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Sector Views play an
important part

in our work...

each Sector View
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priorities for asector,
ourresourcing
decisions and our
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Section 01
Introduction

The Financial Conduct Authority is the conduct
regulator for 56,000 financial services firms and
financial marketsin the UK and the prudential
regulator for over 18,000 of those firms. As such, it
is vital that we understand how the financial markets
are working, how they are evolving and the needs
they are seeking to meet. To regulate effectively we
need a view of how the system is working as a whole —
as well as withinits component sectors and markets.
To develop this view, we divide the system into
sectors and monitor them continuously using a wide
range of data and intelligence.

The picture evolves almost daily, but
once ayear we bring our collective
intelligence togetherinto documents
called Sector Views. These giveus a
picture—an FCA view—ofhow asector
is performing. Sector Views describe
the sector, the needit seeks to fulfil,
theissuesanddevelopmentswe are
seeingandtheimpactofchange.

By their nature Sector Views are a
snapshot of a sectoratagiventime,
basedontheinformation available
atthattime. They setoutwhatwe
already know but, just asimportantly,
they tellus where we need to know
more. We regularly update the Sector
Views internally with any significant
developmentstoreflectthe changing
dynamicsinthe sectors.

Sector Views play animportant part
inour work. Once our Board has
approved the content, each Sector
View helps determine our priorities for
asector, our resourcing decisions and
our operational plans. Once we have
identified an areaas apriority, we use
aninterventionframework to establish
whatis causingthe harm. We analyse

its scale andimpactand we assess
how effective different remedies could
be. OurBusiness Planthen sets out
which areas we are prioritisingand how
we planto tackle them. This all takes
place inthe context of our Mission,
which provides aframework for our
decisions and the approach we take to
delivering our objectives.

Thisyear, for the firsttime, we are
publishing our Sector Views alongside
our Business Plan. These Sector Views
were presented to our Board between
June 2015 and November 2016 and
containinformation that was up to
date at that point. Inthe future we will
publishindividual Sector Views on our
website once a year, three months
afterthey are approved by our Board.

We would welcome your
feedback onour observations.
Please send your comments to
SectorViews@fca.org.uk
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Our methodology

Sector Views draw on the wide range of information, research and

insight held across the FCA. We supplement this with information from
external sources, ranging from independent economic forecasts to

MPs' correspondence, social media and the views of our Statutory Panels.

Sector Views are developed
infour stages:

Understanding the sector

We define the scope of asector. Our
definitionincludes consumers, their
needs, the products and services

offered andthe firms that supply them.

Monitoringintelligence

Aswellas FCAintelligence, we
gather qualitative and quantitative
information to show what is
happeningin markets. We consider
thisin the context of outside
factors that mightinfluence the
sectors, such as macro-economic,
technological, socialand policy
changes. We also consider the
relationship between the sector
under review and other sectors.
This gives us as full a picture as
possible of the key developments.

Assessing how the sector

is performing

We analyse what the data and
intelligence are telling us. We look
at how the sectoris performing
for consumers and firms, the
effectiveness of competition,
whether markets operate fairly
andcleanly, and the impact of
market-wide forces.

Identifying the key issues for
consumers, firms and the sector
more widely

Finally, based on our assessment, we
identify the key areas of focus for the
sectorandbegin to prioritise them
based onthe actual or potentialharm
they cause. The areas we identify
theninform our planned activity in
the sectors.

We also assess how sectors are
interactingwith each other as part
of the wider financiallandscape.

We identify cross-cuttingissues that
arerelevanttoanumber of sectors,
or thatbeginin one sectorand
affectanother.
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Consumer segmentation

In some of the Sector Views we
refer to groups of consumers

such as 'Retired with Resources'
or'Hard Pressed'. Thesereferto
the categories set outin our
consumer segmentation tool,
Consumer Spotlight, which was
developedjointly with The Futures
Company, TNS BMRB and Experian.
Consumer Spotlight helps us
betterunderstand consumers by
dividing the UK populationinto

10 distinct segments. It shows how
the groups have different financial
needs, behaviour, capability and
vulnerability, and identifies the
groups where theriskandimpact
of potential detrimentis greatest.
Consumer Spotlight helps us
identify the types of consumers
who are active in a particular
financial market and helps support
arange of activitiesincluding policy

development, riskidentificationand

consumer communication.

The Sector Views cover all
the markets we regulate, grouped
into seven sectors:

+ Retailbanking

Retail lending

Generalinsurance and protection

» Pensions and retirementincome

Retailinvestments
+ Investment management

Wholesale financial markets
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Introduction
Methodology

We look at the sector through 13 lenses. This approach helps us assess
where markets are working well, and where they are not.

Consumer journey

Taking actions on decisions

What prevents consumers from acting
on their decisions or choices?

Assessing product/
service information

Can consumers assess what the
best options are for their needs?

Accessing product/
service information

Is key information about products
and services available that consumers
can access without difficulty?

Assessing own needs

Do consumers suffer harm as a result
of their lack of understanding of their
needs, now and in the future?

Market wide drivers

Barriers to entry
or expansion

Are there factors which
prevent new or existing
firms from taking
advantage of attractive
business opportunities?

Consequences of regulatory
or government intervention

Has regulatory or government action led to
adverse impacts on competition between
firms or poor outcomes for consumers?

Side effects on other parties

Do firms or consumers within
the market take action which could have or
has had side effects on other parties?

Consumers are empowered and
buy products/services offering
the best value for money

e
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Firms compete
vigorously to offer
consumers a fair deal

Firms'intent and behaviour

Firm-specific incentives

Are firms' policies, processes,
procedures and culture
focused on ensuring good
consumer outcomes?

Firm specific behaviours

Do firms act in a way which results
in good consumer outcomes?

Conflicts of interest and competition

Conflicts of interest

Do firms pursue gains for themselves by not actingin
consumers'interest when they are obliged or perceived to
be doing so?

Market power

Over time, can one or more firms maintain high prices or sustain
poor product/service offerings without losing business to their
competitors offering better deals?

Suppliers coordinating

Are there features within the market which mean that harmful,
rivalry-restricting coordinated behaviour by firms is likely to occur?

Restrictive agreements within supply chain

Are there restrictive relationships within the supply chain that
impede competitive rivalry within the market?

10
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Retail banking and payments

Sector View

Theretailbankingand payments sector is the gateway into financial
services for most consumers. It enables consumers to:

. make fast and secure payments
. hold funds securely (usually on deposit and possibly earning interest)
- have a credit buffer to smooth cash flow
. putmoney aside as savings both for the short and the long term

The sector serves consumers, including smalland medium-sized

enterprises (SMEs).*

1. The Bank of England defines SMEs as those
(non-financial) businesses with an annual debit
account turnover on the main business account
of up to £25 million. The FCA does not regulate
alllending to SMEs, but most of the five million
plus small and medium-sized enterprises in the
UK need access to credit and lending products.

2. GFK Financial Research Survey,
six months ending March 2015 data.

3. CMA Retail banking market investigation
provisional findings report, 22 October 2015,

4. SME Finance Monitor Q2 2015, BDRC
Continental.
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We have divided the sectorinto three
sub-sectors:

« transactionalbanking—personal and
business currentaccounts, including
overdrafts, which are provided
by banks, building societies and
creditunions (known collectively as
deposit-takers)

» cashsavings—personalandbusiness
savings accounts, which are also
provided by deposit-takers

« paymentservices—defined as
those payment services provided
by firms other than deposit-takers
suchas money transmission firms,
merchant acquirers and e-money
providers

In practice, the distinction between
the sub-sectorsis not clear-cut,
butit serves auseful purposein
framing our analysis.

This sectoris closely linked to the
retaillending sector. Overdraftsare
inseparable from current accounts
and we have consideredtheminboth
our Sector Views. Creditand charge
cards are sometimestiedtoacurrent
account, although they are also
offered as standalone products.

Transactional banking

Consumers

Although 97% of adultsin Great
Britain have a currentaccount,? not all
groups are equally likely to have one.
The consumers leastlikely tohold a
currentaccountare the 'Hard Pressed’
segment (15% of whom do not have
anaccount).In 2014, personal current
accounts generated revenues of
approximately £8.7 billion.*

There are over 5.2 million SMEsin

the UK, which make up over 99% of
allUK businesses by number. 84% of
SMEs use abusiness bankaccount*
while othersrely onapersonal current
account for their business needs.

Products

Until recently, consumers have not
typicallyincurredfees for holdinga
personal currentaccount or making
andreceiving payments. Most
accounts stilloperate on this basis. In
recentyears, however, packaged bank
accounts, which provide additional
products and services (such as
insurance or motor breakdown cover)
foran additionalfee, have become
increasingly popular. Reward accounts,
which typically offer higher rates of
interestand cashback on certain
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transactionsin exchange foramonthly

fee, have alsoincreasedin popularity. o
Reward accountsare blurringthe 9 7 /
distinction between personal current 0
accounts and savings accounts, often

offering higherinterestratesthan of adults in Great Britain have
some savings products. Unlike personal acurrent account, aIthough not all consumer

currentaccounts, business bank groups are equa”y |ike|y to have one
accounts usually incur fees for holding
and usinganaccount. GFK Financial Research Survey, 6 months ending March 2015 data

Inasurvey of 4,500 consumers

in 2015, nearly two thirds of personal
currentaccount holders said they
had an overdraft facility.® In 2014, Startingout (age 15-34)
providers derived 34% of their
totalincome from personal current Living for now (age 15-34)
accounts from overdrafts.®

Figure 1: Consumer Spotlight
% least likely to have a personal current account

6%

6%

Hard pressed (age 15-34)

Firms
Atthetimeofourreviewtherewere I — s
38 providers of personal current Strivingand supporting (age 21-54)

accountsand 31 providers of 6%
business current accounts, which
betweenthem offered 387 different
products.” Although thereis awide
range of providers and products
available, consumers and businesses
overwhelmingly holdaccounts withthe  Affluent and ambitious (age 35-56)
six largest providers. At the time of our 3%

review, these banking groups accounted
for 86% of the personal current account
market.® The five largest banking groups
accounted for 89% of the business Retired onabudget (age 65+)

currentaccount market.’ 6%

Busy achievers (age 25-54)
2%

Stretched but resourceful (age 25-54)
1%

Mature and savvy (45-75)
2%

Retired with resources (age 60+)
Although transactional bankingis 1%
dominated by the largest banking
groups, there are established smaller
providers and challengersinthe market.
For the purposes of this report we have

defined challengers as newentrantsto

Range of ages are most prevalent ages.
For more information on our Consumer Spotlight model:
fca.org.uk/publications/research/consumer-spotlight

5. GFK, 'Personal Current Account Investigation: A Report for the Competition and Markets Authority'

the banking market, or smaller banks by GFK NOP, (April 2015).

seeking to challenge incumbents’ 6. Arranged and unarranged overdrafts. CMA Retail banking investigation provisional findings report,
business models.Inrecentyearsa table 5.6 (October 2015).

number of new firms have entered the 7. Data from Moneyfacts as at 31 March 2016. Figures include student and graduate current accounts.
marketand established strongbrand 8. GFK Financial Research Survey, data six months ending March 2015.

identities. Althoughthis has given 9. Mintel Small Business Banking (June 2015).

12
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6%

of personal current
accounts are held with
the sixlargest providers

6%

of consumers with a cash
savings account hold
them with their main
currentaccount provider

GFK Financial Research Survey,
data six months ending March 2015

10. GFK Financial Research Survey (FRS),
six months ending March 2015 data.

11. GFK, 'Personal Current Account
Investigation: A Report for the Competition and
Markets Authority' by GFK NOP, (April 2015).

12. Charterhouse Q3 2013, Banking services to
small and medium-size enterprises: A CMA and
FCA market study (July 2014).

13. GFK Financial Research Survey (FRS), six
months ending March 2015 data.

14.Based on data for 2013, covering

the 21 largest providers.

15. GFK, 'Personal Current Account

Investigation: A Report for the Competition and
Markets Authority' by GFK NOP, (April 2015).

16. BBA Bank support for SMEs, Q2 2015.

17. Moneyfacts Treasury Report, UK Savings
Trends (November 2015).

18. GFK Financial Research Survey, six months
ending March 2015 data.

19. Lloyds Banking Group, HSBC Group, Barclays,

RBS Group, Santander UK) and Nationwide.
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consumers more choice, challenger
banks'market share remains low and
none has yet gained amarket share
above 5% —the share the Independent
Commission on Bankingdeemed
thatachallengerwould needto
provide a competitive constrainton
largerincumbents.

How servicesare

providedand accessed

Consumers and businesses have a
directrelationship with the banks and
building societies that provide their
accounts. Although most consumers
continue to go straighttoa provider,
price comparison websites allow
consumerstocompare features

of differentaccounts and may also
facilitate account opening through
their sites.

Consumers canaccess and manage
theiraccounts througharange of
channels. Atthe time of our review,
25 million consumers used online

or mobile channels and 13.9 million
consumersreliedonbranches. The
use of mobile channelsin particular
has grown, with 2.5 million consumers
accessing their currentaccount solely
through mobile channels.*®

The 'gateway' nature of acurrent
account provides opportunities for
firms to cross-sell additional products
toindividuals and businesses. 28%
ofindividual consumers heldalltheir
banking products with theirmain
bank.'* Accordingto data collected for
the Competitionand Markets Authority
(CMA), SMEs alsotendtoobtaina
wide range of banking products from
their main bank. 88% of those with a
company credit card obtained it from
the same provider as their business
currentaccount, while 72% ofthose
with abusiness mortgage purchased
it from the same provider as their
business current account.'?

Cash savings

Consumers

At the time of our review around

55% of British adults had a cash
savings account.”> Our data showed
that the propensity to hold an account
rose both with age and affluence. Our
CashSavings Market Study showedthere
are 69 million easy access accountsin
operationholding £354 billion of savings.
Therearealso 4 millionfixed-termsavings
accountsinoperation, holding £145 billion
inassets. Over 66% of consumers with
acash savings account held it with their
main current account provider.'®

Consumers'use of digital channels
to openand manage accounts has
increasedinrecentyears,andthe
number of bank branches has
declined. Retired consumers are less
likely to use theinternetto manage
theiraccounts, and are morelikely
tousebranches. Atthe time of

our review, SMEs held £67 billionin
business savings accounts.*

Products

Comparedwiththe transactional
banking market, the cash savings
market has alarge number of providers
offeringalargerrange of products.
Atthetime of ourreview there were 117
providers of products offering 1,737
different products.’” These accounts
include easy access savings accounts,
fixed-term products with penalties
foraccess before maturity, and tax-
efficientISAs. While we observed
significantly more providers and
productsinthe cash savings market
thanintransactionalbanking, atthe
time of our review, 73% of the market
share by volume'®was held by the six
largest bank account providers.*®

Payment services

Consumers

Consumers canmake andreceive
paymentsinavariety of ways using
cash, creditand debit cards, automated
paymentsand money remittance.
Although standing orders and Direct
Debits continue to make up around
three quarters of the volume of regular
payments, such asmortgages, utility



bills and subscriptions, the way non-
regular or spontaneous payments

are made has changed over thelast
fewyears. Accordingtodatafrom
Payments UK?® while cash remains the
most popular method for spontaneous
payments,? between 2009 and 2014
its use fell from 63%to 52% of volume
forallspontaneous payments. During
the same period, the volume of debit
cardtransactions for spontaneous
paymentsincreased by 56%.

Automated payments (Direct Debit,
Bacs, Faster Payments, CHAPS and
remote banking) accounted for 20% of
allpaymenttransactionsin 2014 and
accountedfor 79% of their total value.
Credit cardtransactions remained
steady at 6% of all transactions.?

Firms

Traditionally, banks and building societies
have dominated the payment services
market. However, inrecentyears we
have seenanincreasing number of non-
bankfirms,including technology firms,
enteringthe market andleveraging
technology to deliver services.
Although most payment transactions
are carried out by banks and building
societies, we are seeingagrowing
challenge fromthese newentrants.

Payment systems

Designated payment systems are
regulated by the Payment Systems
Regulator. Payment systems underpin
the payment services thatenable

25 million

consumers access and manage their bank
accounts using online or mobile channels

GFK Financial Research Survey, data six months ending March 2015

X3

Between 2013 and 2014

contactless payments trebled in value

Payments UK (2015)
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fundstobe transferred between
people andinstitutions. Payment
systemstransferhuge sums of
money every day, and trillions of
pounds annually.

« Bacsistheinterbank system that
processes payments through two
main electronic payment schemes:
Direct Debit, whichis used by
individuals and businesses to pay
bills,and Bacs Direct Credits, which
are used by the Governmentand
businessesto pay benefits, pension
payments, billand supplier payments
and employee salaries and wages.
Bacs Payment Schemes Ltd operates
the Bacs paymentsystem.In2014it
enabled 5.8 billion transactions witha
totalvalue of £4.4 trillion.?®

« The Faster Payments Scheme
(FPS) provides near real-time
payments as wellas standing orders.
Almostallinternetand telephone
banking paymentsin the UK are
now processed through FPS. It
isalsoused by paymentservice
providers to process other services.
Faster Payments Scheme Ltd
operates the FPS payment system.
Faster Payments made 1.1 billion
transactionsin 2014 at a value of
£904 billion, but we expect to see
this grow as the systembecomes
more established.?

« CHAPSisthe UK'sreal-time,
high-value sterlinginterbank
payment system, where payments

Chapter 02
Retail banking and payments

are settled over the Bank of
England's Real Time Gross
Settlement (RTGS) infrastructure.
CHAPS processesbothwholesale
(eginternational payments)

and retail payments (eghouse
purchases). CHAPS Clearing
Company Ltd operates the CHAPS
payment system. CHAPS is the
smallest payment systeminterms
of volume, but the largest by value at
£67.9trillionin 2014.2

» LINKallows consumers towithdraw
cashusingthe LINK network of ATMs
inthe UK. LINK Scheme operates
the LINK payment system.

« ChequeandCredit (C&C)isthe
interbank payment systemin England,
Scotlandand Wales that processes
cheques and other paperinstruments.
The Chegue and Credit Clearing
Company Ltdmanages the systems
usedformaking payments by cheque.

« Visaand MasterCardalso have their
own payment systems to underpin
payments made by the cards they
provide. These account forthe
largest volume of transactions, but
the lowest value pertransaction.

20. UK Consumer Payments 2015, Payments UK.

21. Spontaneous payments are all non-regular
payments

22. UK Payments Market 2015, Payments UK.
23. UK Payments Market 2015, Payments UK.
24. UK Payment Statistics 2015, Payments UK.
25. UK Payment Statistics 2015, Payments UK.

14
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Consumer needs

are becoming
increasingly diverse...
older consumers are
lessinclinedtouse
emerging technology
as their primary means
of accessing banking,
while younger consumers
prefer to engage
digitally, although
income and education
levels also determine
consumers’ behaviour

'/
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Drivers of change

Theretail banking sectoris subject to
acomplexregulatory structure. Itis

subjectto European and UKlegislation,

andregulation by the Bank of England,
the Prudential Regulation Authority
andthe FCA. The European Banking
Authority also provides technical
standards and guidance on European
legislation. Inaddition, the CMA

has recently undertaken a study
intoretail banking, which willhave a
significantinfluence over the way

the market develops.

Theimmediate post-crisis focus
onre-capitalisation of banks and
significant prudential regulatory
change has begunto give way to
policy and regulation that promotes
competitionand innovation, as well
asimproving marketintegrity. The
sector continuestobe subjecttoa
large mandatory regulatory change
agenda with multiple objectives. This
includes ring-fencingand the revised

EU Payment Services Directive (PSD2).

Thisis taking place against a backdrop
of uncertainty over the consequences
ofthe UK's decisiontoleave the EU.

Thelowinterestrate environment

is putting pressure onfirms'net
interest margins. Coupled with the
increasing costs of regulatory capital
requirements, thisis havinganimpact
of firms' financial performance and
isdrivingthe needto cut costs (with
digitalinnovation akey driver of
cost-cutting).

Existing firms are beginning to

use new technologies. We are seeing
thattechnologyis akey driver of
changeinthe sector, with many new
entrants using technology tolaunch
new offerings.

Consumer needs are becoming
increasingly diverse.Ingeneral,
older consumersarelessinclined to
use emerging technology as their
primary means of accessing banking,
while younger consumers prefer to
engagedigitally, althoughincome

and educationlevels also determine
consumers'behaviour. This means
thatfirmsneedtoinvestbothin
physicaland digital services to satisfy
consumer demand. Stagnatingreal
incomes, lowinterestrates and greater
uncertainty are havinganimpacton
consumers' desire and ability to save.

Our assessment

Consumers'interaction

withretail banking

The sectoris characterised by loyalty
tobrandsandfirms, but also by
inertia—with many consumers paying
relatively little attentionto the way
they are using theiraccount. Overall,
levels of switching are low. With an
increasingly diverse population, we
are concernedthatthere may be
diminishing access to products for
some groups of consumers.

Technologyis changing the way
consumers accessinformation
andinteract with their provider, but
this does not always translate into
consumers taking action.

Firms'intentand behaviour

We found that banks are settinga
strong 'tone fromthe top'around
culture andintended good consumer
outcomes, but competing objectives
canleadto mixed actual outcomes for
consumers. Commercial pressures to
reduce the costto serve, technology
and evolvingdemand are accelerating
a shift towards digital channels. This
may improve profitability but may lead
to some consumers being excluded.
We are not seeing firms compete for
these excluded consumers.

Competition

The sectorremains concentrated,
with continued low levels of switching.
Firms have entered the sector but
have not yet gained significant market
share. Since the CMA concludedits
retail banking Market Investigationin
August 2016, we have been working
withthemtointroduce remedies to
increase competition.



Market-wide drivers

Thelargest firms face a significant
challenge to adapt their business
modelsinresponse to regulatory
developments such asring-fencing,
capital requirements and the Senior
Managers Regime. The scale of
change may increase the risk of poor
consumer outcomes and adverse
impacts on firms. Firms also remain
concerned about regulatory, political
and economic developments
outside the UK.

Areas of focus

Ring-fencing

By 2019 the largest banking groups
must separate their retailand
wholesale operationsinto two
separate banks. We are concerned
that the complexity of the undertaking
willlead toincreased operational risks
foraffectedbanks and unintended
consequences for consumers. We are
particularly focused on the continuity
of banking services for consumers,
theimpact on pricing and availability
of services, and the layering effect

of these changes alongside other
politicaland regulatory change.

Non-bank payment firms
Asignificant number of new and
innovative non-bank payment firms
have been entering the market, which
present consumers with opportunities
tomake paymentsin new ways—often
atlower headline cost to traditional
banks. Non-bank firms operate within
adifferentregulatory framework
totraditional banking firms, with
different (and sometimes fewer)
consumer protections, which are not
always clear to consumers. We willbe
monitoringhow the market develops,
with a particular focus onthe evolving
technology, marketingand consumer
adoption of these new services.

Competition

New entrants andinnovation have
ledto someincreased competition
inrecentyears.Inspite of this, retail
bankingis characterised by low
consumer engagementandlow levels
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of switching. Consumer inertia means
thatincumbents retain their position
and havelimitedincentives toinnovate
andimprove quality and price, while
new firms struggle to grow and gain
market share. We will continue to
monitor how the market develops as a
result ofintervention activity such as
ring-fencing, CMAremedies and the
growthinnon-bank payment firms.

IT stability and security
Thelargestbanking groups are
long-established and tend to have
extensive, complexlegacy IT systems
supportingtheir operations. Firms
must deliver extensive programmes
ofregulatory and business change
into these systems, which are complex
and costly. They canalso present
significant operational risks to firms
andtherisk of disruptionin service to
consumers. Firms are also seekingto
innovate to compete, offering new
digital banking services, which add to
the volume of change and exacerbate
therisksidentified above.

Inaddition, there has been a significant
increasein cyber-threat to firms
andwe are focused both onfirms'
preparedness for, and response to,
cyber-attacks.

Financial crime

and anti-money laundering

We are seeing generalimprovements
infirms'systems and controlsin
relation to financial crime and
anti-money laundering as aresult of
increased effort overrecentyears.
However, a significant number of
banks (andretail banks in particular)
continue to have poor controls over
high-risk customers and we willbe
monitoring to ensure firms continue
toimprove these controls. We are
seeinganincreaseinreports of
payment fraud and will continue
tofocus onfirms' controls toidentify
and preventit.

Access and vulnerability

We observe that efforts to de-risk,
shed unprofitable business and
standardise operations may leave
some consumers and SMEs unable

Chapter 02
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toaccessservices they had used
previously. Inaddition, firms findit
difficult toidentify and respondto
vulnerable consumers'needs within
existing business processes.

Culture

Inrecentyears we have undertaken
alot of work with firms to improve
culture. We will be monitoring carefully
as this work continues to embed -
ensuringthat firms develop their
culture and continue to prioritise the
fairtreatment of consumers.

Business models

Firms are reconsidering their business
models to adaptto structural reform,
aneconomic environmentin which
interestrates are staying lower for
longer than many had expected, the
UK's exit fromthe EU, and changing
technology and consumer demand.
The consequences of these changes
for consumer outcomes, competition
and marketintegrity are notyet clear,
and we will continue to monitor and
assesstheimplications of firms'
business modelchangesinthe future.

16
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Theretaillending sector exists to meet the borrowing needs of
individual consumers and small-to medium-sized enterprises (SMEs).
The sector provides secured and unsecured borrowing that covers
everything from day-to-day expenses through to buying a property.

1. Bank of England Statistics, Bankstats
(Monetary & Financial Statistics), Money and
Lending table A5.2 (January 2016). Bank

of England data (balances outstanding) are
updated each month and may be subject to
adjustment due to changes in the reporting
population, classification changes reflecting
any updated sectoral classification guidance
produced by ONS, foreign currency revaluation
effects, write-offs, or miscellaneous other
causes such as adjustments made on the basis
of information provided by reporting institutions.
Afull explanation can be found here: http:/www.
bankofengland.co.uk/statistics/Pages/iadb/
notesiadb/Changes_flows_growth_rates.aspx

2. Aregulated mortgage contract is one under
which the borrower is an individual or trustees
and the obligation of the borrower to repay

is secured against land in the EEA as a first or
second charge, provided that at least 40%
ofthe land is used or is intended to be used

as or in connection with a dwelling. For more
information, see section 4.4 of our Perimeter
Guidance manual.
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Atthe heart of retaillendingis
consumers'need to fund spending
ortorefinance debt by drawingon
futureincometomeet currentneeds.
The sectorallows consumers to
manage their budgets more flexibly
and make financial commitments they
might otherwise not be able to make
(or to make them more quickly) by
providingthem with aloan or credit.
As analternative to buyingon credit
orthrough aloan, some consumers
choose to hire products, inwhich case
theirarrangements may be regulated
as aconsumer hire agreement.

Retaillendingis a key driver of
economicactivity. Atthe end of 2015
UK households owed £1.27 trillion
inmortgages and £179 billionin
consumer credit.!

Consumers

Different consumer segments use
lendingin different ways. A consumer's
accesstoproducts dependson

their circumstances, theirindividual
risk profile and their ability to repay.
The circumstances and behaviour
ofindividuals drive credit risk and
therefore the costat whichlenders
are preparedtolendtothem—ifatall.
Many consumers have more than one
lending product.

Ingeneral, consumers witha good
trackrecord of using financial
products, and whose circumstances

suggest adegree of stability, willbe
abletoaccess credit at attractive
rates.Incontrast, consumerswhose
circumstances are more transient or
less well-documented, orwho have a
history of missed payments, may have
to approach specialistlenders and may
needto pay more to access credit.
Consumerswho struggle with

their debt may use specialist debt
advice services.

While access to credit can be beneficial
(andinsome cases essential) for some
consumers, those who are mostreliant
oncreditare oftenthose most at risk of
takingonunsustainable repayments.
Changesincircumstances canalso
make borrowing unaffordable and
force consumers to defaulton
theirloan. If their debt becomes
unmanageable, consumers may
seekadvice fromfirms, or firms may
proactively seek out consumersin
debt to offer thema solution.

Products

We divide the sectorinto five broad
sub-sectors, each definedbyits
product structure andthe way
consumersuseit.

Mortgages

Mortgages are loans securedona
property,? which are used mainly to
fund orrefinance the purchase of
aproperty. They canalso be used
torelease equity accumulatedina



property, which can be analternative
toborrowing using other forms of
credit, or to consolidate existing debts.
Buy-to-letmortgages are generally
notregulated.®

When arrangingamortgage,
consumers either access the market
throughtheirchosenlender, or
through anintermediary firm (suchas a
broker) thathas accesstoarange

of mortgage providers. The Mortgage
Market Review led to a significant
increaseinadvised sales, where a
recommendationis made basedona
consumer's circumstances. Advised
salesincreased from 75% of mortgage
salesin2012t097%in 2015.*

Accordingto Moneyfactsdata,

there are around 6,000 different
mortgage products (including
buy-to-let mortgages) available to new
consumers.® Mortgage rates may be
fixedorvariable. Variable rates can either
bethelender's standardvariable rate, or
arate fixed by reference to anotherindex
suchasthe Bank of England Bank Rate.
Ratesaretypically higher formortgages
with higherloan-to-valueratios.

Secured consumer credit

Secured consumer creditloans

are secured againstanassetofthe
borrower, or secured by aguarantee
orindemnity provided by a third party.
Productsinclude pawnbrokingand
logbookloans.

Pawnbrokers provide loans secured
againstthe value of apledgeditem.
Over twomillionitems are pawned
eachyear,andin 2013 there were over
2,000 pawnbrokersinthe UK. Loans
typicallylast for sixmonths and annual
percentagerates chargedrange
between 70% and 130%.° In2015
grossannuallendingwas £520 million.”
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Thelogbookloan marketis smalland
niche.Loans are secured againsta
borrower's vehicle, and are generally
aimed at consumerswithapoor
credit historywho needarelatively
large amount of credit quickly. They
tendtobe shortto medium-term
loans (typically between 6 and 18
months). Interest varies, but APR

is usually around 400%.8 Logbook
loans are generally secured by a bill
of sale.In 2016, the Law Commission
recommended that the Bills of Sale
Acts 1878 and 1882 be replaced by
more modern legislation toimprove
consumer protections for borrowers
taking outlogbookloans.

Runningaccount unsecured
consumer credit

Assignificant amount of unsecured
borrowinginthe UK takes place
onarunningaccount credit basis.
These products allow consumers
to borrow flexibility withinan agreed
limit. Productsinclude credit cards,
overdrafts and catalogue credit.

Credit cards

Credit cards are the most commonly
usedandwidely heldlending product
inthe UK.In 2014, 60% of consumers®
and 48% of SMEs were active users of
credit cards.'®Intotal, over 30 million
consumers had over £63 billionin
outstandingdebt.!

Our Credit Card Market Study's
finalreport stated that although
competition was working fairly
wellfor most consumers, we were
concerned about the scale of
potentially problematic credit card
debt. We estimatedthatin 2014, 6.9%
of cardholders (2.1 million) werein
arrears or default, a further 6.6% of
cardholders (2 million) had an average
credit limit utilisation of 90% or more
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At the end of 2015
UK households owed:

£1.27tn

in mortgages

£179bn

in consumer credit

3. The exception is a consumer buy-to-let

(CBTL) mortgage, whichis subject to the
legislative framework set out in the Mortgage
Credit Directive Order 2015.

4. FCA Product Sales Data Q4 2015.

5. Moneyfacts Monthly Treasury Report
(January 2016).

6. Based on FCA analysis and information from
National Pawnbrokers Association (2013).

7.Pawnbrokers & High-Street Loan Stores: Apex
Insight Report (August 2015).

8. Based on FCA analysis of Citizen Advice and
BIS data (2015).

9. FCA Credit Card Market Study Interim Report -
Market Overview (November 2015).

10. CMA Retail Banking Market Investigation
Report (November 2015).

11. FCA Credit Card Market Study Final Findings
report (July 2016).
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63.3 million

total number of credit cards inissue
atthe end of 2014 (there are around
30 million card holders)

FCA Credit Card Market Study Interim report
(November 2015)

12. FCA Credit Card Market Study Final Findings
Report (July 2016).

13. Firms typically charge different rates for
arranged and unarranged overdrafts.

14. CMA Retail Banking Market Investigation
Report (November 2015).

15. BBA High Street Banking Statistics
(December 2015). Note: this data only covers
the main high street banks.

16. BBA High Street Banking Statistics
(December 2015). Note: this data only cover the
main high street banks.

17. Mintel 'Unsecured Loans - UK' (January
2016).

18. FLA Annual Review (2015).
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42%

of credit card balances are
paid offin full each month
therefore accrue nointerest

UK Cards Association (Q4 2014)

during a calendar year, and another
1.6 million repeatedly made minimum
repayments. Furthermore, we found
that 650,000 people had anaverage
creditlimit utilisation of 90% or more
forthree consecutive calendar years
ormore, and a further 750,000 people
had been making systemic minimum
repayments for thattime.

Credit card firms have been competing
to offerlongerinterest-free periods
forbalance transfers and purchases.
Inmid-2014 over 25% of outstanding
balances were on 0% balance
transfers.'? It was widely anticipated
thatthereductionininterchange fee
revenue for credit card firms would
lead to somereductioninrewards
orincreasein the price paid by
consumers. The market appearstobe
adjustingalongthoselines, althoughit
istoo early to say what thelong-term
impactwillbe.

Overdrafts

Overdrafts are a credit facility
attachedto currentaccounts. They
allow consumers whose account
balancereaches zero to continue
drawingand spending money. They are
either ‘arranged’ (within alimit already
agreed with the financialinstitution)
or'unarranged' (in excess of any
overdraftlimit previously agreed).

They are provided by current
account providers, and the marketis
dominated by the biggest banks and
building societies. Inrecent years,
some banks have moved away from
charging overdraft feesbasedona

percentage of the amountborrowed,
andhave movedinsteadto flat fees
and charges.'* 45% of personal current
account customersand 43% of SMEs
are overdraft users, with outstanding
balances of £7 billion.*

Fixed-sumunsecured

consumer credit
Fixed-sumunsecured consumer
credit covers awide range of credit
productsincluding:

« personalandbusinessloans
» peer-to-peerlending
« motor finance

+ high-cost short-term credit
(paydayloans)

« home-collected credit

Personalloans are prominentinthe
fixed-sum market, with £36 billionin
outstandingbalances.'®* The largest
bankinggroups are the major providers
of personalandbusinessloansinthe
UK, with 66% of the market.'” Smaller
banks and building societies and
specialist personalloan companies
make up therest of the market.

Motor finance has grown rapidlyin
recentyears; the value of advances for
carsbought onfinance by consumers
reached £32.7 billionin 2014.'#
Personal contract purchase (PCP)is
prominentinthe private car finance
market. Key providers of car finance
plans are car manufacturers'finance
arms and specialistlenders, including
some banks.



Peer-to-peerloansare asmallmarket
that has grownrapidlyinrecentyears.
Peer-to-peer platforms donotlend
directly, but facilitate agreements
betweenborrowers andlenders. The
nature of the borrower and the lender
willdetermine whether the loan and/
or the platform's activity is regulated.
Inthe fourth quarter of 2015, £2.1
billion was outstanding (£0.91 billion
toindividualsand £1.2 billion to
businesses).’? Dedicated peer-to-
peer platforms formmarketplaces
forborrowers andlenders, with some
specialisingin businesslending.?®

The high-cost short-term credit
sectorisrelatively small. Atits 2013
peak, it was estimated at roughly

£2.5 billion, with 10 million payday loans
made to 1.6 million consumers.?! The
FCAhas strengthenedregulationin
this sectorandimposed a price cap
onthesectorinJanuary 2015. As
regulation has become firmer, the
markethas reducedin size. More
recently, there have been signs that
the market for high-cost short-term
creditisincreasing, though lending
levels overall remain much lower than
before theimposition of the cap.

Inthe home-collected credit market,
relatively smallamounts arelent
through agents, and paymentsare
typically collected onaweekly basis.
Therewere justunder £1.2 billionin
loans outstandingin October 2015.
In 2015 there were an estimated

2.3 millionhome-collected credit
customersinthe UK.?? The average
length of these loansis usually between
26 and 52 weeks andloanvalues are
typically between £250and £750.

Creditand debt services
Creditreference agencies
Creditreference agencies collecta
range of information about potential
borrowers and make it available to
lenders. Lenders use this information
tomake decisions aboutaconsumer's
creditworthiness (ie their likelihood of
making repayments). There are three
major credit reference agencies and
anumber of smaller agencies who
specialise in credit checks for more
niche products. Some credit reference
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agencies also sellinformation services
to customers, particularly on their
credit history.

Debt collection and purchase

Debt collectionis the provision of
services such as attempted tracing,
phone and written contactwith a
debtor, onbehalf of a creditor. Around
£20billionis passedfromlenders
todebt collectors every year.?* In
debt purchase, specialist firms buy
performing, semi-performing or
non-performing debtaccounts. The
price paid for the debtvaries, but for
semiornon-performing debtit tends
to be significantly lower than the face
value of the debt. The new owners
ofthe debt thenattempt to obtain
repayment fromthe debtor.

Debt advice and debt management
The market for consumer debt
servicesis made up of two main
groups: fee-chargingand free-
to-consumer. The debt services
offered by these groupsinclude debt
counselling (advice) and debt adjusting
(debt negotiation). Many firms offer
both, while some only offer advice.

If any of these activitiesis carried out
with a view to anindividual entering
into a particular debt solution, this
constitutes debt management
activity. Aimost half a million
consumers hold debt management
plans with the top ten providers.?*

Credit broking

Credit brokingis theintroduction of a
potential borrower (looking to enter
into a consumer creditagreementora
consumer hire agreement) to alender
or provider of goods on hire. Credit
broking activity includes preparatory
work and presenting or offeringa
regulated creditagreement. Italso
includes brokers introducing potential
borrowers to other brokers. Alarge
part of the credit broking sectoris
occupiedby retailers who offer finance
terms for theirgoods or services, on
behalf of athird-party lender. The
broker may be acting primarily for the
consumer (forafee) orthelender/
owner (for commission) or both.
There are approximately 29,000 credit
brokersinthe UK.?*
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19. P2P Finance Association data for Q4 2015

(January 2016).

20. The FCAis undertaking a post-
implementation review of the peer-to-peer
market, and a call for input was published

in July 2016.

21.FCA CP14/10: Proposals for a price cap on
high-cost short-term credit (July 2014).
22.'The impact on business and consumers of a
cap on the total cost of credit, Personal Finance
Research Centre, University of Bristol (2013).
23.NOCN Level 2 Award for Working in the Debt
Collection Industry (QCF) - 2014 Overview.

24. FCA Consumer Credit Authorisations
(August 2015).

25. FCA permissions data (August 2016).
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26. FCA Product Sales Data (PSD), Q3 2015.

27.FCA Mortgage lending statistics (MLAR)
Q4 2015.

28. A monoline provider is a firm that focuses on
one specific financial product.

29. Mintel Credit Card Study (May 2015).

30. CMA Retail Banking Market Investigation
Report (November 2015).

31. P2PFA quarterly data release for Q4 2015
(January 2016).

32.CMA Payday lending market investigation
(February 2015).
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Firms

Awide range of firms operate in

this sector, fromthelargestbanksin
the UK to high street retailers
offering secondary credit-broking
services relatingto the goods or
servicesthey offer.

Duringthe third quarter of 2015 there
were 127 providers of new mortgage
products.’® However, most mortgage
lendingis concentrated among

the UK's largest banks, with the top
sixlenders accounting for 77% of
regulated mortgage balances market
share.?” Smallerlenders and building
societies generally competeinmore
specialist or niche product areas.

Thelarge banks, supermarkets
and monoline®® cardissuershave
alarge presenceintheunsecured
running-account and fixed-credit
markets. The top nine card-issuing
groups account for an estimated
81% of the credit card market.*

Thelargest five banks arethe

main providers of personal and
businessloansinthe UK, aswellas
overdrafts.*® Smaller banks, building
societies and specialist personal
loan companies make up the rest of
the market.

In other credit markets, a small
number of firms have alarge
presence. Forexample,inthe peer-
to-peerloanmarket three firms
have an 83% share® andthree firms
account foraround 70% of the high-
cost short-term credit market.*?

Drivers of change

Technologyis drivinginnovationin
the sector, givingrise to new firms,
business models and products.
[tisimproving functionality and
convenience through mobile and
digitalinteractions, and more use of
real-time data sharingand predictive
analyticsisdrivinglending decisionsin
the supply side. However, technology
canalsolead to financial exclusion
forlesstech-savvy consumersor
forthose who have limitedinternet
access, andtoincreased security and
resiliencerisks.

Recentpolicy and regulation such

as the price cap on high-cost
short-term credit, hasfocusedon
improving the market by encouraging
affordable and responsible lending.
The regulation of consumer credit
was passedtothe FCAon 1 April
2014. The Government gave two
reasons for this decision: to give




consumers better protection; and to
ensure that theregulatoryregimeis
proportionate tothe types of firmsand
therisks posed by them. The transfer
hasledtochangesinthe provision of
creditand debt services, which may
have reducedaccess to mainstream
lenders for more indebted and lower
income consumers. It may also have
led firms to diversify their business
models (eg payday lenders offering
instalmentloans), which may pose
differentrisks. Many of these policies
andregulations were introduced
recently, so we must continue to
monitor theirimpact onthe market.

Socio-economic trends suggest that
theretaillending sector willremain a
key driver of economic activity over
the comingyears. Household finances
have beenunder pressure from low
wage growth and changinglabour
market conditions, includingarisein
less secure forms of employment and
zero hour contracts. Household debt
has remainedrelatively high, withan
overallratio of household debt-to-
income of 142%. Thisisforecast by
the Office for Budget Responsibility to
riseto 149% by 2021, which, although
high, is still below the pre-crisis peak
of 160%. Inthe mortgage market,
lending figures have been more
subdued since the crisis.**

Increasing demand for consumer
credit, particularly in the sub-prime
sector, has seen growth concentrated
in specialistlenders. Lowinterest
rates have kept the costs of consumer
borrowing low, but may put more
indebted households (and those

who have become accustomed to

low rates) under pressureifinterest
ratesrise.

Wider economic and regulatory factors
have put continued pressure on firms'
revenue, and many have responded by
cutting costs and outsourcing.
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Our assessment

Consumers

Some consumers struggle to

assess product and service
information (and to take action)
because of complexity, alack of
transparency, andthe numberand
variety of products and services
available to them. Thisis compounded
by the fact that some consumers
alsomisjudge theirneeds. They can
be over-optimistic and place their
immediate needs over longer term
considerations—for example, by
focusing oninitialmonthly mortgage
payments orintroductory rateson
credit cards. Thisissueis mostacute
where consumers are distressed or
arefocusedonapressingneed.

Consumers and SMEs tend to give
their options less consideration

when buying or renewing a financial
product from their existing lender,
using an existingline of credit,

or obtaining credit at the point of

sale. Thisis particularly acute for
vulnerable consumers and consumers
in financial difficulty.

Conflicts of interest

and competition

In consumer credit, some firms exploit
demand-side weaknesses and we
observed some unmanaged conflicts
ofinterest. There are risks that motor
andretailfinance consumers pay too
much for credit at point of sale, and
that fee-chargingdebt management
firms may not give impartial advice and
may sellunsuitable plans.

Although technology andinnovation
canbe beneficial, they may fail
toaddress (and/or exacerbate)
weaknessesin the way consumers
make decisions. Price comparison
sites facilitate shoppingaround,
although they do notalways display
the fullrange of products available.
There are asmallnumber of lenders
with alarge market concentrationin
the SME banking market.

Firms'intentand behaviour
Inconsumer credit, evidence from
our recent Credit Card Market
Study showed that some credit
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Average household
debt-to-income

142%

By 2021, this is
forecasttoriseto

149%

33. Economic and Fiscal Outlook, Office for

Budget Responsibility (November 2016).
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card providers allow 'performing’
consumersto stayinlong-term
debtandpayinterestandfeesovera
prolonged period, puttingthem at risk
of building up unsustainable debt.

Thereisariskthat where firmshave an
additional route to limitlosses (such as
the security of the vehicle forlogbook
loans or the guarantee for guarantor
loans), they may have lessincentive

to conduct stringent affordability
assessments at the outset. It follows
thatthese firmswillneedto have
effective systemsand controlsinplace
to mitigate thisrisk.

Asmallinterestrate rise could affect
mortgage borrowers significantly,
eitherdirectlyiftheirrateis variable or
indirectly if their rateis fixed (through
ageneralimpact onhousehold
finances). Araterise, alongside
governmentwelfarereforms, is likely
toincrease demand for debt advice -
atthe sametime as capacity indebt
advice services may be adjusting to
the transferto FCAregulationanda
reductionin public spending on advice.

Araterise or deterioratingeconomic
conditions may increase therisk
that borrowersin financial difficulty
are showninappropriate orinadequate
forbearance (eglenders change
their forbearance practices and
move more quickly to enforce the
payment of a debt), not treated fairly,
or putunderundue pressure to make
repayments throughinappropriate
debt collection practices.

Inresponse to the transferto FCA
regulation, some consumer credit
firms are changing their business
models rather than be regulated

by the FCA (egdebt management
firms switching to offering Individual
Voluntary Arrangements). This may
lead to poorer consumer outcomes
fromunregulated or more weakly
regulated firms.

Areas of focus

Treatment of consumers

in financial difficulty
Ourassessmenthighlighteda
number of areas where consumers

in financial difficulty were not being
treated appropriately. Inthe mortgage
market we have seen examples of
overforbearance, where borrowers
with little potential torecoverare
keptinforbearancetoolong.Indebt
services, some consumers are put
under pressure torepay. We have also
seeninstances of consumers being
sold debt management products that
are not cost-effective and that do not
meet their needs sufficiently. We will
continue to pay particular attention
tothe treatment of consumersin
financial difficulty. A deteriorationin
household finances would exacerbate
theseissues, which makes continued
monitoring even more important.

Treatment of

existing customers

We observed changesinthe market
that mean some mortgage borrowers
(suchasinterest-only customers)
may suffer financial detriment from
difficultiesinremortgaging.

Restricted access
tocreditandservices

Our assessment highlighted how
externaldrivers of change had
adirectimpact onconsumers
(through changingrisk appetites
amonglenders, or their responses
toregulatory change). This may lead
to consumers who could once afford
credithavingtrouble accessing
products andservices they need.
Consumerswho are new to credit may
also struggle. We are also concerned
that changesinthe provision of
consumer creditand debt services
(following the transfer of regulationto
the FCA) may have resultedin reduced
access totheless mainstream
consumer credit products, andto
debt services for some consumers.
We will continue to monitor the

way these markets developas FCA
regulation embeds.



Lending practices

We continuedto seeinstances of
some consumer credit firms not
conducting adequate affordability
assessments, which canleadto
consumers taking on unsustainable
financial commitments. This will
continuetobe anarea of focus and
actionforus.

Complexity and lack
oftransparency

We are concernedthat the complexity
and alack of clear information may
mislead consumers about the nature
orvalue of products, services and add-
ons. This makes it more difficult for
consumers to compare products and
services —and so weakens the impetus
forfirms to compete inimproving the
quality and nature of the products

and services consumers need, orin
the prices at which they offer those
goods and services. Thisisaparticular
issue where products have different
target markets, loan terms, routes to
market, and fees and charges. Given
the possible implications for consumer
harmand marketintegrity, we will
continue to focus ontheimportance
of firms providing clear information
that does not mislead.

Conflicts ofinterest

and misalignedincentives

We have seeninstances where firms'
remuneration models and/or their
financial arrangements with third
parties do notalways place enough
importance on positive consumer
outcomes. This mayleadto firms not
actingin consumers'interests.

We are concernedthat some firms
do not have adequate controlsin
place—oranappropriate culture to
mitigate conflicts of interest or the risk
of such conflicts arising.

Firms'business models
Ourassessment highlightedinstances
of consumer credit firms employing
aggressive strategies focused on
short-term profitability without taking
account of the risks to consumers.
Thisis driven largely by poor culture
andinappropriate business models.
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This canleadto business models that
are designed to exploitdemand-side
weaknesses and/or to work around
regulation, and we will be paying close
attentiontodevelopmentsin thisarea.

/4

We continued to seeinstances of some consumer
credit firms not conducting adequate affordability
assessments, which can lead to consumers taking
on unsustainable financial commitments. This will
continue tobe an area of focus and action for us

'/
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General insurance and protection

Sector View

The generalinsurance and protection sector provides cover

forindividuals and businesses against the cost of uncertain and
unpredictable events. The sector underwrites over £80 billion a
yearinthe UKandoverseas.! The UKis a significant market both

in Europe and globally.

1. Total Market Statistics, ABI (2015).

2. Key Facts, ABI(2016). The UKiis the fourth
largest insurance and the largest long-term
savings industry in the world.

3. Consumer insight data, FCA (2013).
4. Key Facts, ABI (2016).
5. Motor Insurance UK, Mintel (March 2016).

6. Average motor insurance premium tracker,
ABI(Q12016).

7. Key Facts, ABI (2016).

8. Average household insurance premium
tracker, ABI (Q2 2016).
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We divide the sectorintothree
sub-sectors:retail, commercialand
wholesale. Theretail sub-sector
providesinsurance toindividuals and
households. Commercial serves
smaller businesses (sole traders, micro-
businesses and SMEs), and wholesale
meetstheinsurance needs ofthe
largestand most complexbusinesses,
including multinationals. The sub-
sectorsareinterconnected, although
eachhasadistinct market builtaround
the consumersitservesandthe
products andservicesit provides.

The sectorasawhole meetsfive
core needs:

» protection of assets against
lossand damage

« protectionfromlossfromharm
tothe person (injury, death,
illhealth, medical, dental)

« protectionfrom other financialloss
(including reinsurance)

« liability insurance (ie indemnity for
civilaction, defence costs etc)

« compliance with public policy
(compulsory insurance for
protecting the general publicand
employees)

Theretail sub-sectors

Consumers

Almost all consumers hold some
formofinsurance at some stage

of theirlives. Older, more affluent
consumers are the most likely to

have insurance cover; 87% of these
consumers have homeinsurance
comparedwith just 26% of consumers
inthe 'Hard Pressed’ segment of our
Spotlight Model.®

Products

Motor and home insurance are the
mostwidely held retail productsin
the UK. Over 20 milliondrivers have
motorinsurance policies,* 90% of
which are for comprehensive cover.®
The average cost of acomprehensive
policy fellbetween 2012 and 2014
(from £442 to £398) butbegantorise
againin 2015, when the average cost
ofapolicy was £427.°

Homeinsuranceis the second

largest market. Ofthe 26.7 million
householdsinthe UKin 2013,

over 17 million had buildings insurance
and 20 million had contentsinsurance.’
The market remained broadly static
between 2011 and 2014.1n 2016, the
ABl estimated the average annual
premium for buildings insurance was
£254, contents £138,and combined
policies £309.%



Protectioninsurance protects
consumers and their families against
theimpact of events suchasillness,
accident, unemploymentanddeath.
Over 15 million policyholders have whole
life policies (which pay out ondeath).?
Slightly fewer consumers (11.6 million)
have termassurance, which typically
coversoutstandingmortgage debtin
the event of early death.’® Other forms
of protection, such asincome and critical
illness cover, areless widely held,

with 3.2 millionand 0.8 million policies
inforcerespectively.!* Accidentand
healthis another major part of the

retail sub-sector, providing coverinthe
eventofillhealth,injuryand death. This
includes 5.1 million consumers with
private medicalinsurance.'?

Speciality insurance such as pet,
gadgetandtravelinsuranceis not
heldin the same volumes. However,
petinsuranceis a growing market,
with over 3.4 million policyholders. **

How retail consumers access
productsandservices

Consumers canchoose fromarange
of channels through whichto buy their
insurance. Although price comparison
websites play amajorroleinnew sales
of motorinsurance, around half of
policy renewals are retained by existing
insurers. Price comparison websites
alsofeature prominentlyinhome
insurance, although to a slightly lesser
extent. Around 25% of new business
comesdirectlyfromthese websites,
with a similar proportion sold by retail
banks andbyinsurersdirectly.** Inboth
motorandhome, the direct channelis
seeingaresurgence, drivenlargely

by auto-renewals andlower premiums
inrecentyears. Consumerstend
notto seek advice whenbuying

these products.
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Advice plays a more significantrolein
the protection market. Independent
adviceis thelargest distribution
channel, accountingforjustunder
half of new mortgage-related term
assurance sales and two thirds of
other term assurance products. By
contrast, 84% of whole life policies are
sold through non-advised channels.!®
Restricted (non-independent)
adviceis another significant channel,
particularly in mortgage-related
termassurance.

Firms

There are 340 authorised providers of
generalinsurance (with an additional
563 headquarteredin Europe and
passportinginunder Solvency I1).1¢
Despite the presence of several big,
well-known brands, these markets are
highly fragmented. Anumber of firms
have bothaninsurerandanintermediary
within their group, and some price
comparisonwebsites are owned or part-
ownedbyinsurers. Theintermediary
marketis alsofragmented.

Inthe private medicalinsurance
market one provider holds a market
share of over 40% ", while two firms
dominate the income protection*® and
termassurance markets.” Pressure
onmarket share hasledfirmsto
consolidate, expand their offerings

or leverage other non-insurance
propositions. Others have changed
their distribution models by, for
example, removing branch-advised
salesandinvestingin online platforms.
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9. Business in Force — Full Results, ABI (2015).

10. Business in Force — Full Results, ABI (2015).
11. Business in Force — Full Results, ABI (2015).
12. Key Facts, ABI (2015).

13. Key Facts ABI (2015)

14. UK Personal Lines Insurance: Distribution and
Marketing, GlobalData (2016).

15. Protection Overview Tables, ABI (Q3 2016).
16. Key Facts, ABI (2016).

17. Private Medical Insurance UK, Mintel
(October 2016).

18. Income Protection UK, Mintel
(February 2017).

19. Term Assurance UK, Mintel (June 2015).

Thereare 340
authorised providers

of generalinsurance
(with an additional

563 headquarteredin
Europe and passporting
inunder Solvency 1)
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20. Business Population Estimates for the
UK and Regions, Department for Business
Innovation & Skills (2016).

21. Detailed Premium Analysis, ABI (2013).
22. Product Distribution, ABI (2015).
23. UK SME Insurance Survey, GlobalData (2015).
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The commercial
and wholesale sub-sectors

Consumers

Business consumers are particularly
diverse, rangingfromsole traders
and SMEs throughtothe largest
corporates and multinational
businesses. The commercial
sub-sectorserves the UK's 4.1 million
soletraders, 1 million microbusinesses
and 240,000 SMEs. ?° These smaller
businesses are engagedin awide
variety of activities, from online
businesses through to agriculture,
manufacturing and financial services.

The wholesale sub-sector has global
significance, servingthe needs

of thelargestand most complex
multinational businesses around

the world. The sector underpins the
functioning of global aviation, marine
and energy markets, and provides
alternative andreinsurance cover to
international markets.

Products

Commercial products protect firms
fromfinancialloss, including their
liabilities to third parties and employees.
The mostwidely heldcommercial
products are propertyinsurance and
employers'liability insurance (both of
which are held by around two thirds of
SMEs) and public and productliability
insurance.? Smaller firmstendto buy
generic packaged products or products
thatare designedforaparticular trade
(suchas hairdressing).

Larger corporates tendtorequire
bespoke contracts tailored to their
needs, and the wholesale sub-sector
offers multiple classes of businesses
with thousands of sub-classes.
Eachsub-class operates asits own
separate market withits own dynamics
andlegislative, technologicaland
macro-economicdrivers. Cyber-
insuranceisincreasingly prominent
as firms face growingliability to their
consumers for datalossand other
losses caused by hacking.

Reinsurers essentially provide
'insurance forinsurers’. They enable
insurers tolimit their exposure to
alargeindividual claim (or series

of claims) and provide capital and
supportof growthinrisk. Virtually
allreinsurance businessinthe UK

is carried outin London because of
its concentration of expertiseinthe
broker and (re)insurer markets.

How business consumers

access productsand services

The size of abusiness andits activities
determinesits buying patterns
andits accessto the market. Most
commercialinsuranceis sold through
intermediaries.?? Although the phone
remains the most popular way for
SMEstoaccessinsurance products, a
growing proportion (just over a thirdin
2015) are choosing to buy online.?

Commercialinsurance supply
chains ofteninvolve multiple parties
with overlapping boundaries. This

Figure 2: UK general insurance and protection: total commercial and wholesale sub-sector GWP:

Commercial Commercial
motor property
2014 £4.7bn £14.1bn
2013 £4.8bn £14.5bn
2012 £5.1bn £13.4bn
2011 £4.7bn £12.7bn

Liability Commercial
pecuniary loss
£15.8bn £1.1bn
£15.8bn £1.0bn
£14.1bn £0.9bn
£13.4bn £0.9bn

Reinsurance Marine, aviation

and transport

£16.0bn £8.7bn
£16.2bn £9.6bn
£16.1bn £9.5bn
£13.8bn £9.0bn

Source: FCA estimates of the size of the sector based on PRA returns, published ABI data, Lloyd's of London annual report,

including EEA branch income and FCA estimates.
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complexity may not be apparenttothe
consumers, whose business may pass
throughalongchain ofintermediaries

beforeitisunderwritten.

Commercial distribution channels
have undergone significant changein
recentyears. Insurers have soughtto
automate the underwriting of more
generalised parts of their business,
using automatic-ratingmodels, to
deliver guotes electronically without
the needfor humanintervention.
Insomeinstances the whole
transaction canbe completed online.

There has alsobeeninnovation
from new web-based brokers and
directinsurance models aimed
primarily at micro-SMEs, and some
retailinsurers have begun to offer
more commercial products, such as
commercial vaninsurance, through
price comparison websites.

Managing generalagents (MGAs) are
becominganincreasinglyimportant
part of the commercial supply chain.
Insurers delegate underwriting
responsibilities to MGAs inreturn for
afeeand/or profit share. Traditionally,
MGAs provided niche products but
have recently been setup to offer
more generalised products. MGAs are
not subject to the same regulatory
requirements asinsurers.

Firms

Thelargest commercialinsurers offer
products that cover the vast majority
ofbusiness needs, and are thereforein
a positionto provide either packaged
or standalone products to consumers.
Outside theselargest firms, however,
the complexity of consumer needs
leads many insurers to specialise in
particular trades or professions. There
has been extensive mergers and
acquisitions activity

intheinsurance sectorinrecentyears,
as firms have soughttogain
economies of scale and diversify their
insurance risks.

The wholesale marketis fragmented,
althoughthe larger firms dominate
the market. There are nine key global
firms (basedin London) inthe pure
reinsurance market. Certain sub-
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classes or speciality lines may be fairly
concentrated due to the specialised
underwriting they require, such as
specialised marineinsurance. The top
insurers derive a significant part of
theirincome fromthe Lloyd's market.

Lloyd'shouses 106 syndicates which, in
2015, wrote £26.7 billion of gross written
premiums, with profits of £2.1 billion
onbehalfoftheir (largely corporate),
members who provide the capital

to supportthe underwriting.? Most
business placedat Lloyd'sis placed
through brokers who facilitate the
risk-transfer process between clients
(policyholders)and underwriters.

Downward pressure on premium
rates andlowinvestmentreturns
have had animpacton Lloyd's results.
However, the focus onunderwriting
discipline remains a priority, along with
the needtorespondtonewrisks and
pressure broughtby rapid advances
intechnology. Lloyd'sis currently
undertakingarange of market
modernisation efforts, including the
updating of its operating model to
make it easier and quicker for firms to
conductbusiness.

Withinthe commercial sub-sector,
therole ofintermediariesis evolving.
Although a handful of brokers
dominate the distribution channel,
larger wholesale brokers are targeting
certain products (such as cyber) to
penetrate the sub-sector and diversify
their business models. As competition
for traditional wholesale business
intensifies, some wholesale brokers
are acquiringcommercial brokers

to gain market share. New entrants
andintermediaries backed by private
equity are challenging established
firms for a share of the value chain.

Drivers of change

Technologicaladvances are bringing new
opportunities to the sector, giving firms
accesstoanunprecedented amount of
consumer data. Inretail, car-telematics are
givinginsurersincreasingly sophisticated
dataon their customers'driving behaviour
andrisk profiles.In the protection market,
insurers can use Big Data to predictlife
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106 syndicates which,
in2015, wrote £26.7
billion of gross written
premiums, with profits
of £2.1 billion on behalf of
their (largely corporate),
members who provide
the capital to support
the underwriting
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24. Lloyd's of London website (2016).
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expectancy andincome security with
more accuracy. Thisislikely tohave an
impact on premiums for consumers,
introducing more marked price differences
based ontheriskaconsumer presents.

Accessto datais enablingcommercial
insurersto carry out more sophisticated
analyticalmodelling, capturing risks that
had been ‘'unknowable’andtherefore
pricingmore accurately. In some cases
thisisenablinginsurers toincrease their
productrange.

Technological change also brings risks.
Firms are becoming more exposed to
cyber-attacks, and new mechanical
products and processes—suchas

3D printinganddriverless cars—may
transform the liability potential
forreinsurers. These new risks will
challenge the wholesale industry asit
gains experienceinmanaging these
new exposures.

Aswellas creating opportunities for
existingfirms, new entrants tothe
sectorwithinnovative business models
('InsurTech’) have the potential to disrupt
traditionalbusinesses models.

Developmentsin policy andregulation
arealso havinganimpact onthe sector.
New conductregulationhas aimed

to address consumer detrimentin
some areas by introducing additional
requirements—particularlyingeneral
insurance add-ons and disclosure
requirements atrenewal. The European
Insurance Distribution Directive (IDD),
whichaims tointroduce cross-border
standards forinsurance across the

EU, willbring further change to the
sectorandimpose significantly higher
standards. Other developmentsinclude
the Government's plans to tackle
‘compensation culture’, measures aimed
atimprovingconsumers'accessto
insurance (eg Flood Re), addressing

late payment of claims handling and
strengthening the legal framework
underpinning the sector.

Consumers'buying patterns are changing,
which poses challenges to firms'
underwriting. Increasingly, consumers are
researchingand comparing products and

firms online, giving them information to
make more informed choices. However,
variationsin wealth and financial capability
may mean that some consumers are

less well-equippedto assess their needs
oraccess affordable products. Thisis
particularly relevantinlight of our findings
that people onlowerincomes are more
likely to renew with the same provider.
Anageing population and millennials
interacting with the sectoris bringing
further complexity.

The challengingeconomic environment
has affected demandfor non-compulsory
insurance, which has put pressure on
insurers' margins. Firms continue to
adaptand diversify their business models
inresponse. Some insurers are also
increasingtherisks takenintheir asset
portfolios to generate furtherincome
(andreserves) for future claims. Insurers'
income inthe wholesale sub-sectoris
sensitive to cyclicaland structural changes
inthe economy, including the volume and
value of goods tradedinternationally.

Inrecentyears the (re)insurance market
has seen premiums driven down by a

major influx of new capital. This ‘alternative
capital has been broughtlargely by hedge
funds and pensions fundsinvesting

inthe sector. Theirinvestmenthas been
driven partly by the introduction of

anew framework forinsurance-linked
securities (ILS) business. The Government
isaimingtomake Londonaglobal ILS

hub, competing directly with other global
hubs (such as Bermuda, Guernsey

and Gibraltar).

Increasingly, climate change andthe
accompanyingrisks are crystallising for
the sector.Inresponse,insurance
providers are enhancingrisk modelsinthe
light of the uncertainty that environmental
change brings.



Inretailinsurance, price comparison websites
have become central to the distribution of
core products. Itis now harder forinsurers
toreach consumersinthe motorandhome
insurance markets without payingtoliston

price comparison websites

Ourassessment

Consumers

Across the sub-sectors, a number of
factors canleave consumers vulnerable
tobuying products that do not meet their
needs, or torenewing at above-market
rates. Low engagementwithinsurance
(particularly at renewal) and limited
understanding of complexproducts can
lead toinertia or toretail (and some SME)
consumers focusing on the headline
price of products without givingenough
considerationtowhetherthe products
meet their needs. We continue tobe
concernedwithfairness, access and
pricing for retail consumerswho are
vulnerable or who have health-related
orotherneeds. This could be exacerbated
throughtechnological changes (suchas
the use of Big Data).

Large commercial and wholesale
consumers generally have more
sophisticated needs and capabilities.
However, increasingly complex
products mean they are stillhighly reliant
onbrokerstoaccess the productand
serviceinformationtheyneedto

make decisions.

Firms'intentand behaviour

Insurers across the sector have
experienced asqueeze on profit margins.
Thishas been causedbyintense
competitionaroundheadline price for
new business, competition from
intermediaries for parts of the value
chainand adverse market conditions
(includinglow interest rates). Providers
have tried toincrease profitability by
reducing servicelevels or by introducing
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dual pricing, administration charges
andthe sale ofadd-ons. Forintermediaries,
commission frominsurance providers

is stillacommon element of the
remuneration structure which, if not
handled appropriately, could provide an
incentive for mis-selling.

Across the sector, we have seensome

evidence of poor oversight of delegated
oroutsourcedactivities, aswellas of the
activities of Appointed Representatives.

Competitionand

conflicts of interest

Inretail, price comparison websites have
become central to the distribution of core
products. Itis now harder forinsurers to
reach consumersinthe motorand home
insurance markets without payingtoliston
price comparisonwebsites.

Parts of theinsurance sector have
verticallyintegrated value chains (where
one company owns every part of the
supply chain), including arrangements
between brokers and MGAs. Incommercial
and wholesale in particular, horizontaland
verticalintegration of intermediaries has
concentratedtheir positionin the value
chain. Inparticular, the largest brokers hold
alarge proportion of business accessing
the London Market.

Further technological changes could
affect competition by, for example,
increasing risk segmentation or non-risk
price discrimination.

Market-wide drivers
The wholesaleinsurance marketis
globalin nature, sometimesinvolving
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Consumersat the

end of long distribution
chains may not
understand theroles
of different parties

and what each of

them provides

7

25.FS 16/5 feedback Statement - Call for

Inputs on Big Data in Retail General Insurance

(September 2016).
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lengthy and complex distribution chains.
This presents challenges to the firms
involved, as theirinsurance activities must
comply with UK andlocallegislationon
sanctions, bribery, corruption, terrorism
and money laundering.

The general complexity of systems and
the existence of legacy systems means
that IT resilience and securityisanissue
across the generalinsurance sector.

The functioning of the London Marketis
criticalto the global economy and could be
jeopardised by outages and cyber-attacks.

Recent failures of two EEA firmshad an
impact on consumers and resultedin
significant compensation being paid by
the Financial Services Compensation
Scheme. Solvency Il aims to reduce the
incidence of prudential failure and its
adverseimpact on consumers.

Areas of focus

Across the sector
Operationalresilience

Technologyis changing the way insurers
andother parts of theinsurance market
work and interact with customers. Firms’
operational resilience mustremaina
critical part of our monitoring activities.

Firms'reliance on complex systems
increases their vulnerability to outages
and cyber-attack. This canbe exacerbated
by their reliance onlegacy systems,

which are often the result of mergers
andacquisitions, The outsourcing of
functions (such as claims administration)
orIT systems canlead to poor oversight of
the outsourcedactivities. This couldlead
to consumer data being compromised,

leading to detrimentand reputationalrisks.

We will continue to monitor the way firms
are addressingtheserisks.

Governance and oversight of
distribution chains

Insuranceis distributedinarange

of different ways and caninvolve
numerous (regulated and unregulated)
parties across the distribution chain
and customer sale/post-sale journeys.
Productunderwriting, distribution and
claims management canallbe handled
by different parties. Firms may have

weak oversight of these complex,
fragmenteddistribution chains, of
Appointed Representatives and
outsourced activities, and of activities
carried out by unregulated third parties
(egclaims fulfilment). Consumers at
the end of long distribution chains may
notunderstand theroles of different
parties and what each of them
provides. We will continue to monitor
therisks presented by this complexity.

Regulatory arbitrage

Productsthat performa similar
functiontoinsurance, but which fall
wholly or partly outside our regulatory
perimeter, canleave agapinprotection
orredress atthe point of claim. Such
products donotcarry the equivalents
of Financial Ombudsman Servicerights
or Financial Services Compensation
Scheme protection, and thisis not
always clear to consumers.

In theretail sub-sector

Pricing, suitability of sales

and consumer choice

Ifthe sales journey focuses unduly on
headline price without the consumer
giving due consideration to suitability,
agapinexpectations may only be
discovered at the point of claim.

New data sourcesincrease the range of
factors that canbe used for pricingand
underwriting of business. Our recent Call
forInputs on Big Datain Retail General
Insurance foundthat pricingbasedon
non-risk factors could disadvantage
certainindividuals or groups.?

Competitiondynamics

Adual pricingmodelwhere insurers
quote lower rates for new business
existsinsome parts of the sub-sector.
Insurers cross-subsidise low
premiums for new customers by
raisingrenewal prices for moreinert
existingconsumers.

In someretailmarkets, particularly
motorinsurance, the separation of
cost liability and cost controlmeans
thatinsurers, brokers or claims
management companies representing
the 'non-fault' party have noincentive
tocontrolcosts,and mayin fact have
incentives toinflate them. Insurersare



atadisadvantage unlesstheydothe
same, drivinga competitive dynamic
that canleadto claimsinflationand
higher premiums for consumers.
However, insurers have recently been
settingupbilateralagreementsto
reduce the costs of no-fault claims.

Fairness of access for vulnerable or
high-risk customers

Vulnerable customers, or those

who presentanunderwritingrisk to
insurers, may findit more difficult to
identify suitable products or to switch
between providers. However, some
technological developments (such as
more widely available data analytics)
may help by enabling firms to develop
and sellnew products more efficiently
to specific groups of consumers.

Inthe commercial sub-sector
Suitability and advice

for SME customers

Sole tradersand micro-businesses
canbehave in similar ways to
individual consumers. Increasing
standardisation and packaged
products canleadto smaller
businesses buying cover that
doesnot meettheirneeds, andto
underestimating the levels of cover
orsumsinsured. Thisleads to arisk
that their expectations would not be
metwhen claims are made.

Conflicts ofinterest

The growthinvertically integrated
business models, such as broker-
owned MGAs, couldincrease therisk
of conflicts of interestifitresultsin
more suitable or better value solutions
beingexcluded. Verticalintegration
and opague remuneration structures
canalsorestrict choiceifitleads
tobusinessbeinggiventoinsurers
who are willing to pay for services,
ratherthanto those offering greater
suitability or value.

Inthe wholesale sub-sector
Inducements

Relationships and remuneration
structures within the London Market
canlack transparency. Development
of products and services could favour
particular providers, rather thanthose
offering the best suitability and value.
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Market developments

Market modernisationhas the
potentialto transform market
efficiency. It may alsoimprove
customer outcomesinterms of
placement and claims processing.
However, it could give rise to
operationalresilience challenges
particularly whereit creates single
points of failure. It could also
make market entry more
challenging for those notable to
meet market standards.

Financial crime
Complexrelationships with multiple
parties gives scope for firms to
breach financial crime or sanctions
requirements, and makes compliance
oversight challenging. Firms can

be susceptible to pressure from
counterparties outside the UK to
weaken their financial crime controls.
The current politicalenvironment,
trade and economic sanctions and
increasing threat of terrorism will
exacerbate theserisks.
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Pensions, retail investments
and investment management
Introduction and context

Between March and September 2016, the FCA Board
approved three connected Sector Views covering
the long-term savings and investment landscape.
These included Retail Investments, Pensions and
Retirement Income and Investment Management.

Since then, we have carried out extensive work across
the long-term savings and investments landscape.
Thisincludes the Asset Management Market Study, the
Assessing Suitability Project, gathering and publishing
retirementincome data and the Retirement Outcome
Review. The breadth and depth of this work has further
developed our knowledge base across these sectors.

The Sector Views included here build on this latest
intelligence. We have enhanced key data pointsin
Pensions and Retirement Income, updated Retail
Investments to reflect the findings of the Assessing
Suitability Project, andincluded the conclusions from
the Asset Management Study in the Investment
Management Sector View.
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Pensions and retirement income
Sector view

The pensions andretirementincome sector offers UK consumers
awide range of products and services to help them grow financial
assets, and, if they want to take anincome, to convert these assets to

fund their desired lifestyle during retirement.

Understanding the sector

The sector serves over 34 million
consumers and manages around

£2.1 trillion of assetsand savings.
66% of the working populationis
enrolled inaworkplace pension
scheme. 7.8 million retired consumers
aretakingaregularincome, of

which 0.6 million consumers arein
adrawdown product.!

Awide range of Government

policy has animpact on the sector,
including policies fromthe Treasury,
HM Revenue and Customs and the
Department for Work and Pensions.
Regulation from the Prudential
Regulation Authority (PRA),

the FCA, the Pensions Regulator
andthe European Commission
alsohasanimpactonthe way the
sectoroperates.

1. FCA Retirement Income Data Request
(September 2016).

2. FCA Retirement Income Data Request
(September 2016).

3. The Pensions Regulator, The Purple Book
(March 2016).
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We split the sectorinto two
sub-sectors:

Accumulation

The accumulation sub-sector covers
the activities to amass financial
assetsto provide anincome during
retirement. There are over 20 million
consumers with over £500 billion

of assetsindefined contribution
schemes?and £1.3 trillion ofassetsin
defined benefit schemes.?

With theintroduction of auto-
enrolment, the decision to payinto
apension has become more passive
as many employees are enrolledinto
theiremployer's pension scheme.
Other consumers (particularly the
self- employed) need to make amore
active choice toinvestinapension
plan. Some consumers choose self-
invested pension plans (SIPPs), which
allow them to take amore active rolein
decidingwhat their pensionisinvested
in. Some SIPPs allow a broader range
ofinvestments such as propertyand
alternative asset classes.
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Decumulation

The decumulation sub-
sectorfacilitates the conversion of
accumulated financialassetsintoa
formthat enables consumersto fund
their desiredlifestyle. There are over
7 million consumers drawing an
income inretirement, either froman
annuity or through withdrawals from
income drawdown. Thereis over
£80billion of assetsin drawdown
products*and over £300 billion
investedinannuities.® Since the
introduction of the Government's
pensionreforms, consumers have
beenfreetochoose fromawider
range of options to take theirmoney.

Consumers

The sector serves awiderange of
retailconsumers. The chart opposite
shows the varying participationand
contribution levels of the consumer

groups withinthe FCA Spotlight Model.

4. FCA Retirement Income Data Request
(September 2016).

5. Synthesys Insurance Returns
(December 2015).

Figure 3: Consumer Spotlight
% currently paying into an occupational or personal pension

Startingout (age 15-34)
25%

Living for now (age 15-34)
27%

Hard pressed (age 15-34)
14%

Strivingand supporting (age 21-54)
34%

Busy achievers (age 25-54)
53%

Stretched but resourceful (age 25-54)
52%

Affluent and ambitious (age 35-56)
58%

Mature and savvy (45-75)
61%

Retired onabudget (age 65+) n/a
Retired withresources (age 60+) n/a

Range of ages are most prevalent ages.
For more information on our Consumer Spotlight model:
fca.org.uk/publications/research/consumer-spotlight
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6. OF T Defined Contribution Workplace
Pensions Market Study (September 2013).

7. Mintel, Personal and Stakeholder Pensions -
UK (April 2015).

8. FCA Retirement Income Data Request
(September 2016).

9. FCA Retirement Income Data Request
(September 2016).

10. The Pensions Regulator, The Purple Book
(March 2016).
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Firms

Thesectoris servedbyarange of
firmsincluding financial advisers,
lifeinsurers and asset managers,
SIPP providers and platform firms.
Inaccumulation, the top five firms
offeringemployer-based defined
contribution schemeshada 68%
share® of the marketinterms

of assets under management.

The top five firms providing personal
and stakeholder pensions had a
67% share ofthe marketinterms

of gross written premiums.” In
decumulation there were 17 firms
offeringannuities with the top five
having a 68% share of the market by
value ofincome paid out to existing
annuities in payment.® For drawdown,
the topfive had a 43% share of the
market of assets available.

Products andservices

Inthe accumulation phase there
are two main pensionregimes:
defined benefitand defined
contribution. The FCAregulates
partof the defined contributions
market, whichincludes providers

of,and sales and advicerelating to,
contract-based personal/stakeholder
pensions and SIPPS. Defined benefit
schemesareregulated by the
Pensions Regulator.

Inthe past, many private sector
employers offered defined benefit
schemes, which ensured members
had a guaranteedretirementincome.
However, due to awide range of
factorsincludingincreasinglife
expectancy andlow giltyields, these
schemes have provenincreasingly
expensive to fundand many have been
closedto newmembers.

Thereare currently 11.5 million
members of private sector defined
benefit schemes, with 1.4 million
active membersinaccumulation,
5.5 million deferred members (not
payingin) and 4.6 millionretired
membersin these schemes. The
number of active members accumulating
adefinedbenefit pensioninthe
private sector hasfallen by 50% since
2006.1° Thisillustrates the declining
role of definedbenefit schemes for
consumers accumulatinga pension.

Market share: accumulation

o The top five firms providing personal and
6 7 /O stakeholder pensions had a 67% share of the

market in terms of gross written premiums

Market share: decumulation

68%

43%




Membership of workplace pension
schemesincreased from 59%in
2014t0 66%in 2016. Although the
Department for Work and Pensions
had predicted an opt-outrate of
15%, rates have been closerto 10%.
Auto-enrolmentrolloutis nowinits
third phase andis beingintroduced
toupto 1.5 million smallemployersin
2017/18.** We are therefore likely to
see continued growthinthe market.

Atdecumulation, there are six

main options that may be opento
consumers whentheywantto access
their defined contribution savings:
flexi-access drawdown, annuities,
hybrid products, blended solutions,
full cash withdrawal, and partial cash
withdrawal using the UFPLS option.

Intheimmediate aftermath of the
Government's pension reforms, we
sawasurgein full cash withdrawals.
However, subsequent periods have
shown afairly consistent patternin
consumers' choices of retirement
income options.

Consumers'choices appeartobe
drivenin partby theirage and the size
oftheir pension pot. Around 90%

of full cash withdrawals are made by
consumers with a pension pot of less
than £30,000, and around 97% have
lessthan £50,000. Consumer demand
forannuities appearstoincrease upto
pot sizes of £100,000, where around
30% of consumers purchase anannuity,
but thendeclines as the size of pension
potincreases further. Demand for flexi-
accessdrawdownincreases with pot
size across the board. While drawdown
isamore popular choice overall, a
higher proportion of consumers aged
65-69 chose anannuityineach ofthe
pastfour quarters.’?

Consumers may have multiple defined
contribution pots and additional
sources of pensionincome from
defined benefit schemes, the state
pensionand a partner's pension.

They may also have otherincome at
retirementincluding, forexample,
income from equity release, buy-to-let
investments, inheritance and savings
inISAs and otherinvestments.
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Drivers of change

Firms are able to use technology
toreduce costsandtoimprove
functionality for customers. This may
be attractive for some customers.
However, others may be unable or
unwillingtointeractdigitally,

which means they willmiss out
onthebenefits.

Although consumersare being
encouraged to save atthe accumulation
stage (through automatic enrolment),
changestothe taxtreatment of pension
contributions for higherearners
(including the reductionin thelifetime
allowance) may leadto alternative
investment strategies becoming

more attractive to these consumers
orremovingtheincentive to save
long-term. Onthe supply side, we have
seensome providers exit the annuity
marketbecause of avariety of factors
includedincreased capital requirements,
move to asset managementbusiness
models andfallingdemand following
the Government's pensionreforms.
Atdecumulation, thereisanincreasing
needforadvice and guidance following
theintroductionofthe Government's
pension reforms. Changesto

the Pension Wise offeringand
recommendations from the Financial
Advice Market Review (FAMR) may help
address this gap.

Continuedlowinterestrates and

poor earnings growth (compared

with historic norms) pose longer

term challenges for consumers'
interactions with the sector. These
factorsinfluence consumers'ability to
save forthelongterm, and constrain
thereturns generated oninvestments.

Thedistinction betweenaccumulation
and decumulationis becoming
increasingly blurred by changesin

the labour market (the growth of

more flexible and less stable forms

of employment), and the decline of
traditional culturalnormsinretirement.
Retirementis nolonger necessarily
the sole trigger for accessing pension
savings, and more consumers may
beginto access pension pots while they
are stillworking.

Chapter 06

Pensions and retirementincome

11. Automatic enrolment: commentary

and analysis 2016, the Pensions Regulator
(March 2016).

12. FCA Retirement Income Data Request
(September 2016).
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Given the value of
assetsunder
managementin this
sector, and therecent
changes which give
consumersover 55
access to their pension
savings, thereis scope
for significant side
effectstobe

felt outside the
pensions sector

'/
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With rising life expectancy and
increased consumer exposure to
longevityrisk, the need to accumulate
sufficient pensionwealthis becoming
increasingly important, particularly
giventhe declineindefined benefits
schemes. Continued labour market
challenges arelikely tolead to
difficulties participatinginthe sector
and providing for retirement for those
who are less well off.

Our assessment

Consumers
Facedwithanincreasingrange of
options and amarket undergoing
continued change, making decisions
aboutretirementincome canbe
dauntingand challenging for many
consumers. Many stillfind it difficult to
balancelongevity andinvestmentrisks,
andtowork outhow much they needto
save duringaccumulation to fund their
desiredlifestyleinretirement. However,
we are seeing some positive signs of
increasing consumer engagement.

Poor decision-making at decumulation
may lead to consumers runningout

of funds, particularly given the trend

to enter drawdown without advice.

A combination ofinertiaand the
needto make complex decisions

at decumulation may discourage
consumers from shopping around for
the best available option.

The Government's pensionreforms
have increased the complexity of
the decisions consumers needto
make atretirement. This means that
anincreasing number of consumers
willneed supportand guidance, but
may not be willing or able to afford
traditional forms of advice.

If demand for advice grows faster than
supply, some of the most vulnerable
market participants may be left without
access toadequate advice. Thisis
beingaddressed through Pension

Wise and FAMR implementation work.
Since the pensionreforms cameinto
effect, many more consumershave
beenlooking forhelptonavigate the
increasingly complex set of choices

they need to make—althoughthis may
notalways involve advice (shown by the
increasingnumbers of non-advised
drawdown sales).

Firms'intentand behaviour
Firms'have adapted wellto the
introduction of the Government's
pensionreforms. However, giventhe
degree of consumerinertiaidentified
inour assessment, we would like

to see good consumer outcomes
feature more prominently infirms'
decision-making.

We have observed that some firms
are not giving sufficient consideration
to consumer outcomes as they make
changes to their business models,
particularly since pension reforms
cameinto effect.

Market-wide drivers

Theblurring of the line between
accumulation and decumulation
means thereis no single trigger point
for challengersto target potential
customers. Thisis makingitharder
forthese challenger firmstoattract
consumers from existing providers,
and particularly from large insurers.
The growthindemand forincome
drawdown has the potential to
encourage asset managers to enter
the sector. Where there hasbeen
entry these providers focus mainly on
the advised sector of the market.

Recentpolicy developments have
had a significantimpactboth on
demand and supply-side dynamics
inthe sector. These and any future
developments couldincrease
uncertainty among consumers.

Giventhevalue of assetsunder
managementinthis sector,and the
recent changes which give consumers
over 55 accesstotheir pension
savings, thereis scope for significant
side effectstobefelt outside the
pensions sector. Forinstance,

if more retirees choose toinvestin
buy-to-let properties, this could affect
the housing market.



Areas of focus

Salesandadvice

Consumers may not have sufficient
access toadvice toenable themto
choose the best option. Thisis driven
by anabsence of easily accessible
and affordable advice, behavioural
biases and the quality of the guidance
provided by firms and government
agencies. Less affluent consumers
may be particularly vulnerable.

Value for money

Consumers may be unable to assess
value for money because cost
informationis notdisclosed, oris
difficult tounderstand. Itis vital

that costinformationis clearto
consumers duringaccumulation
andin decumulation.

Business model changes
Consumers may be affectedby a
transition to new business models,
which could bringrisks as wellas
benefits. There are two broad trends.
Firstly, someinsurers are shifting

to capital-light asset management
business models. In some cases this
involves new online propositions
andre-platforming. This mayinvolve
bulk transfers of customersto new
propositions, which carries the risk
that some customers may lose
outasaresult. Secondly, thereis
atrendtowards moreintegrated
supply chains, which may discourage
customers from shopping around

whenthey move fromaccumulationto

decumulation. This mayincrease the
risk of receiving poor value for money.

Scams andfraud
Complexdecisions combined
withlimited financial capability may
make some consumers susceptible
tofraudulent products, which may
lead to themlosing their pension
assets. Consumers' continued
susceptibility makes continued
monitoringnecessary.

Sustainable retirementincome
Thereisanincreasingrisk that
consumers may notaccumulate
adequate funds to meet their needs
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inretirement. Itis difficult to predict
future lifestyle needs, and it may
simply be difficult for some consumers
to save more.

Consumer confidencein pensions
Consumers are less likely to save if

theyare uncertainandlack confidence.

Sustained change inthe pensions
sector may lead to uncertainty, which
couldlead consumers (and particularly
the self-employed) to seek out
alternative savings products.

Reduced competitive pressure

In decumulation, consumerinertia
and alimited number of new entrants
may limit competitive pressure and
reduce the pressure toinnovate. As
the market settles down after the
implementation of the Government's
pensionreforms, firms may focus on
customerretention at the expense of
productinnovation.
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Retail investments

Sector view

Theretailinvestments sector enables individuals to grow the value of
theirassetsand, if they wish, to obtain anincome through investing.
Typically, investors seek higher returns than are available from cash
savings, but unlike cash, investments do not normally provide a
guaranteedreturn. The sector offers consumers exposure to a
selection of investment opportunities and consumers bear the risk of
the investment return not meeting their expectations.

1. GFK Financial Research Survey, six months
ending June 2016 data. Retail investments
definition: any investment product, any
alternative investment (excluding property
bought-to-let), unit linked endowment or
Premium Bonds.

2. FCA calculation based on various sources: a)
Nesta and University of Cambridge, Alternative
Finance Report (2014); b) Datamonitor (2015);

c) UK Government (2015); d) Investment

Association (2015); e) NS&l website (Oct 2015);

f) FCAreturns data (2015); g) FCA Supervisory
estimates (2015).

3. Bank of England data taken from Moneyfacts
Treasury Report (October 2016).

4.'Wealth in the UK: sizing the market
opportunity’, GlobalData (September 2015).
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Approximately 12.6 million British
consumers have retailinvestments
products,tequatingto 25% of

the British adult population. Retail
investment products are worth
approximately £1.8 trillioninthe UK.2
Thiscomparesto £1.5 trillion heldin
cash deposits and savings accounts.?

The sectorisregulated by the FCA, the
Competitionand Markets Authority
andthe Prudential Regulation
Authority, whichimplement arange of
domestic and Europeanregulations
suchas MiFID I, AIFMD, and UCITSIV.
The Treasury and HM Revenue and
Customsimplement Government
policy across the sector.

Consumers
Consumerstendtoinvest once they
have met theirneeds through other
savings andinvestment options, such
as pensions and cash savings.

Consumers with retailinvestments
tendto be older, male, have a higher
educational status and be wealthier
thanaverage. Five specific Consumer
Spotlight segments account for most
ofthe demand for retailinvestment
products: 'Retired with Resources',
‘Affluent and Ambitious','Mature and

Savvy', 'Stretched but Resourceful and
‘Busy Achievers'.

Consumersinthese segmentsare
more likely than other groups to seek
outfinancialadvice. Investments
withinthe sectorare concentrated
inasmallnumber of high net worth
individuals; 32% of total savings and
investments are held by 0.6% of

the UK population.*

Evidence suggests that people often
decide toinvest followingachange

in disposable income or wealth, and
asalaryincrease or bonusis likely
totriggeraninvestmentdecision.
However, our data shows that for
athird of consumers, the most
important factoris simply the decision
tospendlessandsave more.

Firms

There are threedistinctservices
providedinthe sector: the provision of
investment products; services (such
as platforms) that provide access to,
and ongoing administration of those
products; andthe provision of advice
and guidance to help consumers
select which products and services
tobuy. Advisers and discretionary
investment managers also provide



services that monitor ormanage the
ongoing suitability of the investments
forconsumers.

Awide variety of firms operatein
the sector. The number of vertically
integrated firms (firms within the
same group that both manufacture
anddistribute their owninvestment
products)isincreasingas product
providers seek direct relationships
with consumers and intermediaries
develop theirownin-house
investment solutions.

Firms offering advice services have a
wide range of business models. They
also vary significantly in size, with 11%
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of advisers operating as sole traders.®
Some advice firms offerindependent
advice (providing unbiased advice
based onacomprehensive analysis
ofthe relevant market). Others offer
restricted advice on a narrower range
of products, and some recommend
onlyin-house solutions.

Verticalintegration may take
different forms, whichresultsin
different business models. There
may be an element of rational
seguencinginvolved. Forexample,
taxwrapper providers who offer
in-house investments evolve their
business models into wider retail
investment and platformdistribution.
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32%

of total savings and
investments are held by 0.6%
of the UK population

5. The financial advice market in numbers 3.0,
APFA (2015).

Figure 4: How consumers save

Retail investment
consumers tendtoinvest
once they have met their
needs through other
savings andinvestment
options, such as pensions
and cash savings

Around

£1.8 trillion

are held in retail investments

Source: FCA Consumer Spotlight Data 2015.

Total UK population

Cash savings 63%

Property 52%

Pensions 44%

Retail investments 2 9 %

42



Chapter 07
Retailinvestments

43

P

Financial Conduct Authority
Sector Views

Figure 5: What consumers buy

M Collective investment schemes 66%

Direct holding in stocks 20%
or fixed income products
B Investment bonds 10%
CFD >1%
B Crowdfunding >1%

(£1,061bn)
(€£324bn)

(E£156bn)
(£2.8bn)
(E1.5bn)

Sources: UK Leveraged trading report, 2014. FCA Returns data. Investment Association,

2015. AltFi, 2015.

Verticalintegrationis not exclusive
tothelargestfirmsinthe sector, with
some smaller players also adopting
this approach.

Productsandservices

Figure 5 shows the range of products
and services offered by the sector, and
their relative sizes.

Drivers of change

Technologyis changing the way
firmsinteract with consumers,
improving analytical capabilities and
transforming the way transactions
are processed. The use of automated
advice solutions has the potential to
transform the market and establish
itselfas a mass-market proposition.
Better technology is delivering
moreinformationand awider choice
of products to consumers and
theiradvisers.

The growing availability of
sophisticated analytical tools at low
cost gives more opportunities for self-
directed consumers to make decisions
without usingadvice. Platforms often
make these tools available for free to
attractnewclients ortoencourage
existingonestoinvest more. Product
providers may also use new analytical
technology to develop more complex
investment productsanduse
platforms to market these directly
toinvestors. However, greater use of
technology alsoleads toincreased
exposureto cyber-crime, system
outages andresilienceissues.

Government policy exercises
considerable influence over whether
and how consumers save andinvest.
Taxincentivesinfluence the relative
attractiveness of pensions, property,
ISAs and 'unwrapped'investments
that consumers must navigate.
Material changes to the relative tax
treatment of retailinvestments may
be aprecondition of major growthin
the sector.

Thetrend of Government policy

and employer practice has beento
transfertheresponsibility for saving for
retirementtoindividuals. In addition,
welfare cuts, the closure of defined
benefit pension schemes, the rise of
auto-enrolmentin defined contribution
schemes andthe Government's
pensionreforms signal a further
transfer of responsibility to individuals.
Alarge number of consumers willbe
accessingrelatively smallpension pots,
forwhich gettingregulated advice may
be prohibitively expensive.

Thetransfer of responsibility to
individuals, the complexity of the
taxsystemandthe Government's
decisiontobroadenthe scope of ISA
eligibility toriskier assets mean that
consumers'need for advice s likely to
become more acute.

Socio-economic factors play a vital
roleindetermining consumers'
willingness toinvest, and the amount
of money they have available.

ltis estimatedthat 13% of the

British population holds risk-based



investments (down from 21%in
2006).6 Adeclineinrealaverage
earnings, combined with higher
levels ofindebtedness, may have
left consumers with less surplus
incometoinvest.

Alternative choices remain more
popular with UK savers. High property
prices may be encouraging younger
saverstouse cashproductsto save for
adepositonapropertyandthen save
forthelongtermthrough property
ownership. Younger people are also
leaving education with more debt than
previous generations, which may delay
their ability to participate in the sector.
The changingbalance between savers
andretireesimplies abroader shift
towards the decumulation of wealth.
The sustainedincrease infemale
labour-force participation, and the
resultingincrease inwomen's wealth,
is expectedtoincrease women's
participationinthe sector.

Yields on fixed-incomeinvestments
have declined, whichinturn has
reducedyields onmostother
investments. Theinvestment
industry has responded by creating
new products designed to enhance
yield, the complexity of which may
discourage retailinvestors orresultin
mis-selling or 'mis-buying’.

Our assessment

Consumers

Some consumers may find it
difficult to assess their current needs,
ormay have a biased perception of
what their future needs arelikely to
be. This canincrease the likelihood
of them buying unsuitable products.
Although thereis awide range of
comprehensive information available
about products anddistribution, some
consumers may find this difficult to
filter. The different chargeslinked to
distributors canalso make it difficult
toassess products.

Consumerswho buy regulated advice
or wealth management services
would normally be guided through
the assessment of their needs. Many
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consumers, however, may be unaware
that they could benefit from advice, or
itmay not be available to them.

It can be difficult for consumers to
obtaininformation about the quality
of advice. Suchinformationis not
available from published sources and
canbedifficult to verify even after
purchase. This means that the total
cost of the solutions (including advice)
may only become apparentatalate
stage of the sales process, whenthe
consumer may have already made the
decisiontobuy.

Costsand otherbarriers to switching
meanthat consumerscanfacea
trade-off when considering changing
their provider. These costs cantake
differentforms, including entry and
exit barriers (egfees to transfer
securities, transfer times), high search
costsinthe market foradvice, or fiscal
implications (such as capital gains)
when selling products. Inertiaandloss
aversion alsoplay aroleinpreventing
consumers from switching between
products and providers.

Entryfeesare common, especially for
consumers who take advice (either
from advisers or wealth managers).
More than 80% of advisers charge an
upfront fee, which according to data
collected by FAMR, is normally 3%
(medianvalue) of the assets.”

Competition

Despite the lowlevels of
concentrationand the absence

of dominant playersinthe sector,
providers of advice and products
may have some room to maintain
high prices or poor quality without
losing business to their competitors.
Firms offering face-to-face

advice may have a degree of market
power in geographicallocations
where the number of providersis
extremely limited.

Platforms'increasing scale and
influence over consumers'choices
may allow them to negotiate better
deals with product manufacturers
(buyer power). However, the Asset

Chapter 07
Retailinvestments

6. GFK Financial Research Survey, six months
ending December 2006/16. Data based on

adults 18+. Risk based investment includes any
investment product, unit linked endowment or
with profits endowment. 2016 percentage also
including any alternative investment (excluding
property)is 18%.

7. FAMR survey of firms providing financial advice
(February 2016).
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Management Market Study interim
reportfoundthatalthoughretail
platforms can secure discountson
fund charges, this practiceis not
widespread. Itis not clear that retail
investors benefit fully fromthe
economies of scale available
toplatforms.

Although pricesinvarious areas of the
sectorseemtobe clusteredaround
certainlevels, our analysis suggests
that thisis mostly the result of poor
competitive pressures exercised by
the demandside.

Implementation of the Retail
Distribution Review (RDR) removed
asignificant cause of conflicts of
interests by changing the way
advisers and platforms are paid.
However, increasing vertical
integration between product
manufacturersanddistributors
has the potential toreintroduce
some of theserisks.

Market-widedrivers
Theimportance of reputationandthe
high cost of client acquisition offer
significant advantagestoincumbents,
and mean thatenteringinto new
markets (withinthe sector)is easier for
firms with an established clientbasein
aneighbouringmarket (eg a retail bank
enteringinto the investment advice
market, oranasset managementfirm
settingupits own platform).

Policy and regulationishavinga
significantimpact on the sector.

The RDR facilitated price competition
insome areas throughincreased
transparency, and alsoincreased
entry requirements for advisers.

The Government's pensionreforms
require consumers to make complex
and difficult decisions about their
pensions. While this might lead

to better outcomes for some
consumers, itmay alsoincrease the
likelihood of some consumers making
poor decisions.

Changestothetaxpolicy around
propertyinvestment mayincrease
consumers' appetite for retail
investments. By seekingtoincrease

consumers' protection, the
Prospectus Directive hashad the
unintended consequence of limiting
retailinvestors’access to equity and
debt primary markets.

Theimplementation of FAMR's
recommendations may significantly
change theregulatory landscape
forthe provision of support,
including regulated advice, withan
aim of wideningits accessibility and
improving affordability.

Firms'intentand behaviour
Regulatoryinterventions have
improved firms' policies and
procedures. Inthe advice market,
regulatory andindustry efforts
toimprove professionalism and
standards of qualification are driving
improvementsinthe quality of the
service provided. However, opague
and complex charging structures
often make it difficult for consumers to
compare providers, which canresultin
consumers being charged more than
theyhadexpected.

Ourassessment suggests that risks
remainregarding the remuneration
of individuals, especially within
verticallyintegrated firms where
customer-facingemployees could be
incentivised to sellin-house products
and services.

Areas of focus

Suitable advice

Some firms may not be providing
suitable investmentadvice
consistently. Firms offering advice may
make unsuitable recommendations
because of conflicts of interest or
insufficient competence. We have also
identified the potential for unsuitable
advice being givendue to poorly
managed or unrecognised conflicts
ofinterest (forexample, because

of charging structures and vertical
integration). We will continue to
monitor the suitability of advice.

Awareness of advice
Consumerswith smallamounts

of assets might not have accessto,
or awareness of, advice that could



benefitthem. Ourassessment,
andthework that preceded FAMR,
suggeststhatalarge proportion

of consumers lack awareness of,
and accessto, financial advice.

We will continue to gather evidence
to determine whether thisis causing
detriment to consumers.

Value for money

Consumers who take advice may
not be getting value for money.
Some advisers may not pay enough
attention tovalue formoney

when they make personal
recommendations to consumers.

Relatively few advisers are transparent
abouttheir pricing before they sell
advice. This does notincentivise
advisers to compete on price and may
resultinlimited pressure onthemto
reduce their charges.

Self-directed consumers
Self-directed consumers may buy
productsthatare not appropriate

or that offer poor value formoney.
Limited comparability and ineffective
disclosure canalsolead tonon-
advised consumers buying products
thatare notappropriate forthem, or
thattheydo not fullyunderstand. The
risk can be heightenedif firms present
informationinaway that does nothelp
consumers make anassessment or
that takes advantage of behavioural
biases. Consumers may alsoend up
paying more than they had expected
because of limited means to compare
products, and the complexity of some
charging structures.

We also noted that consumers who
trade productslisted on exchanges
pay high charges compared with those
inother countries, and firms offering
share dealing services often fail to
deliver best execution. Clients of
wealth managers and stockbrokers are
likely to face similarissues.

Governance

Some firms may have poor product
governance arrangements, which
means consumers'interests are not
properly addressed. Consumers'
needs and outcomes may not be
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properly considered when firms are
developing andreviewing products
anddistribution propositions.

We haveidentifiedinstances of
poor product governancein
structured products, crowdfunding
and peer-to-peer markets. This
canleadto firms marketing poorly
designed products, or not taking
sufficient steps to make sure products
reach theright consumers.

Some firms charge legacy customers
more than new or prospective
customers, or allocate higher running
coststolegacy products.

Client money

Consumers may be atrisk of
losingmoney both from scams
orasaresult of firms failing to
meet our CASS (Client Assets
Sourcebook) requirements.
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Regulatory interventions
have improved firms’
policies and procedures.
Inthe advice market,
regulatory and industry
efforts toimprove
professionalismand
standards of qualification
aredrivingimprovements
in the quality of the
service provided

'/
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Investment management

Sector view

Ourinitial Sector View for investment management was presented to
the FCABoardin May 2016. At this point, work was underway on our
Market Study into Asset Management in the UK. The Market Study
significantly enhanced our knowledge base and understanding of how
the asset management market operates. Figure 6 shows the areas
covered by the Market Study and the areas covered by the Sector View.

1. https:/www.fca.org.uk/publications/market-
studies/asset-management-market-study
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Our current Sector View therefore
consists of the findings set outin

the Interim Report forthe Asset
Management Market Study, together
with our assessmentsinour original
Sector View of the markets providing
administration/ancillary services and
third-party products and services to
assetmanagers.

The Asset Management
Market Study: interim
report findings’

The UK'sasset management

industry manages nearly £7 trillion
ofinstitutionalandindividual assets.
Over three quarters of UK households
with occupational or personal
pensions use the services offered by
assetmanagers.

We undertook a Market Study to
assesswhether competitionis
working effectively. Itlooked at
whetherinstitutional and retail
investors get good value for
money when purchasing asset
management services. Ourinterim
findings were that:

« Thereislimited price competition for
actively managedfunds, meaning
thatinvestors often pay high
charges. Onaverage, these costs
are notjustified by higherreturns.

« Thereis stronger competition
on price for passively managed
funds, though we did find some
examples of poor value for money
inthis segment, fund objectives are
not always clear, and performance
isnotalways reported againstan
appropriate benchmark.



« Despitealarge number of firms
operatinginthe market, basedon
our sample, we found evidence
of sustained, high profits overa
number of years.

« Investment consultants undertake
valuable due diligence for pension
funds butare not effective at
identifying outperforming fund
managers. There are also conflicts
ofinterestintheinvestment
consulting business model which
require further scrutiny.

We consulted onthe findings and
proposed remediesintheinterim
report, and will publish the final report
andany proposedrule changes later
intheyear.

Administrationand
ancillary services

The administration ofinvestment
portfolios (fund administration) involves
recordingwho owns the portfolio,
safeguardingtitle to portfolio assets
(custody),implementing transactions
onbehalf of portfoliosand the

valuation of portfolios.

To operate aportfolio, administrators
must maintain arecord ofthe
interests of investorsinthe portfolio,
andrecord cashinflows and outflows.
Retail portfolios have multiple
numbers of end-investors and
recordingtheirinterestsisknown
astransferagency. Pension portfolios
also have multiple numbers of
investors and operators and

maintain their own records or
outsource the functionto
investment consultants.
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Figure 6: Areas covered by the Market Study and by the Sector View
Market Study
Distribution Providers

Wholesale advisers Mainstream asset managers
(investment consultants)

Hedge funds
Platforms

Other asset managers
Investment products

Pooled vehicles

Segregated mandates

Sector View

Third-party products Administrative or
and services ancillary services

Investment and portfolio Custody banks
management systems
Fund administration

Stocklending services

Risk management
Research and execution

Benchmarking data

Partiallyin scope Market Study

Safeguardingtitle to the assets of
theinvestment portfoliois undertaken
principally by custody banks. All
portfolios needto ensure their assets
are kept safe from misappropriation
ormisuse and are properly segregated
fromthose of service providers and
other portfolios.
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Theholdings of investment
portfolios change constantly as
aresultof transactions or corporate
actions (stock splits, takeovers),
and portfolios mustrecord and
receive income from their holdings.
Custody banks mustrecord these
changes andfacilitate transaction
settlementwhile ensuringeach
portfolio'stitle to assetsis
notendangered.

Almost all portfolios have to produce
financialaccounts, including valuations.
Producing accounts for portfoliosis
known as fund accounting. Collective
portfolios tend to use custody banks for
fundaccounting, whereas pensionand
institutional portfolios use a variety of
service providers.

OurMay 2016 assessmentofthe
markets for custody and administration

services concludedthat:

« Informationis generally availablein

investment managers frombeing
able to shop around to obtain more
competitive offers.

Low profit margins also deter
custody banks frominvestingin
modern technology systems. We
remain concerned that the failure
toupgrade existing systems could
negatively affect the sector, given
the concentrated nature of suppliers
andthereliance placed on custody
banks by investment managers.
Thereliance onout-of-date systems
could create an additional barrier,
preventing asset managers from
switching to other providers.
Considering these switching
barriers, the low number of suppliers
andthelack ofinvestmentinnew
technologies, the prudentialand
operational risks associated with a
significant service outage withinthe
sectorare high.

the market explaining the services
andiswellunderstood by investment
managers. We are concerned about
contractualterms between custody
banks andinvestment managers
andthereis evidence thattermsare
more beneficial for the banks.

Thereisasmallnumber of
custody banks providing servicesin
the market, but we do see evidence
that firms compete on price for
core custody services. Contracts
areusually around 10 yearsin
duration, creating barriers to
switching providers.

Because of low profit margins, many
custody banks do not offer core
custody as asingle service. Instead,
investment managers need to sign
up forancillary services such as FX
tradingandsecurities lending. There
is some evidence that custody banks
will charge low fees for core services.
Additional revenue generation willbe
soughtfromancillary services.

The bundling of custody banking
services with other administration
servicesraisesanimportant
competition question, asit prevents

Third-party products
and services

Investment managers gather assets
fromarange of investors, both retail
andinstitutional, toinvestin wholesale
markets. Asset managers are major
playersinthe wholesale markets
where they both purchase research
and execution services onbehalf of
portfolios and are responsible for

the stewardship of portfolio assets
investedin wholesale markets.

Investment managers purchase two
key services on behalf of investors;
third-party research toinform
decisions, and execution services to
implement decisions in the wholesale
markets for their portfolios. Portfolios
pay for these services through
transaction costs ontop of the annual
management fee. These costs have an
impactonreturns toinvestors.

OurMay 2016 assessment of
research and execution services
concludedthat:

« Information onresearch
and execution costsis limited
and complex.



« Thereisahighnumber of suppliers
of research. MiFID Il could reduce
the number of research providers
but could alsoresultin the growth of
specialist providers.

« Someinvestment managers
donotalways take actionto stop
behaviours thatlead to poor
outcomes forend-investors
dueto conflicts.

« Researchandexecution costs
are bundled together by the
sell-side who cannot provide a
clear price totheinvestment
manager. Theinvestment manager
istherefore unable to value the
services accurately.

Areas of focus

Topics covered by the Asset
Management Market Study

The Asset Management Market Study
interimreportidentifiedanumber

of areas for further work or potential
remedies. We proposed a significant
package of remedies that seek to
make competition work betterin this
market, and protect those least able
toengage actively with their asset
manager. Theseinclude:

- astrengtheneddutyonasset
managerstoactinthe best
interests of investors, including
reformstohold asset managers
toaccountforhowthey deliver
value for money

« introducinganall-infee so
thatinvestorsinfunds can easily
seewhatis beingtakenfrom
the fund

« anumber of measures aimed at
helping retailinvestorsidentify
which fundis right for them, such as
requiring asset managers to be clear
about the objectives of the fund,
clarifyingand strengtheningthe use
of benchmarks and providing tools
forinvestors toidentify persistent
underperformance

« makingiteasier forretailinvestorsto
move into better value share classes
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 requiring clearer communication
of fund charges and theirimpact
atthepoint of saleandin ongoing
communicationtoretailinvestors

 requiringincreased transparency
and standardisation of costs and
chargesinformation for institutional
investors

« exploringthe potential benefits
of greater pooling of pension
scheme assets

 requiring greaterand clearer
disclosure of fiduciary management
feesand performance

We also consulted on whether to
make a marketinvestigation reference
tothe CMA ontheinvestment
consultancy market, and have
recommended that the Treasury
consider bringing the provision of
institutionalinvestment advice within
the FCA'sregulatory perimeter.

Inaddition, we propose to undertake
further competition work on the retail
distribution of funds, particularly
inrelationto theimpact financial
advisers and platforms have onvalue
formoney.

Additional areas of focus
identified in the Sector View

Overpayment of someinvestment
management services
Someinvestment managers may pay
too much for services on behalf of
investors due to:

« lackoftransparency of information
regardingsome feesandcharges

« failureto consistently monitor, assess

anddeliver on'best execution’

The ability of custody banks to
meet current service standards or
ensure continuity of service
Because of business model pressure
and therelatively low margin nature
ofthis business, the incentives to
investandreplacelegacy IT systems
may not exist.

Chapter 08
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Productdesignand

oversight of portfolios

Providers focus on designing
investment products that are easy
tomanage, or suit advisers, rather
thandelivering products that meet
end-investors'needs.

Disorderly failure ofinvestment
managers and/or their portfolios
could disrupt the financial system
Market stability could be affected by
thefailure or disorderly wind-down
ofaverylarge asset manager or
severalassetmanagementfirms as
end-investors attempttoredeem
their holdings on demand, creatinga
downward selling spiral.
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Wholesale financial markets

Sector view

Well-functioning wholesale financial markets are a critical part of
the globaleconomy. They fulfila broad range of financial needs for
corporates, governments and financial institutions including:

« financinginvestment, innovation and growth
« financing operations and managing cash

» facilitating domestic and international trade
« providing opportunities to invest

« managing financial and other risks

1. Dealogic, includes financial and non-financial
but not government debt.

2. FCA estimates based on Trax, a MarketAxess
company, data for debt and Fidessa Fragulator
data for equity.

3. FCA calculations based on BIS derivatives
statistics.
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In2015, the totalvalue of transactions
in UK equity capitalmarkets (ECM) was
$63 billion, while $272 billionwas
raised through new debtissuance.!
Anestimated $50 trillionin equity and
debtinstruments were tradedinthe UK
in2014.?Londonis also animportant
centre for derivatives, commodities
and FX. Around 40% of global

daily volumes of bothinterestrate
derivatives and global FX transactions
are undertakeninthe UK.?

Wholesale markets also directly affect
many aspects of retail consumers'
economic activity. The costand
availability of consumer credit
(includingmortgages) is determined
partly by the cost tolenders of raising
fundinginthe wholesale financial
markets. The value (and returnon)
retailinvestments, including defined
contribution pensions, is closely
linked to asset prices setinwholesale
financial markets. The price of foreign
currency, energy and agriculturaland
industrial goods are determinedin
wholesale financial markets.

Tomanage the complexity and scope
ofthe wholesale financial markets we
have divided theminto five distinct

sectors. We have chosento divide
the marketsbased onthe need
each sector fulfils, which enables us
to assesswhetherthe markets are
working well.

The scope ofthe five sectorsis set
outonthe opposite page. We have
completed Sector Views for equity
and debt markets, derivatives and
FXand commodities markets and this
document reflects our work.

We intend to publish Sector Views
forthe two remaining sectors,
wholesale lending and transaction
services, later this year.

The sectors are closely interlinked
and firms may offer services across
anumber of sectors. Forexample,
lendingand transactional business
are typically supplied alongside
corporate broking. The derivatives
sectorisclearly affected by
developmentsinthe underlying
cash securities, commodities and FX
markets, and equity, debt andlending
are allwaysinwhich corporates can
raise capital. Our work also takes
account ofthelinks betweenthe
regulated and unregulated elements
of wholesale markets.



Equity and debt primary

and secondary markets

Equity and debt primary markets
enable companies and public entities
(issuers) toraise the finance they need
tooperate, investand grow. They
also provide savers andinvestors with
opportunities to buy equity and debt
instruments to make a financial return.
Intermediaries playimportantroles
inthis sector, matchingissuers and
investors and providing services that
facilitate capital market transactions
including structuring, syndication,
underwriting, sponsorship and

rating, research and marketing.
Intermediaries also provide advice
onwhich form of financeis most
suitable for theissuerandactasa
go-betweenfor listed companies and
their shareholders.

The UK has traditionally been one of
thelargestinternational equity and
debt capital markets (ECM and DCM).
Overthepast 10 years, the UK has
consistently been one of the top five
countries for equity and debtissuance.
The marketattracts both UKand
Internationalissuers andinvestors.In
2015, deal values of $63 billion (ECM)
and $272 billion (DCM) generated
gross fees of around $12 billion.*

Secondary markets exist so that
investors cantrade equity and
debtinstruments already issued
onthe primary market. This allows
initialinvestors to exit theirinvestment
and gives otherinvestors exposure
totheinstruments. Tradingis
generally facilitated by intermediaries
and marketinfrastructure,
egtradingvenues.

Anestimated $50 trillionin equity
anddebtinstruments were tradedin
the UKin 2014. Financialinstitutions
arethelargestusers of secondary
markets for both equity and debt. In
recentyears, High Frequency Traders
(HFTs), whorely on speed of data
analysis and trading execution, have

4.FCA Investment and Corporate Banking
Market Study MS15/1.2 (2016).
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Transaction services
Enables corporate treasurers to budget, save and invest their cash to
optimise their cash flows

Facilitates local and cross-border payments between corporates,
customers and suppliers

Provides tools and associated advice for domestic and international trade

Provides short-term financing and risk management solutions to help
mitigate credit risks involved in commercial transactions

Lending

+ Provides financing solutions to wholesale market participants

« Corporates, financial institutions and public entities require funding for
avariety of uses, including financing operations, refinancing, capital
expenditures, and acquisitions

Equity and debt primary and secondary markets

« Enable companies and public entities to raise funds from investors by
issuing and selling equity and debt instruments that are tradable in
capital markets

- Facilitates the trading of debt and equity instruments and the
associated financial risk between investors and traders acting to achieve
areturnon theirinvestment

Derivatives (equity, rates, credit, FX, commodities)
« Facilitates the trading of risks associated with interest rates, credit,
FX and commodities etc.

« May be used for hedging against changes in the values of assets or
liabilities or to generate a synthetic investment position

« The majority of derivatives are traded over-the-counter (OTC) and their
value is in most cases linked to one or more financial benchmarks

FX and cash commodities markets

« FX'markets enable market participants to trade currencies in order to
facilitate international financial activity

« The FX marketis global and electronically linked but takes place
over-the-counter (OTC)

- Commodities markets facilitate the buying and selling of raw materials
such as metals, oil and gas and agricultural goods for consumption or
processing, or as an investment
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Introduction
Well-functioning Methodology

wholesale financial

We look at the sectors through
13 wholesale-specific lenses.
This approach helps us assess
economy. They fulfil where markets are working well,

abroad range of financial and where they are not.

needs for corporates,

markets are a critical

part of the global

governments and

financial institutions
User protection

» Governance, systems and controls

» Adverse consequences of regulation
« Conflicts of interest

« User sophistication

+ Information asymmetries

Markets work
well, delivering
for individuals,

for businesses and

for the economy
asawhole

Effective competition

« Barriers to entry and innovation
« Anti-competitive behaviour
« Market power

« User ability to compare and
switch provider

« Impact of innovation and regulatory intervention
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Market integrity

Financial crime

« Governance, systems and controls
 High risk transactions and users

» Awareness

» Adverse consequences
of regulation

Fairness and cleanliness

« Systems and controls

« Conflicts of interest

» Market transparency

+ Monitoring, surveillance and
credible deterrence

Markets are fair « Market microstructure

and effective Access, effectiveness

and predictability
« Fair and reasonable access

» Consequences of regulatory
intervention

» Market transparency
» Market mircostructure

Stability and resilience

« Governance, systems and controls

« Market vulnerabilities

« Susceptibility to disruption

« Adverse consequences of regulation
 Prudential risks management
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$12bn

gross fees generated
from UKECMand DCM
deal values (2015)

Source: FCA Investment and Corporate
Banking Market Study (2016)

5.ESMA, High-frequency trading activity
in EU equity markets (2014).

6. Deutsche Bank Research: Who are the
end users in the OTC derivatives market?
(2 Dec 2015).

7. Calculation based on BIS data, detailed tables
on semiannual OTC derivatives statistics at end-
December 2014 (April 2015).
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Figure 7: Equity and debt: UK deal values (USD, 2015)

Source: Dealogic - includes
financial and non-financial but
not government debt.

Figure 8: Equity and debt: UK traded volumes (USD, 2014, estimates)

[ Debt (government)
Debt (corporate) 6% ($2tn)

B Equities

Source: FCA estimates based on Trax, a MarketAxess
company, data for debt and Fidessa Fragulator data for equity.

increasingly established themselves
as key participants in equity secondary
markets. HF Ts now accountforan
estimated 43% of the value traded
onEUexchanges.®

Other participantsin secondary
marketsinclude non-financial
corporates, who may purchase
equities to gain a stake inanother
company or to buy back their own
shares. Centralbanks are heavily
involvedin the secondary market
for government debt, often
purchasinglarge volumes tomeet
their monetary policy objectives.
More recently, central banks have
alsobeguntobuy corporate debt
as part of their quantitative easing
programmes. Retailinvestors may
access these secondary markets
throughintermediaries.

The FCAhas conduct, prudentialand
competitionresponsibilities across this
sector,including oversight of secondary
market tradinginfrastructure. It
maintains the officiallist of publicly
traded companies through the UK

69% ($37tn)

25% ($13tn)

Listing Authority UKLA.) We work
closely with the Bank of England, which
oversees systemicinfrastructure
suchas central counter parties (CCPs).
Theinternational nature of the firms
and activitiesin this sector makes
cooperationwith ourinternational
counterparts particularlyimportant.

Derivatives markets

Derivatives are contracts that derive
theirvalue fromanunderlying asset
(such as equities or commodities)

or from areference price (such as
interestrates or benchmarks). They
serve avariety of needs, most notably
to mitigate arange of financial risks.
Deutsche Bankresearchfound
around 73% of participantsinthe OTC
derivatives markets cite hedging as
theirmotive to trade, 17% arbitrage
and 10% speculation.® Financial
counterparties account forthe

bulk of transactions. Non-financial
counterparties account for 3%,

13% and 21% of notional outstanding
interestrate, FXand commodity
derivativesrespectively.



In 2015 the global derivatives
market, measured by outstanding
notional value, was approximately
$490 trillion. Around 85%is traded
OTC as opposed to exchange-
tradedderivatives (ETD). The UK
plays a centralrolein the trading of
these products. Almost 40% of the
global daily volumeininterestrate
derivatives, and a similar percentage
of FX derivative trading, occursin
the UK.

Interest-rate derivatives account
foraround 80% of the market

and are used to managerisk and
gainexposure tointerestrate
movements. FX derivatives are the
nextlargest categoryandaccount
foraround 12%. Benchmarks such as
LIBOR and ISDA Swap Rate often play
animportantrole asreference points
forpricing derivatives.

Traded volumes grew significantly
during the run-up to the 2008 global
financial crisis. Growth has slowed

Financial Conduct Authority Chapter 09
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since then, causedlargely by atrend
towards de-riskingamongbanks,
andregulatoryinterventionaimedat
reducing systemicrisk. Followingthe
crisis, there has been ageneralmove
towardsincreasingregulationfor OTC
derivatives, enhancing transparency
andriskmanagement through more
exchangetrading, and centralised
clearingandreporting. Thisis enacted
through MiFID Iland the European
Market Infrastructure Regulation
(EMIR), whichthe FCAislargely
responsible for enforcing. With the
implementation of the EU benchmark
regulation, more benchmarks will
alsofallwithinthe FCA perimeter.
Theseregulatory changes are driving
significant structural changesinthe
markets, includingareductionin
OTCderivatives.

FXand commodity cash markets
These markets enable usersto
buy, selland trade the currencies
or commodities they need for
operations orinvestment. They

Figure 9: Derivatives: global OTC notional outstanding by asset class

Asset type 2014
B Interestrate 80%
FX 12%
Other 4%
B Credit 3%
Equity 1%
B Commodities >1%

2015
78%
14%

4%
3%
1%
0.3%

\

Figure 10: Average global daily turnover OTC derivatives:

United States

2013
$0.6tn

B Interestrate derivatives

UK

S
e

Rest of the world

2013

$1.3tn

2013

$0.8tn

2016
$0.6tn

W FX derivatives

Sources: Calculation based on BIS derivatives statistics.
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8. BIS derivatives statistics.

9. EU Commission, Impact Assessment of
Benchmarks Regulation (2013).
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are truly globaland have significant
influence onthe 'realeconomy’,
including the price consumers

pay for petroland food. The UKis
theworld'slargest spot FX market,
accounting for 39% of global
transactions. In April 2016, the UK's
average reporteddaily spot FX
turnover was $784 billion dollars.®

The EU Commission has estimated
that the global physical market for
major commodities amounted to
over $5 trillionin 2009/10.° The
physical marketis much smaller than
the derivatives market. The notional
value of exchange tradedand OTC
commodity derivativesis estimated
tobefortytimesthattradedon
physical markets.

Dealingin cash FX or physical
commoditiesis notaregulatedactivity.
However, some associated activities
are covered by our powers, such as
maintaining controls associated with
market abuse and financial crime.
These markets may also be subjectto
our concurrent competition powers.
Behaviourin the physical markets can
affect the financial markets andvice
versa, particularly given the direct link
between physical commodities and
their financial derivatives, or where
firms operatinginthe physicalmarket
areregulated.

Figure 11: FX cash markets

Drivers of change

The structure of wholesale markets and
theroles of participants are changing
rapidly as technology, regulation,
economic and political factors
influence the sector. Theindividual

and cumulative impact of these
developmentsisuncertain, though
some trends can beidentified.

Wholesale markets areincreasingly
interconnected globally. Firms have
alsobecome more complexand
interconnected, operatingacross
multiple jurisdictions.

High levels of indebtednessinthe
globaleconomy, persistent low
interestrates and weak global growth
with lowerinternational trade volumes,
coupledwith political uncertainty,

may drive significant change.

This mayinclude changesinfirm
business models, performance

of assetclassesandtrader,and
investor behaviour.

Increased capital, liquidity and leverage
requirements may lead to firms pulling
backfrommore traditionalroles as
market makers, and market-making
capacity beingfilled by non-bank
participants such as asset managers
and HF Ts.

Global spot FX daily average turnover (April), $bn
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2,000

1,500

1,000

500 =/
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Other
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Source: BIS derivatives statistics.



Technologyis evolving rapidlyin
wholesale markets, increasingboth
the volume and speed of transactions
andreliance on T infrastructure.

This may make markets harder to
oversee andincrease susceptibility to
market shocks.

Ourassessment
of the sectors

In October 2016 we carried out a full
assessment of three sectors: equity
and debt markets, derivatives and
FXand commodities markets. This
was informed by awide range of data
andintelligence, andbuilt onour
understanding of the sectorandthe
impact of externalforces.

User protection

Our objectives andregulatory
framework requires that users within
relevant markets receive appropriate
protection. Usersinthese markets
are generally more sophisticated than
retail markets andthisisreflectedin
the graduated client classification and
protectionregime outlined in MiFID.

However, information asymmetries
and conflicts ofinterestremain
afeature of these markets and
potential drivers of risks across these
sectors. As such, monitoring firms'
management of these risks needs to
remain a priority. Areas of particular
interestinclude:

« activities thatare now, but have
not previously been, subject to
detailed regulation or oversight and
may have less developed controls
and culture to manage theserisks

« where users areless sophisticated
participants

« whereafirmisactingbothasa
principaland agentinrelationtoa
trade or service

« where products and services are
bundled or cross-sold

« wherefirmsare going through
significant operational change or
reorganisation, forexample, asaresult
ofthe UK's withdrawal fromthe EU

Financial Conduct Authority
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+ where firms are windingdown to
ensure protection of client assets

Effective competition

Inassessing the effective of
competitionacross wholesale
markets, whichis difficult given the
complexity, scope and international
nature of the markets covered, we
have not sought to carry outafull
assessment. Rather, we have noted
findings fromrecentworkand, insome
cases, identified some of the potential
underlyingissues anddrivers of risk.

Indicators of effective competition
include pricing, the number of
competitorsinamarket, and market
shares. Costs of trading have fallen
over the pasttenyears, bothinterms
oftrading fees and bid-ask spreads
(analysis conducted by the FCA
estimated that the contraction of
spreads since 2012 could represent
reduced trading costs of £46m per
annum??). However, we do not yet
know whether there hasbeena
similar reduction across the value
chain or where other costs may have
increased (such as market data). In
consideringcompetitionitis also
important to recognise the potential
role of innovation, including the
possible development of disruptive
technologies, which may threaten
incumbents andimprove competition
inthe sector.

In primary markets, thereisawide
range of providers and market shares
are usually limited (below 20% in most
sub-sectors). However, we have found
some issues that may hinder effective
competition within ECMand DCM. We
are seekingto address these through
our follow-up to the Investment and
Corporate Banking Market Study on
restrictive contractual clauses, the
IPO allocation process, use of league
tables, and availability of information
duringthe IPO process.

In secondary markets, network effects
and economies of scope and scale
bring significant benefits to users—for
example, inpoolingliquidity. However,
they create significant barriers to
entry and (in some cases) switching.
Firmsin some areas of the secondary
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Technology is evolving
rapidly in wholesale
markets, increasingboth
the volume and speed

of transactions

'/

10. FCA Insight - UK equity trading costs
continue to decline 02 November 2016.
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Theincreasing
globalisationand
accessibility of
wholesale financial
markets means the
risk of financial
crimeis high

{4

11. Fidessa and LCH Swapclear website.
12. PwC, Global Economic Crime Survey (2016).
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market may still retain large market
shares, which may suggest some
market power. Examplesinclude
equity trading, settlement, market
data, creditratings, indexes, and
middleware, thoughitis not clear
whether thisisleadingtoanabuse of
market power.

Formarketinfrastructure providers,
one of the key aims of MiFID was to
introduce competition. Thiswas
achievedandledtoanumber of new
entries—especiallyamong trading
venues (egMultilateral Trading
Facilities). Even so, the two largest
trading venue operators stillaccount
foraround90% (in 2015) of the total
tradedvalue of UK equities and LCH
accounts foraround 95% of cleared
global OTCinterest rate swaps.

The MiFID llrequirementsrelating to
enhancedtransparency and access
acrossinstruments andinfrastructure
may create a more level playing field for
trading venues, benefiting competition.

Financial crime

Thescale of the sectorandthe
complexity and opacity of certain
areas (suchas Direct Market Access
chains) canleadtoincreased

financial crimeriskas wellas
difficulties in addressing financial
crime. Notwithstanding this, recent
regulatory action,including FCA
supervision and enforcement activity,
has triggered significantinvestment
insystems and controls to tackle
financial crime, and we have seen
improvementsinfirms'ability to
detectand prevent financial crime.
Largerand smaller firms alike have
made someimprovements, and
senior managementengagementhas
increased significantly.

However, some firms may still present
risks (particularly those with less
resource tocommit, less sophisticated
systems and controls and fewer
people with appropriate skills). Such
firms may be seen as gatewaysinto
the financial systems, andtargeted

by criminals who go on to commit
financial crime onalarger scale.

Furthermore, theincreasing
globalisation and accessibility of

wholesale financial markets means
the risk of financial crimeis high. Global
money laundering transactions are
estimatedto accountfor 2-5% of
global GDP. *2

Different standards across
internationaljurisdictions pose
challenges for firms operating cross-
borderandraise therisk ofimporting
lower standards into the UK.

Interms of monitoring, the
complexity and fragmented nature

of financial crime regulations can
make this difficult. The difficulties

of detection are exacerbated by

the pace of technology innovation,
which continually presents new
opportunities for criminals and thus
requires ever-evolving modes of
detection. However, technology may
also help the detectionand mitigation
of financial crime risks by enhancing
market-wide information sharing, and
by makingit easier to assess therisks
posed by individuals and transactions.

Stability and resilience

We have seen change and
improvementsinboth the regulatory
regime and firms. Prudentialand
financial stability regulation has
made firms and markets collectively
more resilient—particularly from
asystemicand counterparty risk
perspective. Althoughthe efficacy
ofthe new regulatory framework
remains untestedin ahighly stressed
environment, the EU referendum
was a positive example of successful
mitigation of a knownrisk and
evidenced how firms have improved the
way they prepare themselves and their
clients for risk events. Within market
infrastructure firms, governance,
systems and controls appear to
haveimproved. Major exchanges also
seemtohave appropriateimpact
mitigation mechanisms.

In spite of these improvements,
infrastructures and market usersare
atincreasingrisk of cyber-attacks. The
number and sophistication of attacks
continues torise although there have
beeneffortstoimprove systems,
controls, reporting and coordination
suchas CBEST testing. Increasing



use of third parties and outsourcing
(egmiddleware providers) may also
increaserisk, where the supply chain
becomesincreasingly complicated
and concentrated. Aworsening
economic situationand the UK's exit
fromthe EU couldlead firms to cut
backoninvestmentinIT, systems
and controls, which would exacerbate
some of these concerns.

We are also aware of the potential
stability risks created by algorithmic
trading. Theinherent automation

and speed may encourage herding
behaviour and catalyse flash crashes,
amplify market volatility and potential
losses for firms andinvestors. Thisisin
addition torisks associated with errant
algorithms and the potential use of
speedtomanipulate markets.

Potential stability risks resulting from
herding behaviour have also been
raisedinrelationto passive funds.

Access, effectiveness

and predictability

Although, technology andinnovation
has the potentialto enhance access
and effectiveness, such as blockchain
clearingand settlement, we have a
number of market-specific concerns
relatingto access, effectivenessand

predictability across different markets.

In primary markets, while many
clients, particularly large corporates,
have good access, we recognise
improvements could be made insome
areas, suchastheIPO share allocation
process and availability of information
duringthe IPO process.

Inthe derivatives market, concerns
have beenraised about the ability

of some userstoaccesshedging
products. Concernshave alsobeen
raised about theimpact of regulatory
change onliguidity in some markets,
suchas corporate bonds. Market
participants are worried that future
regulations may reduce it further,
especiallyinthe debt markets.

More broadly, depending on how
firmsrespond, the UK's withdrawal
from the EU mayreduce the services
offeredto UK clientsin some markets
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raising additionalaccessissues or
hamperingliquidity.

Fairness and cleanliness
High-profile enforcement cases
have helped raise awareness of
market abuse risks, and we have seen
improvementsin firms' conduct

and culture.

Participantsin the equity markets
generally have sophisticated systems
and controls to manage market abuse.
However, ensuring the positive tone
fromthetopreachesalllevels, and
that clear accountabilityisinplace,
remains a challenge. Inaddition,
smaller firms may not have reached
the same standards as bigger firms
and may pose risks beyond their size.
Forexample, a mid-range broker

offering DMA services may not see the

benefits of investingin sophisticated
systems and controls, and may
knowingly or unwittingly allow access
tothe marketto groups whopose a
threat. This demonstrates the trade-
off betweenincreasingaccess and
maintaining high standards.

Furthermore, areas that have not
been subject to market abuse

regulationmay be less well prepared to

mitigate the risks. For example, debt
markets, spot FX, cash commodities
and OTC derivatives markets may

not have the same standards of
governance and systems and controls
as the equity markets.

Cross-venue and cross-asset market
manipulation also may present
particular monitoring challenges as
does sophisticated and encrypted
communication tools.

Areas of focus

Our assessmentidentified emerging
prioritiesrelatingtoIT and cyber-
resilience. We highlightedrisks, and
drivers of risks, that are inherent to
the sector, including the management
of conflicts of interest, market abuse
and financial crime. We alsoidentified
anumber of areas where we believe
ongoing monitoringis critical (such
as the possible consequences of
regulationand liquidity levels in some
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High-profile
enforcement cases
have helpedraise
awareness of
market abuserisks,
and we have seen
improvementsin
firms’ conduct

and culture
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markets) and where we would benefit
fromadeeperunderstanding (such as
competitiondynamicsin certain areas
of the secondary markets).

Conflicts ofinterests and
informationasymmetries

The nature and structure of wholesale
financial markets mean that conflicts of
interestandinformation asymmetries
remaininherentdrivers of risk. High
levels of horizontal and vertical
integration give rise tonumerous
conflicts ofinterest, particularly

where firms actboth as principals and
agents. Effective management of
these conflictsis fundamentalto firms
meeting theirregulatory requirements.
Insome cases, failure to do so may
reflect deeper problems, suchasan
inappropriate culture.

Information asymmetries are driven
by the complexity of products and
services, alack of transparencyin OTC
markets, and varyinglevels of user
sophistication. These information
asymmetries exacerbate conflicts of
interests andimpede users'ability to
compare providers. Cross-sellingand
bundling add to the complexity, and
further reduce the incentive and ability
toshoparound.

Market abuse

There continue to be incentives for
opportunists and participantsin
organised crime to undertake market
abuse. Some markets are particularly
illiquid, makingthem more prone

to manipulation. Giventhe volume

of transactions, increasing ease of
accesstomarkets andthe lack of
transparency, it can be difficult to
identify instances of abuse.

Within some institutions, we have
identified weaknessesin systems
and controls and governance
arrangements to mitigate therisks
of market abuse. Poor culture may
be adriver of risk, particularlyin areas
where there has previously been
limited or no oversight. Given the
difficulty of monitoring, cross-venue
manipulationis also a significant
concern. Theincreased demands on
senior managementresulting from
the UK's withdrawal fromthe EU (and

potential future market volatility) may
increase these risks by diverting firms'
focus away from controls, and making
detection harder.

Market power

Network effects across wholesale
financial markets benefit market users,
but may alsoraise competitionissues.
Anexampleis secondary markets,
where trading venues competeona
European and global basis to attract
flows. This creates clear benefits for
market usersinterms of liquidity,

but couldleadto pockets of market
power. Otherareasinclude provision
of benchmarks, post-trading services,
market data and middleware—all
markets where network effects are
likely to play animportant role. Abuse
of market power canlead to sustained
higher prices, or the ability to offer
poor quality withoutlosing business to
competitors. Over time, consolidation
intheindustry could exacerbate
market powerissues.

Effective competition may alsobe
underminedby structural barriers to
entry, such as economies of scale,
technology andtheimportance of
reputation. Market user behaviours
may also create risks to competition
—forexample, when firms are able
torestrictaccess (or give access
onunfavourable terms) to services
that are necessary to participate
inother markets, such as clearing
inthe derivatives trading markets.
When considering competition
itisimportanttorecognise when
providers are competing on a global
scale to offer their services, and
ensure any assessmentreflectsthe
appropriate geographical scale.

Financial crime

Specificrisks may arise fromlack
of awareness or expertise within
smallfirms, but also fromfailure to
embed awareness acrosslarge
global organisations. In addition,
complex transactions and those
thatinvolveriskyjurisdictions area
particular concern.

Anti-money launderingand Know Your
Customer standards may come under
pressure as firms and governments
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seektoreducebarriersto cross-
border financial activity and to the
growing speed of transactions.

Technology andIT systems
Technology andIT systems already
play animportantrolein this sector,
andinsome areas they areintegral.
Technology developments are driving
changestomarket structures and
market models which may transform
the nature of the issues we are seeing.
Increasing electronification (more
venue-based electronic trading) and
digitisation (use of strategies and tools
such asalgo-trading), high reliance on
technology and theinterconnectedness
of markets atthe Europeanandglobal
levelmeanthat cyber-attacks or
systemglitches may cause widespread
disruption. Firms often outsource

IT services, but may fail to exercise
appropriate oversight over the supplier.
Thiscanleadtorisksinuser protection,
market stability andresilience.

Risks to stability and resilience may
also arise from concentrationrisk,
forexample where unregulated
middleware providers provide market
infrastructure to secondary markets.
Thiscanbe aparticularissue

where thereisjusta single supplier
orasmallnumber of suppliers.

Some participants may struggle to
deal withthe demands of upgrading
legacy systems.

The consequences of regulation
The wholesale financial markets

have seen far-reachingregulatory
changeinrecentyears. Thishas
focusedonreducing systemic risk and
increasing transparency and oversight.
Regulationis also havinganimpact
onmarket structure. Heightened
capitalrequirements have seen

banks withdraw from certain business
lines, or offer more bespoke hedging
arrangements to some clients. This
couldincrease therisk of clients (both
corporate and financials) having
reduced access to services they need.
Some interventions, either individually
or cumulatively, may have a mixed (or
adverse) impact onthe effectiveness
or predictability of the sector. Itis
important that we continue to monitor
these developments.
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