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The regulation of financial 
services in the UK 
Jon Guest 

This resource provides answers to the questions posed in the article on financial services 
regulation, featured in the February 2020 issue of ECONOMIC REVIEW. 

Question 1 
Outline at least three different factors that may create barriers to entry. 

A barrier to entry is any factor that prevents, slows or impedes the entry of firms into an industry, 
thereby limiting the amount of competition faced by existing firms. Some factors that might create 
barriers to entry include: 

Absolute cost advantages: An incumbent/existing firm has an absolute cost advantage if its average 
cost curve is below that of any potential entrants at all levels of output. The following factors might give 
a firm an absolute cost advantage. 

• Favourable access or control over high-quality or high-productivity inputs, e.g. raw materials. 

• Access to superior technology that potential entrants find difficult to copy or imitate. 

• Efficient methods of production. Through years of experience, a firm might have learnt the 
most efficient way of organising the production of its good or service. Much of this knowledge 
is tacit. It is developed and refined through a process of trial and error and cannot be written 
down in a way which could be easily understood by others. The new entrant has to go through 
the same learning experience over a number of years before it can operate on the same cost 
curve as the monopolist. 

Switching costs: A switching cost is an extra cost a consumer has to pay if they change brands, 
products or suppliers. It does not have to be an explicit cost. It can be implicit and intangible. Some 
examples include: 

• Search costs: How easy is it for a consumer to find and compare the price/quality of 
goods/services on offer from other suppliers? If it is difficult then there are switching costs. 

• Learning costs: These may occur if consumers invest time and effort learning how to use a 
product or service. The switching costs increase as this knowledge becomes more specific to 
the brand/product supplied by a particular firm. For example, a consumer might have spent a 
considerable amount of time becoming familiar with applications on the iPhone iOS operating 
system. This may deter them from switching to a smart phone that uses Google’s Android 
operating system. 
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• Compatibility costs: Some products have one element that is more durable and another 
element that needs replacing more regularly. Once customers purchase the more durable 
element from a business, they are ‘locked in’ and have to purchase the non-durable part from 
the same supplier for compatibility reasons. Examples include: 

- Razor handle and razor blades 

- Coffee machine and coffee pods 

- Printers and ink cartridges 

Sunk costs: Entry into a market by a new firm involves an element of risk, i.e. that things may go 
wrong. For example, it is difficult for firms to forecast future costs and demand accurately and there is 
no guarantee these forecasts will prove to be correct. For example, existing firms may respond to 
entry with more intense price competition than expected or a sudden negative shock to the economy 
may reduce demand for the product. Factors such as these will make it difficult for new entrants to 
make a profit. What are the consequences for the new entrant if things go wrong and they have to exit 
the market? This depends of the importance of sunk costs, i.e. those costs that are unrecoverable in 
the event of the firm exiting the market. Examples of sunk costs include advertising/promotional 
campaigns, investments in specific assets such as plant and machinery, and the cost of complying 
with government regulations. If these sunk costs are significant then new entrants’ losses are 
considerable if things do go wrong. The risk of incurring these large losses may deter some potential 
new entrants from ever entering the market to begin with. 

Question 2 
Explain which barriers to entry make it difficult for new entrants to challenge the dominant 
position of the big four established banks. 

Switching costs: Switching costs may make it difficult for new entrants. For example, it may be 
difficult for customers to compare the costs of a current account that are usually a combination of 
account fees, overdraft charges and forgone interest. 

The regulatory framework: The regulatory framework to reduce the chances of another financial 
crisis may also make it difficult for new firms to enter the market and grow. For example, the Minimum 
Required Eligible Liabilities (MREL) became effective from January 2016. This specifies a minimum 
amount of funds that banks must set aside to finance any future losses. It therefore reduces the 
chances of banks needing a government bailout. Smaller firms may find it more difficult to meet these 
regulations and make a profit than larger existing firms. 

The fixed and sunk costs of establishing an IT system for banking: Establishing an IT system 
requires substantial up-front costs for a new entrant. In its first few years in operation the new entrant 
may have relatively few customers so the average fixed costs are much higher than for existing banks 
with a larger number of customers. The IT system is also a significant sunk cost, i.e. it is unlikely to be 
recoverable in the event of the firm exiting the market. 
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Question 3 
Outline the unique risks that regulators seek to address in the banking sector. 

One unique characteristic is the financing of commercial banks. When making loans, banks will allow 
for the possibility that a certain percentage of their customers will not fully repay their debts. What 
happens if the default rate on loans is greater than anticipated? This reduces a bank’s capital and may 
make it impossible to finance all the saving accounts of its customers. If people begin to believe there 
is a chance they will lose their money, it will discourage them from saving with banks in the first place. 
Lower levels of saving means there is less money available to lend to companies. This will have a 
negative impact on economic growth.  

Another unique characteristic is that customers can access their savings instantly or over a relatively 
short time period, i.e. a month’s notice. However, banks issue loans over a much longer period of time 
— it is typically 3 to 5 years before they have to be repaid. This could cause problems if a large 
number of customers want to withdraw their savings at the same time. A profitable bank might go 
bankrupt, as it cannot instantly access the money it has tied up in loans. To deal with this issue the 
Bank of England acts as a lender of last resort if a bank suddenly faces an outflow of savings and is 
unable to borrow from other sources. 

This resource is part of ECONOMIC REVIEW, a magazine written for A-level students by subject experts. 
To subscribe to the full magazine go to www.hoddereducation.co.uk/economicreview 

 


