fax (0131) 667 9609 
 Enquiries should be addressed to the Secretary 
  

  



  

The David Hume Institute 
 

The David Hume Institute was registered in January 1985 as a company 
limited by guarantee: its registration number in Scotland is 91239. It is 
recognised as a Charity by the Inland Revenue. 
 
The objects of the Institute are to promote discourse and research on 
economic and legal aspects of public policy. The Institute has no political 
affiliations. 
 
The Hume Occasional Paper series presents papers by members of the 
Institute, by those who have lectured to it and by those who have 
contributed to "in-house" projects. A selected list of Occasional Papers 
follows: 
 
57 Agenda for the Scottish Parliament Roy Goode, Russel Griggs, 

Hector MacQueen, Brian G M Main, Hugh Morison, Lindsay 
Paterson, Jeremy Rowan Robertson 
 

58 The European Union and the Nation State (The Hume Lecture 
2000) Professor Tommaso Padoa-Schioppa 

 
59 Are Lawyers Parasites? (The Hume Lecture 2001) The Rt. Hon. 

the Lord Mackay of Clashfern KT, PC 
 
60 Hume on Liberty and the Market - a Twenty-First Century 

Perspective (The Hume Lecture 2002) Professor John Gray 
 
61 Establishing Competitive Economic Advantage in the Scottish 

Economy Alf Young 
 

62 Central Scotland Airport Study, Brian G M Main, Bill Lever and 
 Jonathan Crook 
 

63 The Political Economy of Sustainable Development 
 Presidential Address by Professor Sir Alan Peacock 
 
64 The Private Finance Initiative. From the foundations up - a primer 
 Professor Peter M Jackson 
 
65 Tilting at Windmills: The Economics of Wind Power 
 Professor David Simpson 


	7 October 2004
	7 October 2004
	
	THE DAVID HUME INSTITUTE
	I.Introduction
	II.A Paradox
	III.Three Explanations
	(i)Lies
	(ii)Dangerous Dogs
	(iii)Substitution

	IV.Europe – a special case
	V.Cognitive Dissonance
	VI.Breaking out of the box
	
	VII.Concluding Thought






