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Sector Viewsarea
snapshot of asector
atagiventime.

They set out what we
already know but,
justasimportantly,
they tellus wherewe
need to know more
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Sector Views
Introduction

Section 01
Introduction

Toregulate effectively we need a view of how the
systemis working as a whole —as well as withinits
component sectors and markets. To develop this view,
we divide the systeminto sectors and monitor them
continuously using a wide range of data and intelligence.
The picture evolves almost daily, but once a year we bring
our collective intelligence together into documents called
Sector Views. These give us a picture—an FCA view —

of how a sectoris performing. Sector Views describe

the sector, the need it seeks to fulfil, theissues and
developments we are seeing and the impact of change.

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

Sector Views play animportant
partinourwork. Each Sector View
helps determine our priorities for
asector, our resourcing decisions
and our operational plans. We use an
intervention framework to establish
where harmis occuringand why. We
analyse the scale andimpact of the
harm, and we assess how effective
differentremedies could be. Our
Business Plan then 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
andthe approach we take to delivering

our objectives. EU withdrawal features
more prominently in some Sector
Views than others butisaconsistent
theme across the financiallandscape.

Lastyear, we made acommitment

to publish our Sector Views annually
after our Boardhas approvedthem.
Thisyear's Sector Views contain
information based onthe data
situationand our views at mid-2017.
We are publishing them alongside our
Business Plan.

We would welcome your feedback on
our observations. Please send your
commentsto 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. We gather qualitative
and quantitative information to show what is happening
in markets. We consider thisin the context of outside
factors that mightinfluence the sectors, such as
macro-economic, technological, and social policy
changes. We also consider the relationship between
each sector under review and other sectors. This gives
us as full a picture as possible of the key developments.

Sector Views are developedin
three stages:

Understanding the sector Identifying the key themes The Sector Views coverall

We identify and map the markets for consumers, firms and the the markets weregulate,

thatwe arelooking atinthe sector, sector more widely grouped into seven sectors:

the size and scope of the sectorand Finally, based on ourassessment, . Retailbanking

markets andinherent features of weidentify the key themes and

the sector. Thisincludes consideration  associated harmsinthe sector, + Retaillending

of consumers, their needs, the based onthe actual or potential « Generalinsurance and protection
products and services offered and harmthey cause. The areas of focus . Pensions savings

the firms that supply them. we identify theninform our planned andretirement income

activity inthe sectors. . Retailinvestments

Assessinghow the sectoris

performing and what is driving We also assess how sectors are + Investment management
changeinthe sector interactingwith each otheras part + Wholesale financial markets
We analyse what the dataand of the wider financiallandscape.

intelligence are tellingus. We look We identify cross-sector themes

athow the sectoris performing thatarerelevanttoanumber of

for consumers and firms, the sectors, orthatbegininone sector

effectiveness of competition, whether — andaffectanother.
markets operate fairly and cleanly, and

theimpact of market-wide forces. We

thenlook at developments that may be

drivingchange inthe sector, including

externalfactors, and consider how

these willimpactany harms and drivers

we have identified and also whether

they may giverise to new harms.
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Introduction
Methodology
Taking into account available intelligence, data, information,

currentrisks and issues, the following lenses are used to assess
what is happeningin the sector.

Market integrity

Stability and resilience

Are markets, infrastructure and firms
sustainable and resilient to disruption?

Effectiveness

Are prices formed, and users able to
undertake transactions, efficiently
and predictably?

Fairness and cleanliness

Are there clear, proportionate
and consistently applied rules,
and mechanisms thatsupport
compliance? Do market
participants act, and are
they treated, fairly?

Consumer journey

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 aresult of their lack of
understanding of their needs,
now and in the future?

Taking actions on decisions

What prevents consumers from
acting on their decisions or choices?

Consumers are empowered
and buy products/services offering
the best value for money
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Firms compete
vigorously to offer
consumers a fair deal
Market wide
drivers

Barriers to entry
or expansion

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

Side effects on other parties

Do firms or market participants actin
away that could have, or has had, side
effects on other parties?

Consequences of regulatory
or government intervention

Chapter 02
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Firms'intent
and behaviour

Firm specific behaviours

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

Firm specific
incentives

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

Conflicts of interest and competition

Suppliers coordinating

Do firms collude, damaging competition,
causing harm to consumers?

Conflicts of interest

Has regulatory or government action
led to adverse impacts on firms,
competition between firms,

or outcomes for consumers?

When firms are obliged to actin the
consumers interest, do theyinstead actin
their owninterest?

Restrictive agreements within supply chain

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

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?

10






1. The Bank of England defines SMEs as those
non-financial businesses with an annual
turnover on the main business account of up
to £25 million. The majority of lending to SMEs
for business purposes is outside the FCA's
regulatory perimeter, but most SMEs need
access to credit and lending products.
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Retail banking
Sector View

The retail banking sector is widely used by consumers
inthe UK. The average value of savings held has increased
as has the total value of UK payments.

We've identified that the retail banking sector is going
through significant change as aresult of regulatory
change, changing consumer behaviour, and rapid
innovation. Initiatives such as the revised Payment
Services Directive (PSD2) and Open Banking will
potentially alter the relationship between firms and
consumers. The major banks' share of the savings market
has decreased. While this may indicate a potentialincrease
in competition, the major banks stillaccount for most of
the market. Challenger firms are exploring opportunities
where they can compete with the major banks, using
technology and clearly focused business models to gain

a competitive advantage.

Foranalysis, we have divided the
sectorintothe currentaccount
market, the savings marketandthe
payments market. Taken together,

Introduction to the sector

Theretailbanking sectoris the
gateway into financial services for

most consumers, including smalland
medium-sized enterprises (SMEs).! It
enables users to make fastand secure
payments, hold funds securely, have a
credit buffer to smooth cash flow, build
savingsforthe shortandlongterm,
andearninterest.

Figure 1: Overview of the retail banking sector

Consumers

Individual
consumers

;i

SMEs

Bl Retail banking markets

Deposits markets

Cash savings

Current
accounts

Payment services

Payments

e-money
Money
remittance
Merchant O
acquiring

Credit card
transactions

the cash savings andthe current
account markets form the market for
retaildeposits. The payments market
includes currentaccounts, electronic
money services, money remittance
services, merchantacquiring, and
credit cardtransactions. Inpractice, the

Retail lending sector

Retail lending markets closely linked to retail banking 12
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73 million

Personal current accounts?

4 million

Business current accounts?

26 million

British adults have
asavings account*

People in unbanked households,
2013/14°

730,000

- 11%vs 2012/13

Unbanked adults in the UK,
2013/14

1.71m

~ 14% vs 2012/13

2. GfFK FRS, data six months to December 2016.
3.Bank Support for SMEs, Q4 2016, BBA.

4. FCA calculation based on GfK FRS December
2016 dataand ONS data.

5. Unbanked households: Financial Inclusion
Annual Monitoring Report 2016, University of
Birmingham.

6. GFKFRS, data six months to December 2015
and December 2016.

7.UK Payment Markets 2017, Payments UK.

8. GfFK FRS, data six months to December 2016.
9. Financial Inclusion Annual Monitoring Report
2016, University of Birmingham.

10. Current Account Switch Service Dashboard,
issue 13, Q4 2016, Bacs.

11. UK Consumer Payments 2016, Payments UK.
12. Telephone, online or mobile banking.

13. UK Consumer Payments 2016, Payments UK.
14. UK Consumer Payments 2017, Payments UK.
15. GfFKFRS, data six months to December 2016.
16. GfK FRS, data six months to December 2016.
17.Business current account 4m: Bank Support
for SMEs, Q4 2016, BBA. SME 5.5m Business
Population Estimates for the UK and Regions
2016, Department for Business, Energy and
Industrial Strategy.

18. UK Payments Market 2017, Payments UK.

13

Financial Conduct Authority
Sector Views 2018

distinction betweenthe sub-sectors
isnot clear-cut, althoughithelps to
describe and understandthe sector.

Theretail banking sectoris closely
linked to theretaillending sector.
Overdrafts areinseparable from
currentaccounts and creditand
charge cards are sometimes tied to
acurrentaccount, although they are
also offered as stand-alone products.

Key developments
inthe sector

Our latest data show the retail banking
sectoriswidely used by consumers
inthe UK. Inthe cash savings market
there hasbeenasmallincreasein

the percentage of adults with cash
savings. The average value of savings
heldhas alsoincreased by 3% to
£17,403 fromthe previous year.®

In 2016, there were over 73,600
payments made by consumers and
businesses every minute. During 2016,
UK paymentvolumesincreasedto

39 billionwith atotal value of £7,669
billion (excluding CHAPS). Consumers
accountedfor 89% of allUK payment
volumesand 21% of their value
(excluding CHAPS).”

Currentaccount market
Competitioninthe currentaccount
marketremains muted. Thisis likely
tochange overtimeasaresultofthe
combined effect of new technology,
changing consumer behaviour, and new

Personal current account

Business current account 4m

entrants. We anticipate that regulation
willalso helpimprove the current
account market competitive landscape,
notably PSD2, and the Competitionand
Markets Authority (CMA) remedies,
including Open Banking.

Fee-basedreward accounts,
which offer higherinterestrates
onbalances, have emerged asan
alternative to savings accounts.
Some electronic money accounts
provide similar functionality to
traditional currentaccounts.

The currentaccount continues to

be the most widely held financial
product with 96% of UK adults
holding a personal current account.®
However, the Financial Inclusion
Annual Monitoring Report (2016)
identified that 1.71 million adults were
unbankedin 2013/14.° Switchingrates
have remained static, with 1.01 million
currentaccounts switched through
the switching service in 2016.1°

44% of consumers have more than
one currentaccount.™

Consumersincreasingly use mobile
anddigital channels with over

40 million adults usingremote!?
banking channelsin 2016.** Mobile
banking has seenanincreased

uptake inthelast three years with

19.6 million mobile banking usersin
2016, comparedto 8.9 millionin2013.*

The number of consumerswho only
use branches to manage theiraccount
continuestofall. Since 2012 it has
fallenby 14%,to 12.4 millionin 2016.1°

Type of account Number of accounts, 2016

72.6m

96% UK adults'®
5.5m SMEs"’

Recent trends in users of remote banking on main current account'®

Channels used Adults
Telephone only 12.6m
Mobile banking 19.6m
Online banking 37.3m
Total remote banking users 40.7m

vs 2013
v10%
~120%
~21%
~ 16%



Firms are continuingto close branches,
aswellas transferring the provision of
counter services to the Post Office to
provide access to consumers who may
nothave abranchnearby.

Savings market

Technology andlowinterestrates

are havinganimpact onthe savings
market. The big six group's’® overall
market share of savings by value fell
from 63%in March 2015 to 56%in
September 2016.?° Additionally, their
share of new business fell from 59%
inMarch 2015to 45.6% in September
2016.?* Challenger firms are exploiting
low technology costs torun business
models specialisingin a specific
area(monoline models), where

retail deposits fund a niche lending
business. Averageinterestrates
continued to decline with, for example,
averageinterestratesforoneyear
bondsreducingfrom 1.23%in May
2016t00.98%in May 2017. Household

Figure 2: Household saving ratio
as a percentage of disposable
income (excluding pension equity
adjustment)*

3.2
3.0
2.7
19
1.6

2011 2012 2013 2014 2015 2016

Payment volumes, 2016%’

Method of payment

Cash (over £1)

Cheque

Faster payments

Debit card

Credit/charge card
Standing order/direct debit
Other personal payment
Total
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savingratioalso droppedto 0.4% of
disposableincome, suggesting that
consumers are savingless.

Payments market

Technologyis also changingthe
payments market;in December 2016,
32% of consumers made a mobile
payment.?? Businesses from other
sectors are nowworking to offer
payment functionality to their
customers andfinancial technology
(FinTech) firms are building
partnershipsinfinancial services.

Technology firms are looking for
opportunities to shareinthe value
chainand useinsight from consumer
data. Many of these firms operate
outside theregulatory perimeter, that
is, beyond the legal powers given to
the FCA. As aresult, this market may
becomeincreasingly fragmented, with
more firms but lesslikelihood any of
themwillbecome dominant.

Average interest rates*
Easy access account

May 2016 May 2017
(o)

0.58% o0.37%

One year bond

May 2016 May 2017

1.23%

0.98%

Personal regular payments

378m ¥ 12%vs 2015
40m v 31%vs 2015
157m ~ 3%vs 2015
192m + 11%vs 2015
42m n/a
4,163m ~ 4% vs 2015
41lm ~ 8% vs 2015
5,013m ~ 2% vs 2015
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18.Barclays Group, HSBC Bank, Lloyds Banking
Group, Nationwide Building Society, RBS
Group, and Santander UK.

20. GFKFRS, data six months to March 2015
and September 2016.

21. GFKFRS, data six months to March 2015 and
September 2016.

22.Mobile paymentsinclude all the payment
methods which can be made viaa mobile
phone. Thisincludes, butis notlimited to,
payments via mobile banking apps; purchases
made online by shopping in a mobile browser;
in-app purchases and purchases from app
stores; using a phone to initiate in-store
contactless payments; and payments initiated
though online messaging service. Data from
GfKFRS, December 2016 data.

23.Q4 figures, OBR.

24.Moneyfacts Treasury Report, UK Savings
Trends, May 2017.

25.Moneyfacts Treasury Reports, UK Savings
Trends, May 2017.

26. UK Payments Market 2017, Payments UK.
27. UK Payments Market 2017, Payments UK.

£1,569bn

Total value of retail deposits?®
(including current account and cash
savings)

~ 5% growthinretail deposits
2015to0 2016

39bn

Total volume of payments®
(ex CHAPS)

~ 3% growthin payment volume
2015t0 2016

Personal spontaneous payments

14,824m v 11%vs 2015
234m v 9% vs 2015
517m ~ 39%vs 2015

11,112m ~ 15%vs 2015

2,423m ~ 6% vs 2015
442m ~ 375%vs 2015
29,562m - 1% vs 2015

14
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28.2016 Data Breach Investigations

Report, Verizon.

29. Identity fraud reaches record levels,
CIFAS, 15 March 2017.

30. The Payment Systems Regulator (PSR),
the FCA and the payments industry have
been undertaking work to reduce the

harm to consumers from authorised push
payment scams. The PSR published areport
and consultation in November 2017 (CP17/2).

'/ 4
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Cross cutting developments
Cyber-crime, attacks and financial fraud
continue to grow and pose a serious
challenge to theresilience of the UK
financial system. There were anumber
of high-profileincidentsin 2016 andthe
2016 Verizon Data Breach Report found
that tenvulnerabilities accounted for
85% of successful breaches.?®

Fraudsters are shifting theirmethods
away fromusing malware attacks on
online banking systems to those that
make itless likely banks willintervene,
suchas scams which target consumers
directly.In 2016 there were 172,919
incidents ofidentity fraud, anincrease
of 52% since 2014.% There are concerns
thatfirms’proceduresforhandlingcases
of push payment scams canbe unclear
ornotconsistently applied, andthere
are insufficientdatatounderstandthe
scale ofthese scams.*® Consumers
themselves are not always able to
identify and avoid sophisticated scams
andwe continue toworkwithindustry
andthe PSRtoreduce theharmsto
consumers from push payment fraud.

Interms of competition, there are new
playersinthe market whichindicates
thatbarriersto entry may bereducing.
Therearefournewdigital banks, niche
lenders entering the savings market,
and anew clearingbank. Following the
implementation of PSD2, the number
of new entrants may increase further.

Cyber-crime and financial fraud continue

to grow. There were a number of high-profile
incidentsin2016. The 2016 Verizon Data
Breach Report found that ten vulnerabilities

accounted for 85% of successful breaches

'/
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Drivers of change

Consumers themselves are embracing
digitaltransactions for their ease of
access, and firms are responding with
new services and products. PSD2

and the CMA remedies should enable
consumers to compare products more
easily, potentially leading toincreased
shoppingaround and encouraging
greater competitionamongfirms. If
new entrants provide niche products
and services which existing firms
currently find unviable then this could
benefit segments of the population
thatare currently underserved.

Firms

As firms make greater use of
technology, banks may have to
compete with FinTech firms foreach
aspectoftheirservice. Thisis likely
todisrupt the traditional value chain,
leading toincreased fragmentation
with more playersinthe market. Banks
may serve as platforms for account
information and other services, with
third-party companies building their
own applications using the banks' data.

Open Bankingmay increase the
opportunities available from using big
dataandadvanced analytics, creating
potential for new types of businesses
thatdid not previously exist. As a
result, established business models
couldbedisrupted andincreased data
sharing could create challenges for
data security.

Smaller challengersare likely to
targetniche markets where they
have a competitive advantage over
established firms. This could be by
offering specific banking services
which focus on customer experience,
potentially erodingincumbents'
market share and margins. If
challenger banks can continue to
offer market-leadingrates, they

may increase their market share

for cashsavings. Thismayincrease
competitionand persuade consumers
toshoparoundin greater numbers.

Technology firms are exploring
opportunities, particularly around
payments, where they can compete



forashare of the payment value
chain. Atechnology company with an
established consumer brand might
challenge theincumbents'market
share. Digital banks have alower

cost base than existing firms and will
become commonplace as people
become more willing to use online and
mobile banking.

Consumers

Household finances remain stretched
and demand for traditional savings
products may fall asaresult of
squeezedincomes and negative real
interestrates. Consumers seeking
abetterreturnmay be movinginto
higher-yield investments that may
alsoinvolve morerisk than traditional
savings accounts.

Anincreasing shift towards digital
transactionsislikely as many
consumers are willingto engage with
new products and services offering
greateraccess and convenience.
This may openthe marketto new
challengers, andleadincumbents to
adoptnew services and products.

Products

Basic bank accounts and e-money
accounts have emerged as products
aimed at consumers with little or no
credithistory. Personalised budgeting
solutions have potentially wide
benefits and may be particularly useful
for consumers with lowerincomes or
lower financialliteracy.

Consumers'use of cashis expected
to continue to decline as transactions
become increasingly cashless. New
types of payment services such as
mobile wallets or payments via social
media are likely to evolve further.
Biometric solutions are becoming
more commonplace asameans to
authenticate consumers'identity or
authorise payments.

Distribution channels

The ongoing shift to digital channels

is likely to continue giving consumers
greater convenience and functionality,
atlower costsforfirms. There

may also be a greater evolution
towards automated bank branches.

Financial Conduct Authority
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Incumbents willincreasingly be looking
to develop multi-channelmodels
which allow consumers to switch
seamlessly between channels as

they move through atransaction.
Forexample, this couldinvolve
enablingaconsumer to switch from
anonline transactiontobeingable

to speak to an adviser usingvideo
messaging technology.

Areas of focus

During our analysis of the retail banking
sectorwe haveidentified anumber of
areas of focus where consumers could
either sufferharminthe future orwhere
harm already appears to be occurring.

Impact of technology
andregulatory change
Regulatoryinterventions such
asPSD2 and the CMAremedies
offer consumers opportunities
throughincreased competition,
andincumbents' responses willbe
important to realising this.

Asthe marketresponds tothese
interventions, potential harms
might arise fromincreasing use of
digital channels and data sharing.
Cyber-attacks areincreasingin
number, scale and sophistication.
Poor IT stability and security may
cause disruptionto consumers
through banking service disruption
or payment outages. This can cause
financialloss for consumers and
firms. It can also cause reputational
damage to, andinhibit the effective
working of, firms and markets.

Another characteristic of the
evolvingmarketisincreased sharing
of databetween firms. The misuse or
loss of personal data for consumers,
orfirms'reliance oninaccurate data
couldleadto consumer needs not
being met, financialloss, and reduced
market participation.

Inthe payments market the
infrastructureis becomingincreasingly
complexandtheregulatory
framework willneed to keep pace with
technological developments. New and
innovative payment firms are entering

Chapter 03
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the market, offering consumers novel
and often competitively priced ways
tomake payments. This has positive
implications for consumers and the
market, althoughitisimportant that
these new firms fully understand
theirregulatory obligations and have
adequate governance and systems
and controls.

Financial crime and anti-money
laundering controls

Preventing financial fraud and money
launderingremains animportantarea
of focus. Scams are becoming more
sophisticated, while for consumers
increased use of data sharingand
socialmedia as part of digital banking
may also make them more susceptible
tofraud. If prevention measures
donotkeep pace thereis potential
forincreasing financiallosses to
consumers and firms. Similarly, both
existingand new entrant firms need
to maintain adequate controls that
prevent money laundering.

Incumbent business models

Levels of consumer engagement and
switching are generally lowin retail
banking, and consumer inertiameans
thatincumbentsretain their position.
Theyhave limitedincentive toinnovate
andimprove quality and price, while
new firms struggle to grow and gain
market share.

Lookingahead, there are anumber

of developments that couldimprove
the competitive environment for
banking, but which will presentboth
opportunities and challenges for
incumbent firms. Theywillneed to
adjust to significantlevels of changein
regulation, technology and consumer
demandagainst a background of lower-
for-longerinterestrates.

Additionally, asincumbents'business
models adaptto meetthese demands
thereis potential that some of the
harms discussed could developif
changes are not executed effectively.
Thereisalsoapossibility that
incumbent firms may wishto focus on
more profitable consumer segments,
potentially leading to problems of
accessformore vulnerable consumers.

16
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Consumer credit lending
continuedtoincrease...
This was driven primarily
by increasesinthe
amounts borrowed
oncredit cards, motor
finance, and unsecured

personalloans

'/ 4

17

Financial Conduct Authority
Sector Views 2018

Retail lending
Sector View

Theretaillending sector is facing a period of potentially
significant change as the economic environment develops
andtechnology continues to change the way in which
firms interact with consumers.

We've identified that consumer credit lending continued
to grow, driven primarily by increases in the amounts
borrowed on credit cards, motor finance, and unsecured
personalloans.! There was notable growthinsome of the
smaller credit markets including peer-to-peer lending
and some of the high-cost credit models.? Growthin

the mortgage sector was primarily driven by first time
buyers and re-mortgages. Consumers are likely to
require flexible products to help manage variable incomes,
while squeezed household income growthis likely to
increase the demand for debt advice. The increasein
consumer credit lending raises questions about the
long-term sustainability of this growth,® including any
wider economic impact and how firms treat customers
that fallinto financial difficulty.

1. Consumer credit lending continued to increase, with an annual growthrate of 10.3%in the
twelve months to April 2017. The annual growth rate has since slowed and stood at 9.5% for the 12
months to December 2017. Bank of England, Money and Credit.

2. FCAHigh-Cost Credit Review Technical Annex, July 2017. Peer2Peer Finance Association.
3.FCAInsight, "Who's driving consumer credit growth?’, January 2018.
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Introduction to the sector

Retaillendingis asingle,
interconnected sector which allows
consumers to fund their spending
orrefinance debt by drawing on their
expectedfutureincome. The sector
serves consumers, including smalland
medium-sized enterprises, providing

« Consumer credit, which allows

funds for everything from everyday

expenses to buyingaproperty. Retail
lendingis made up of:

« Mortgages, which areloans secured
againstaproperty. Theyare mainly
usedtofundorrefinance aproperty
purchase overanumber of years.
Theymay also be used forinvestment
purposes ortofinance abusiness.

consumers access to sources of
flexible finance for arange of needs
from, for example, everyday
expenses to the purchase of
vehicles. Creditis offeredona
secured and unsecured basis.

There are many ways for consumers

toaccesslenders, either directly
orthroughintermediaries, such as

Figure 3: Overview of the retail lending sector

Consumers

Individual
consumers

i

SMEs

Distribution

Mortgage
distribution services
« Advice

« Introduction

Credit

distribution markets
« Loan broking

» Finance broking

« P2P platforms

mortgage or finance brokers,
orviapeerto peer platforms. Other
sectors also provide distribution of
these products, includingretailbanks
and generalinsurance brokers.

In addition, anincredibly diverse range

Lending

Mortgage
lending markets
+ Residential

» Buy-to-let

» Equityrelease

Mainstream lending
markets

« Credit cards

« Personalloans

« Overdrafts

Sub-prime

credit markets

« HCSTC

« Home collected
credit
Pawn-broking
Guarantor lending
Log book lending

Secondary
credit markets

« Renttoown

« Retail finance
- Motor finance

W Mortgage sector markets M Credit sector markets
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Services

Mortgage
administration

Debt services markets
» Debt purchase

« Debt advice

« Debt collection

Credit reference
agency/information
services
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£198bn

Total value consumer credit
outstanding, April 2017

~ 10.4% increase in 12 months
to April 2017

£68,080m

Credit card value outstanding

- 9.7% increasein 12 months
to April 2017

50 million

Credit card accounts
held by 31.8 million consumers

4. Bank of England Statistics - Money and Credit,

April 2017.

5.Bank of England Statistics - Money and
Credit, April 2017.

6. AMoneyfacts UK Treasury Report found
that the average rate onloans of £3,000 over
three years has now breached 15%, compared
toarate of 14.6%in October 2016. Loans of
£1,000and £2,000 have also increasedin the
same period by an average of 0.5% and 0.8%
respectively. (Moneyfacts, UK Credit Trends
Q12017)

7.Asof Q1 2017, the average purchase term
was 316 days (anincrease of 22 days over the
quarter), while the average balance transfer
term hasrisento 657 days (up from 637 days
in December 2016). Moneyfacts Treasury
Report, UK Credit Card Trends, Q1 2017.
8.FLA Data. The FLA has subsequently stated
that the annualrate of growth slowed to 6.0%
inthe twelve months to December 2017.
9.FLA Data. New POS lending to consumers
for car purchases in the twelve months to
December 2017 totalled £34.2 billion.

10. Bank of England Statistics - Money and
Credit, April 2017.
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of businesses also provide access to
creditas asecondary activity to their
main line of business, fromretailers to
health services.

This sectoralsoincludes firms that
provide ancillary services toboth
consumersandfirms. Theseinclude debt
collectors, debt advisors, administrative
services and credit reference agencies,
which provide information about the
financial status of individuals.

Key developments
inthe sector

Our latest data show considerable
growth across many of the markets
inthe retaillending sector, including
consumer credit, personalloans,
motor finance andloan-based peer-
to-peer.Inthe nearto mediumterm
we expecttechnologytohave a
significantimpact across this sector,
particularly as firms starttorespondto
PSD2 and Open Banking.

Consumer credit

Consumer creditlendinghas continued
to grow significantly, driven primarily
by credit cards, motor finance and
unsecured personalloans. There has
alsobeennotable growthinsome of
the smaller markets, such as peer-to-
peerlending and the higher cost credit
markets, although thishasbeenfroma
lower base.

Personalloans and credit cards
The consumer credit market grew to
£198 billioninthe twelve months to

April 2017.% This was driven primarily by
anincrease of 9.7% borrowed on credit
cardsanda 10.7% increaseinpersonal
loan borrowings.’

Anumber of personalloan providers
have been pursuinggrowth basedon
price, loanamountandloan duration.
Thishasledtorecordlowinterest
ratesfor unsecured personalloans of
£10,000. However, there are some
indications thatinterestratesforloans
lessthanthis areincreasingto subsidise
headlinerates onlargerloans.®

Inthe credit card market, firms are
competing strongly on price for prime
consumers, with 0% balance transfer
and purchase rates on credit cards at
recordlengths.’

Motor finance

The motor finance market grew
8.2% inthe twelve months to April
20178 notably lowerthanthe 15.7%
growth over the same period to April
2016. New point of sale (POS) lending
for car purchasestotalled £32.6 billion
inthe twelve monthstothe endof Q1
20172 Growthinthis market continued
to be supported by Personal Contract
Purchase (PCP), with PCP accounting
for 82% of annualnewlendinginthe
POS consumer new car finance market
and 47% of new lendingin the POS
consumer used car finance market.

Sub-prime credit

Regulationto protect consumers
hashadanimpactonthe feesthat
sub-prime credit providers charge.
While the high-cost short-term credit
market remains viable as awhole, some

Figure 4: Annualised growth in consumer credit lending (%)*°

2006 2008

== Creditcards == Otherunsecuredlending

2010

2012 2014 2016



firms face challenges to theirlong-
termyviability. Several firms have either
stopped offeringloans or are looking for
additionalinvestment or new owners.
With many firms unprofitable in their
currentform, thereisatrend towards
offeringinstalmentloansinstead of
singlerepaymentloans. The high-cost
short-term credit market grew by
20%in 2016, butthe totalamountlent
was only 41% of that lent at the peak
of the market.

Figure 5: Consumer car finance: total value of new lending, 12 month total (Ebn)**
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Loan-based peer-to-peer

The popularity of the loan-based
peer-to-peer (P2P) market continues
to grow, although from alow base.
Thenumber of borrowers grew 37%
in 2016 with the totalamount of loans
outstandingincreasing by 29%inthe
twelve monthsto theend of Q1 2017
to £3.2 billion.'* There are signsthat
therate of growthinthis marketis
startingto slow.*?

Car purchase made using
PCP agreements, Q1 2017

All new car purchases
o
83%
Second hand car purchases

49%

= New car finance

Home collected credit number of
consumer/sales, 2016:*

Consumers

700,000

Value of loans oustanding

£1.6bn

~ 21% 2015

Figure 6: Home collected credit
value of loans originated (Em)

2016
£1,323
2015
£1,093
2014
2013

= Used carfinance

High-cost short-term credit
number of consumer/sales, 2016:

Consumers

764,000

3.7 million loans originated

Value of loans

£1bn

~ 20% 2016

Figure 7: High-cost short-term credit
value of loans originated (Em)

2016
2015
2014
n/a

2013

£2,500
11.Peerto Peer Finance Association.

Retail lending

12. By way of comparison, new lending in the
twelve months to Q1 2016 was 96%. Peer to
Peer Finance Association.

13.FLAdata, May 2017.

Value of new peer-to-peer lending (12 months to end Q1 2017)"*

Total value of new lending 12 month growth rate

14.Home collected credit and high-cost short-

i 0,
Totallending £3,206m ~29% term credit, Figure 6 and 7: FCA High-Cost
Business lending £2,015m 231% Credit Review Technical Annex 1 July 2017.
. 15.Based on P2PFA Data (Q1 2017) published
Consumer lending £1,191m «25% 8

April 2017.
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16.FCAFinancial Lives Survey, 2017.

17. The FCA's Mortgages Market Study
collected more data and qualitative information
on how the market works (including data on
internal product switches). This data was not
available during the development of the 2017
sector views. The Mortgages Market Study
interim report findings will be published in
Spring 2018.

18. See Figure 9. For example one provider has
stated thatit will lend to those on zero-hours
contracts, and two more have developed have
developed products for older borrowers.

19. MLAR (datato Q4 2016) - publication
April 2017.

20. Product Sales Data, extracted April 2017.
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Debt management

Since the transfer of consumer credit
to the FCA we have worked closely with
this market toimprove compliance
standards, which has led to fewer firms
in this market. We continue to engage
closely with the debt management
industry to address concerns about
the quality of debt advice.

Financial Lives Survey data suggest
that 3% of UK adults used debt advice
ordebtmanagement servicesinthe
last twelve months and, of these,
19% used a paid-for service.'®

Mortgagelending’’

Growthinthe mortgage sectorwas
primarily driven by first time buyers
andre-mortgagesand,inthe nearterm,
we expectany growthinthis market to
continue to be driven by these groups.
IN2016 the number of house sales
decreased, as diddemandin the buy-to-
letmarket, primarily due to tax changes.

There are early signs that some
firmsare starting to offerloans to
consumers who have foundit harder

togetmortgagesintherecent past'®
We expect more firmstorespond
tochangesinthe socio-economic
environmentby developing products
inthe shortto medium termfor
consumers on zero-hour contracts,
olderborrowers, andthe very-recently
self-employed within the framework of
our existing affordability requirements.

Drivers of change

Theretaillending sectoris particularly
exposedtochangesinthe external
environment, whichis likely to
influence consumer demand as wellas
firmbehaviours and theirinteractions
with consumers. Household finances
are comingunderincreasing strain
from macro-economic, demographic
andlabour market changes. We expect
thesetrendstoincrease the demand
for consumer creditborrowing and
create furtherdemandfor debt advice.
Increasingly diverse consumer needs
are likely to challenge the ways firms'
currently engage with their customers.

Figure 8: Change in the value of mortgage advances by borrower type (%)*°

Q1 Q2 Q3 Q4
2015

== First-time buyers

Buy-to-let == Other

== House purchaser/home mover

Q1 Q2 Q3 Q4 Q1

2016 2017

== Remortgager

Figure 9: Products seen as higher risk % of total mortgage sales®

= Allmortgages with>90% LTV

2016

2017

= Mortgages to self-employed and other (not employed)
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Figure 10: UK employment and types of employment growth?!
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Dec-Feb 2000=100

= Total
= Self-employed
Temporary employees
= Total people working full-time
== Total people working part-time

2000 2002 2004 2006 2008 2010 2012 2014 2016

Inthe near to medium term we expect
increased use of technology to have
wide-reachingmarketimpact. This will
grow as firms starttorespondtothe
opportunities provided by Payments
Services Directive 2 (PSD2) and

Open Banking, which may accelerate
the digital transformation of lending
andthe means by which firmsinteract
with consumers.

Consumer
Squeezedrealhouseholdincome
growthislikely tolead toarisein
borrowing for groups onlower
incomes. Labour market changes,
includingthe growth of self-
employment, zero-hour contracts
and more flexible work patterns (the
'gigeconomy’) will challenge many
households' financial resilience. This
willlead to consumers requiring flexible
productsto help manage variable
incomes. Squeezed household
income growthis alsolikely toincrease
the demand for debt advice.

Products

As consumers' needs grow more
diverse (both withinand across
generations), we expecttosee a
growthinthe number of products
available to meet them. We expect
demand for flexible lending products
from consumerswithless secure
employmentorincome toincrease.
Forexample, in consumer credit we
are seeinganincreasein 'income
smoothing’ products which aim to
level out the income of those with

irregular (and typically low) incomes
through the provision of credit.
Therange of mortgage products
availableis also growingto meet
cross-generational needs, as some
younger consumers seek to purchase
their first property andthose in later
life look torelease equity.

PSD2 and OpenBankingare likely to
accelerate the digital transformation
of retaillending business models.

As aresult, new technology-driven
firms enteringthe market are likely
tocompete for market shareina
range of markets, but particularly
mortgage intermediation and credit
broking. We also expect technological
developmentstolead to mortgage
firmsreducing their reliance on
traditional mortgage brokers.

Firms

Firms willneed to respondto changing
retirement patterns and to younger
consumers who want to purchase
theirownhomes. Thisislikely toresult
inanincreasedrange of products

for consumers with different needs,
suchas thoselooking to borrowinto
retirement, or guarantor mortgages
foryounger consumers.

The greater use of data analytics by
firms and credit reference agencies
islikely to change the way they make
lending decisions. More personalised
riskinformationis likely to change the
ability of higher risk or lowerincome

consumers to access credit. ending January-March 2017.

21.0NS, Employment andlabour market, data
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Distribution channels

We expecttechnology to affect
allmarketsto some degree, with
emerging technology changing firms'’
strategies andleadingto market
disruption of established models.
Firms arelikely to develop new
distribution channels as aresult of
PSD2 and Open Banking, while many
consumers will opt for the greater
convenience of online services as
firmsreduce costs. Thismaylead

to acontinuedreductionin physical
branches and a greater shift towards
online banking. It willalso lead to
some disruption of bothmortgage
and credit brokers.

Areas of focus

Consumers being sold unaffordable
orunsustainable products

One ofthe ways consumers can

be harmedis through being sold
products that are unaffordable and/
orunsustainable. Factors behind
thisinclude inappropriate incentives
for firms’ staff, consumers focusing
ontheirimmediate needs, oran
imbalance of information between
consumers and firms.

There areindications that awider
range of firms are startingtolend
toconsumerswhoarelessableto
withstand a financial shock. For firms,
thiscanbe aresponse to market

saturationand competitive pressures.

For consumers, it canbe the result
of focusing only on short-term needs
and over-optimism about their ability
torepay.

Therisk of unaffordable and
unsustainable productsis a particular
concerninboth the high-cost credit
and debt management markets.

ltis alsoprevalentin situations where
credit-provisionis a secondary
product, suchaswhenafirmprovides
creditto enable customersto
purchase goods.

Treatment of consumers with
financial difficulties
Firms'poortreatment of consumersin
financial difficulty can have a significant
impact, resultingin consumers failing
tomanage their liabilities properly.
Thisleadsto consumers suffering
unnecessary financialloss or personal
detriment. Drivers of thisissueinclude
inappropriate firmincentives,afocus on
short-termprofit,andalack of consumer
knowledge. This canbe causedwhen
firms sellconsumers unsuitable debt
solutions, provide over-forbearance
forthoseinmortgage arrears, or by
poortreatment of customers who
persistently use overdrafts. Italso
occurs through the high-cost credit
sectorandwherethe creditis provided
to supportthe purchase of goods,
particularly rent-to-own.

Unsuitable products

Harm can be caused by consumers
purchasingor staying with
unsuitable products. Thisis caused
by animbalance of information,
misleading point of sale material,
alack of consumer engagement,
and/or consumers poorly assessing
their own needs. This canarise from
material givento consumers atthe
point of sale that exploits their focus
on their primary purchase, where
providing creditis anancillary product.
[t canalso arise where consumers
focus primarily on fixed ratesin
mortgages without also considering
otheroptions. Thiscanoccurinthe
debt management, high cost credit
and mortgage markets.

Cyber-crime

The evolvingthreat of cyber-crime
cutsacrossanumberof sectors. It

is driven by poor security and the
increasing complexity of value chains.
Established firms are facing difficulties
adapting their systems to keep pace
with advancesintechnology. The
potential size of thisharmis a concern
as many retaillending firms hold a wide
range of consumer data. Thishasled
totheloss of consumer data, or firms
being subjectto fraudulentloans.
Successfulcyber-attacks also erode
market confidence and couldresultin
financialloss to consumers.
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General insurance and protection
Sector View

The generalinsurance and protection sector remains
relatively stable asitadapts and evolvesin alow growth
environment. This environmentis characterised by
pressure on household budgets, rapid technological
change, and strong competitionin parts of the sector.

We've identified that the majority of UK adults hold one or
more generalinsurance products. While retail consumers
remain sensitive to price due to pressures on household
income, their behaviours are changing through use of
socialmedia and anincreasinginterestin more flexible
products. Despite these levels of engagement, many
consumers focus on the headline price of insurance
products and may notrealise that the policy they buy is
unsuitable untilthey need to make a claim. Market access
and choice can be restricted due to long and complex
distribution chains, and potential lack of transparency
around market practices in parts of the wholesale market.

Chapter 05
Generalinsurance and protection

Introduction to the sector

The generalinsurance and protection
sector protectsindividuals and
businesses (SMEsandlarge
corporates) against uncertainty.
This sectorisakeypartofthe UK
economy, generating over £78 billion
inpremiums for UKinsurers.!
Thereisalso a significant two-way
flow of premiums to and from

other EEA states, with many firms
operatingacross the Single Market
usingthe Freedom of Services
directives (‘passporting’).

Generalinsurance and protection
formasingle sector, made up of three
inter-connected sub-sectors:

+ Retail-servingthe needs of
individual consumers. Thevast
majority of UK adults hold one or
more generalinsurance products,
eitherindividually orjointly with
others. Thelevel of penetration
varies considerably across
products. Forexample, 61% of
UKadults currently hold motor
insurance and 49% hold buildings
and contentsinsurance.?

1. FCA estimates using PRA Returns and
Lloyd's Annual Report (all EEA Branch estimated
at 10%).

2.FCAFinancial Lives 2017.

24



Chapter 05
Generalinsurance and protection

£32.9bn

Total retail written premium,
20153

£62.2bn

Total wholesale and
commercial gross written
premium, 2015

3.FCAestimates using PRA Returns and
Lloyd's Annual Report (all EEA Branch
estimated at 10%).

4.GlobalData - UK Insurance Aggregators,
April 2017.

5. GlobalData - UK Insurance Aggregators,
April 2017.
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« Commercialand wholesale -
providinginsurance for corporate
customers. Commercial insurance
serves the needs of smaller
corporatesincluding SMEs. The
wholesaleinsurance market serves
large corporates, including providing
reinsurance to otherinsurers.

» Protection - protectioninsuranceis
designedto protect consumers and
their dependants against the impact
of unexpected, and potentially
costly, life events, such asillness,
accident, unemploymentand death.

Figure 11: Overview of the general insurance and protection sector

Consumers

Distribution

Retail protection

« Direct

» Independent and
other financial advisors

Key developments
inthe sector

The generalinsurance and protection
sectorremains relatively stable. While
there has beenlittle overall premium
growth, many parts of the market are
competing strongly to acquire new
business. The sectoris experiencing
gradual, rather than disruptive, change
and the key drivers are technological,
demographic, politicaland regulatory.

Retail markets

Switchingrates forhome and motor
insurance remain largely static,
althoughthereis evidence of more
consumer engagement atrenewal
for motorinsurance.* Consumersare
increasingly using price comparison
websites to compare premiums,
although not allcustomers complete
the transaction online.> Our new
rules requiring greater transparency

Insurers and reinsurers
(underwriting and risk transfer)

Life insurers
(long term protection products)

Individual
consumers

Large corporates
andinsurers as buyers
of reinsurance
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Retail generalinsurance

« Price comparison websites
Brokers
Direct
Appointed representatives

Banks and mortgage brokers

Commercial insurance

« Brokers

« Direct

« Price comparison websites

« Banks

Wholesale insurance
« Brokers

B General Insurance and protection markets

Generalinsurers and reinsurers

« UKinsurers and reinsurers

« EEAinsurers andreinsurers

- UK branches of non EEA insurers

+ Lloyd's (including managing agents)

(NB some business underwritten
on behalf of above by MGAs —
managing general agents)

[ Market players in other sectors which distribute in the general insurance and protection sector



fromfirms atrenewal were
introducedin April 2017, so there
hasbeenlimitedtime toassessthe
impact. However, the available data
stillpoint to existing customers

being offeredhigher rates than new
customers. Theretailhousehold
insurance marketis seeingan ongoing
gradual shift from sales made through
traditionalintermediaries and

banks to price comparison websites
anddirect channels.

Thereis evidence of someincreasein
engagementamongretail customers.
While the available data for this
sectorarenotasrich or currentas for
othersectors, new customers are
increasingly price-sensitive, especially
giventhe pressure on household
income. Therange of on-demand
insurance products (eg'pay as you
drive' motor insurance) is growing.
This couldbe aresult of the sharing
economy andtechnologicaladvances.
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Sector Views 2018

Chapter 05
Generalinsurance and protection

Key developments for specific classes
and productsinclude:

Homeinsurance

Some new products aimto provide
homeinsurance linked to 'connected
home' devices such asthose to detect
burgulary and water leaks. Another
developmentinhomeinsuranceis

the launch of Flood Re, which as of
October 2016, has given over 130,000
consumersinflood-prone areas
accesstofloodcover.

Motorinsurance

Asthe UK's demographic profile gets
older, the average age of driversis
increasing. A growing proportion of
driversare over 70, and fewer under-
25shave adrivinglicence.® Thereis
increasing evidence of consumers
using price comparison websites
(PCWs)to compare prices before
buying or renewing, althoughnot all
complete the purchase through this

6. National Travel Survey (Government
Statistics —DfT).

7.Figures 12-14: FCA estimates using PRA
Returns and Lloyd's Annual Report (all EEA
Branch estimated at 10%). Based on data
available at July 2017.

8. ABIKey Facts.

Figure 12: Gross written premium for the UK general insurance market,

by business sector (Ebn)’
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Figure 13: Gross written premium for the UK general insurance retail

market, by line of business (£bn)

W 2012
W 2013
W 2014

2015

Accident and Motor

health

020
108

—
<
o
wn

4,911

5
5

Pecuniary loss

Household

Figure 14: Gross written premium for the UK general insurance commercial and wholesale market, by line of business (£bn)

| 2012
H 2013
| 2014

2015

4,725

Property

0
5 2
S 28R o ©
© O O O )
— = =
- ..
Liability Reinsurance Commercial MAT

pecuniary loss
26



Chapter 05

Generalinsurance and protection

Number of consumers
(households):®

20.1 million

motorinsurance

20.4 million

contentsinsurance

17.3 million

buildings insurance

Figure 15: Market participants’
share of London Market Premiums,
2015%°

$66.7bn

gross written
premiums

B Lioyd's (60%)
B Company market (36%)
Protection and indemnity (P&l) clubs (4%)

8. ABlKey Facts.

9. GlobalData - UK Insurance Aggregators, April
2017.

10. FCA estimates using LaingBuisson Heath
Cover, 13th Edition, January 2017.
11. FCA estimates using LaingBuisson Heath
Cover, 13th Edition, January 2017.

12. FCA estimations using LaingBuisson Heath
Cover, 13th Edition, January 2017.

13. London Market Group, May 2017.

14. ABI Property Premium Tracker, April 2017.
15. ABI Motor Premium Tracker, April 2017.
16. ABI Product Distribution 2015.
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channel.? Our Financial Lives Survey
2017 found that 60% of policies were
purchased with orarranged through
PCWs. Thisis for UK adults with motor
insurance taken out, renewed or
switchedinthe last three years (and
not part of an employee benefits
package). However, over the past five
years, there has beenlittle changein
the percentage of customers who
have switchedinsurers atrenewal
across allchannels. Motor premiums
continuedtoincreasein 2016/17,
reflecting claims costsand a 3%
increaseinInsurance Premium Tax.

Private medical insurance (PMI)
Nearly three quarters of those
covered by private medical policies
are members of corporate schemes,
which account for over half of total

premiums.’® While numbers coveredby
these schemes are estimatedto have
fallenby 600,000 since 2008,* policy
numbersrose slightlyin 2015.*2 Demand
for PMlis partly driven by service
levelsinthe NHS and we expectthe
continuing pressure on NHS budgets to
lead tofurther growthindemand.

Commercialand wholesale markets
Givenlowinvestmentreturnsand
increased competition on pricing, in
commercialand wholesale markets
thereis continuing consolidationin
parts of the distribution chain. The
merger and acquisition activityinthe
commercialmarket has been between
regional brokers and managing general
agents (MGAs). There have also been
acquisitions of each by national and
global brokers.

Figure 16: Average premium for combined buildings and contents home

insurance policies, quarter by quarter*
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Figure 17: Average premium (£) for new and renewed private car
comprehensive motor insurance policy (including sales via PCWs), Q1 2017*°
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Figure 18: Share (%) of gross written premiums by distribution channel

for household insurance'®

Channel 2010 2015
M Independent brokers 43% 30%
W Banks, building societies 26%  24.5%
M Direct 16%  27.5%

Other 15% 18%
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Figure 19: Individual protection: number of policies, 2016’

B Termonly
« 7% vs 2015

B Term (including criticalillness)
~ 1% vs 2015
Critical illness
~ 7% vs 2015

B Income protection
« 10% vs 2015

B Whole life (guaranteed acceptance)
~ 6% vs 2015

B Wholelife (fully underwritten)
v 22%vs 2015

852,725

Figure 20: Group protection:
number of people covered, 2016'¢
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B Deathbenefit « 4% vs 2015
B Longtermincome protection « 6% vs 2015
Criticalillness « 7% vs 2015

Overthe past year there hasbeenno
overallmaterial change in premiums
and market shares across commercial
and wholesale classes. However there
has been growthin premium volumes
inliability and cyberinsurance, the
latter beingdriven by therisein cyber
crime. The global marketis estimated
togenerate $2.5 billionin premiums,
andthe London Marketreporteda
50% growthinthe number of cyber
insurance policies taken outin 2016.%°

Protection

Sales of protection products grew
slightly for the first time since the
financial crisis. Some of this growth

is from employee benefit schemes,
forproducts thatare sold alongside
auto-enrolled pensions. Part of this
increaseis duetotheincreasing profile
of protection products as firmsinvest
to generateinterestand engagement
withinthe market.

913,289

107,302
261,137
117,814

I 32,937

N I 26,679

furd
w

Figure 21: Group protection in-force

market premiums (Em)*°
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2015 2016

B Deathbenefit « 3% vs 2015

B Longtermincome protection « 5% vs 2015

Criticalillness « 12% vs 2015

Drivers of change

Firms

Generalinsurance firms operatein
achallenging environment with low
interestrates andinvestmentyields.
They have highlevels of capacity,

leading to strong competitionin many

parts of the sector. Thismayleadto
firms seeking further consolidation
through merger and acquisition
activity, as they try to gain scale and
diversifyrisk.

Theincreased use of technology
isleading to changesinthe way
transactions are carried out. Inboth
the retail sectorand the London
wholesale markets thereis a gradual
transitionfrom face-to-face sales
and telephone todigital transaction
models. 'InsurTech'innovators are
likely to continue to partnerand
collaborate withincumbent general
insurance firms.

276,164
| 25,605
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17. Swiss Re Term and Health Watch 2017.

18. Swiss Re Group Watch 2017.

19. Swiss Re Group Watch 2017.

20. Financial Times, 29 December 2016,
quoting data compiled by CFC Underwriting.

28



Chapter 05
Generalinsurance and protection

'/

Changing behaviours,
such asthe diverse
uses of social mediaand
younger consumers’
preferences are likely
todrive furtherinterest
in more flexible
products, such as
on-demand insurance

'/ 4
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Consumers

Changingbehaviours, suchasthe
diverse uses of social media and
younger consumers' preferences are
likely to drive furtherinterestinmore
flexible products, such as on-demand
insurance. Some firms may respond
with products that offer differentiated
levels of service and cover, which will
depend on consumers' willingness

to pay for additionalbenefitsand to
adopt new technologies.

Consumers continue to be sensitive
about price, including those switching
atrenewal. Thisreflects the sustained
pressure onhouseholdincome
fromlimited wage growth andrising
inflation. In addition, lowerincome
groups are affected by changesto
benefits and welfare payments.

Products

The ability of firmsto assess risk more
accurately maylead totheir segmenting
consumers and offering personalised
products, driving growthinon-demand
insurance products. We expect further
development ofinsurance products
aroundthe needs of driverlesscars,
anddrones, as the adoption of these
technologiesincreases.

Technology

Technological advancesinthe
availability and analysis of data are
likely to drive further disruption and
innovation across the sector. This
willinclude increased automation of
the distribution chain, productivity
improvements, reduced costs and
the use of artificial intelligence (Al) in
functions such as claims processing.
Aswell as delivering benefits, this also
increases firms'vulnerability to cyber
attacks andfinancial crime.

EU withdrawal
Thereisahighvolume of cross-border
generalinsurance business between
the UKand the other EEA states. As
aresult, theimpact of EU withdrawal
onthis sector may be significant.
Firms may currently passport within
the EEAunder Solvency Il Directives
(forinsurers) and Insurance Mediation
Directive (forintermediaries). The
potential forloss of passportingrights
after EUwithdrawal hasled many UK

insurersto announce contingency
planstorestructure their cross-border
business. Many of these plansinclude
transfers of business fromthe UK to
EEAentities, underthe process set
outinPart VIl of Financial Services

and Markets Act (FSMA) 2000. Many
EEAfirmsarealsoplanningto setup
presenceinthe UK to continue writing
UKbusiness.

Anumber of widerissues subject to
the negotiations between the UKand
the EUwillalso be ofimportancetothe
sector, forexample arrangements for
transfer and protection of personal
data. Inaddition, there are sector-
specificarrangements, such as cross-
borderrecognition of motorinsurance,
thatwillalso needtobe addressed.

Areas of focus

Our assessment of the general
insurance and protection sector
hasidentified anumber of areas of
focus where consumers are already
suffering harm or thereis the potential
forthemtodo so. Much of this

relates to specific customer groups

or sub-sectors.

Areas of focus that
apply across the sector

Operationalresilience

IT outages or cyber-attacks

onfirms or market-wide systems
could affect consumers through
delaysin claims settlement or
placement of cover. They could also
leadto aloss of confidenceinthe
market, in the event of a market-wide
outage. Cyber-attacksinthe financial
services sector are becoming

more frequent and widespread.
Theissueis potentially made worse
by the use of complexandlegacy IT
systems, outsourcing of operations
andthe growingtransfer of data
between firms.

Data security

Unauthorisedloss or disclosure of
customer data, could include sensitive
clientdataand payment card details,
and affecting bothindividualand
corporate customers.



Governance and culture -
distribution chains

Inadequate governance and

oversight of appointed representatives
by principal firms has resulted in mis-
sellingandpoor service toretailand
commercial consumers. Our 2016
thematic review (TR16/6)into principals
andtheir appointedrepresentativesin
generalinsuranceidentified potential
mis-sellingand customerharmata
third of the firms we assessed. Over half
the principal firmsinvolved could not
consistently demonstrate effective
risk managementand control
frameworks toidentify and manage
therisks from theirappointed
representatives’ activities.

Regulatory arbitrage
Recentinsolvencies of insurers
outside the UK have caused harmto
retailand commercial customers. They
have also created additional costs
from Financial Services Compensation
Scheme (FSCS) levies that are
ultimately borne by consumers.

Financial crime (insurance fraud)
Insurance fraud increases boththe
level of costsinthe sectoritselfandin
the higher premiums that consumers
have to pay asaresult. ABlmembers
uncovered 130,000 fraudulent claims
worth £1.32 billionin 2015.%

Areas of focus in theretail sub sector

Renewal pricing

Switchingrates remainlowand
consumers canbe harmedby not
engaging atrenewal and so paying
above-marketrates. Bothhome

and motorinsurance premiums for
existing customers are onaverage
higher than for new customers. To
encourage greater transparency and
customer engagement atrenewal, the
Insurance (Information Disclosure for
Renewals) Instrument 2016 came into
forcein April2017. It made newrules
that require disclosure of the previous
year's premium on renewal notices.

Product suitability

Many consumers focus onthe headline
price ofinsurance products, and may
notrealise a policy they boughtis
unsuitable untilthey need to make
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aclaim. This couldresulteitherin
claims being declined or not paidin

full, and could be the result of mis-
selling. Features may have beenpoorly
explained or consumers themselves
may have wrongly compared the
features of new products with more
familiar alternatives.

Product performance

Either through mis-selling orafocus
on price, consumers may purchase
products with little value and little
prospect of making avalid claim. This
couldbe, forexample, because of
policy exclusions which consumers
may not have properly considered.

Areas of focusinretailand
protectionsectors

Access for high-risk customers
Customerswithmedical or other
conditions can experience difficulties
buyinginsurance, whether or not

these conditions actuallyincrease the
underwriting risk. While insurance might
stillbe available from specialist providers,
oftenhigher premiums may again not
reflectthe actualriskto theinsurer.

Accessto protection products
Consumers without workplace
schemes face higher costs and fewer
opportunities to actively engage in
making decisions about protection
products. Low take up of these
products could expose consumers to
long-term hardship.

Areas of focusinthe wholesale
and commercial sectors

Market conduct and competition
Market practices that restrict

access or limit choice can cause

harm to consumers and compromise
marketintegrity. Complexand
opaque relationships between firms
inthe market canalsorestrictaccess
and choice.

Employers’ liability traceability
Firms that fail to comply with
Employers' Liability (EL) Insurance
tracingrules canalsoresultinharm,
particularly to vulnerable or elderly
claimants, if they cannot trace former
employers'EL cover.

Chapter 05
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21. ABI - General Insurance Detected

Fraud 2015.
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Pensions savings and retirement income
Sector view

The growth in pension membership as aresult of
auto-enrolment (AE) suggests defined contribution
workplace pensions will continue to be the primary
long-term savings vehicles for the majority of consumers.
Meanwhile the non-workplace pension market will still
play animportantrole in helping consumers outside

the remit of AE to save for later life. Non-workplace
pensions will also enable consumers with multiple pots to
consolidate into anew single product at retirement.

We've identified that low costs have been achieved in
workplace pensions through the introduction of the
pensions charge cap. Our analysis also noted the growing
use of master trusts in delivering AE, particularly now that
some of the smallest employers in the market are enacted
AE for theiremployees. Demand side issues remain,
however, as consumers struggle with the complexity of
the pension system and challenges selecting pension
products that are well-matched to their long-term needs.

This Sector View aims to capture a wide range of
theissues within the sector, even where theissues
and the measures to address them do not fall solely
within our remit.
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Introduction to the sector

We split the pensions sector into two
main sub-sectors:

Accumulation

The accumulation sub-sector
incorporates the two routes through
which consumers build up funds for
their retirement—workplace and
individual pensions. Ourview of the
accumulation sub-sectorincludes
both participants and markets thatdo
not currently fall within our regulatory
remit. A significant example of thisis
trust-based pensionsin the workplace
pension savings market. We have
included these participants and
markets so that we can consider the
potential for harmin sector as widely
as possible.

Decumulation

The decumulation sub-sector
provides vehicles by which consumers
canaccess their pension savings.
Members of defined contribution
pensions will usually do this after
theyreach 55, while those in defined
benefit schemeswilldosoatapre-
agreedretirement date. This sub-
sectorincludesretirementincome
market products such as annuities

Financial Conduct Authority
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anddrawdown, as well as retirement
income generated by equity release.
[t alsoincludes the market for bulk
annuity products.

We alsolooked at two service
sub-sectors that supportthe delivery
of pension products to pension
scheme members:

Pensions advice and guidance
Retailadviceis broadly covered by our
retailinvestments sector view. Our
pensions sector view considersthe
potentialharms to pension saverswhen
theyuse pension advice and guidance
services. To provide amore holistic view
ofthis sub sector, we have alsolooked
beyondthe FCA's currentremit. For
example we consider the potential for
harm fromthe advice and guidance
services employers use whensettingup
pension savings for theiremployees.

Pensions services

We consideredtherole of pension
administration services and pension
investment services. These are
used both by employers and product
providers to support the delivery

of pension schemes and products
toconsumers.

Figure 22: Overview of the pensions savings and retirement income sector

Accumulation

Consumers Distribution
-
_;:Ii_ o Workplace
Employers advice and
guidance
X
- Personal
Individual advice and
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guidance

Accumulation
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Retirement
income

Workplace
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savings

Equity
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Individual
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savings Bulk

annuities
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Accumulation - size of assets
held orinvested:

£168bn

contract-based
defined contribution
workplace pensions

£403bn

personal pensions
savings market!

Figure 23: Annual GPP sales
vs annual change in master
trust membership®

M Mastertrust
B GPP

2,984,000

1,725,000
1,880,000

)
< )
N o
S !
o 2
o o)}
=

| 53,000

2013 2014 2015 2016

1. FCA calculation using FCA retirementincome
data 2016 and Broadridge, UK DC Market
Intelligence Report 2016.

2. Defined benefit schemes: TPR, The Purple
Book 2016.Contract-based and master trusts:
Broadridge, UK DC Market Intelligence Report
2016. Single employer trust: FCA calculation
using Broadridge and TPR data

3.FCA, MLAR 2016 and PSD 2016.

4.Lane, Clark & Peacock, Pensions De-risking
report 2016.

5.FCA,PSD 2016 and TPR.

6. ONS, Annual Survey of Hours and Earnings
2016. ONS, Workplace Pension Participation
and Savings Trends of Eligible Savers Official
Statistics: 2006 to 2016.

7.ONS data in Professional Pensions, "AE
continues toimpress as 68% now have
pensions”, March 2017.

8. Citizen's Advice, "People in multiple jobs missing
outonaworkplace pension”, February 2017.
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Assets held or invested: workplace pensions savings market?

Defined benefit schemes

Defined contribution single employer trust

Defined contribution master trust
Defined contribution contract-based

£1,341bn
£165bn
£18bn
£168bn

Assets held or invested: equity release?®

Size Sales growth (by volume)

Lifetime mortgage balances £9bn

~ 23% last 12 months

Assets held or invested: bulk annuity/derisking*

Size Sales growth (by volume)

£70bn
£60bn

Buy-ins/buy-outs
Longevity swaps

Key developments
inthe sector

We have seen growthinenrolments
and contributions to workplace
pensions. With the introduction of
pensionfreedomsthere has been
amove away from annuities towards
drawdown products that offer
greater flexibility.

Accumulation

Inaccumulation we have seen the
number of consumers contributing to
workplace pensions continue to grow.
This growth has beendriveninlarge
part by auto-enrolment (AE). ONS
figures published in the first quarter of
2017 showthat 68% of allemployees
enrolledinapension. This equates to
78% of alleligible employee.®

New membership growthin
workplace pensions has, however,
shifted away from group personal
pensions (GPP) and towards master
trusts. GPP salesin 2016 were
justunder 1 million while master
trusts attracted 3 million additional
memberships (Figure 23). This
trend shows that master trustsare
becomingkey defined contribution
workplace providers alongside more
established life company providers.
Thisis especially true for those
focused onthe mass AE market of
smaller employers.

4 26% last 12 months
v 83% last 12 months

Although the number of consumers
enrolledinworkplace pensionsis
growing, current contribution rates
may not be high enough to provide
retirees with their desiredincomein
retirement. Accordingto one ONS
estimate, less than 6% of enrolled
employees are makingmember
contributions of more than 7% of their
salary.” The AE framework laid outin
governmentlegislation willrequire
minimum contributionrates torise
overthenextcouple of yearstoa
combined employer and employee
total of 8% of an employee's salary.

Ourresearchalso highlighted similar
concernstothose exploredinthe
Department of Work and Pensions'
(DWP) review of the AE system
regarding the exclusion of potentially
eligible workers fromthe AE process.
Forexample, onereport estimated that
there may be over 100,000 workers
earningannual total salaries over the
£10,000 threshold who have notbeen
auto-enrolled.® Thisis because their
income comes from more than onejob.
While developing strategies to address
this falls outside the FCA's remit, we will
continue to monitor developmentsin
thisareainordertoassessthe potential
harmto consumers.

Whenitcomesto costs, the data
showthatthe charge cap andthe
work done by providers'independent



governance committees (IGCs) have
been effective at controlling costsin
the workplace pensions market.

DWP figuresindicate 98% of qualifying
schemes have member charges
below the cap. The dataalso show
that, onaverage contract-based
members pay fees of 54bps versus
48bps for master trust, and 38bps for
bundled trust members.?

Abreakdown of the asset allocation
usedinthe defined contribution
workplace pensions reveals one of the
keys to achieving theselow costs. This
shows defined contribution lifestyle
strategies, which account for the

majority of workplace pensions assets,

containlarge allocations to low cost,
passive funds such as passive equities
(Figure 24).
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Another developmentinthe
accumulation sub-sectorwas the
growth of sales of non-workplace
pensions policies through 'advised'
channels by 8%in 2016. This growth
was drivenin particularbya 20%
increaseinthe number of personal
pension policies sold through
advised channels.

Decumulation

Asaresult of pension freedoms, we
have continuedto see a shiftaway
from consumers usingannuities

to purchase aguaranteedincome
towards drawdown products that offer
greater flexibility (Figures 25 and 26).
Drawdown products attractedinflows
of approximately £16.2 billionin 2016
versus £4.6 billion for annuities.

Figure 24: Workplace defined contribution scheme investment design'’

Investment B Lifestyle

design

B Otherdesigns
(including target data)

84.3%

15.7% Ass_et

Personal pension advice and guidance, 2016

Advised products
SIPPs

Personal pensions

Stakeholder pensions

Overall

Status/growth rate

~ 1% vs 2015
~ 20% vs 2015
v 20% vs 2015
~ 8% vs 2015

Number of new policies

Figure 25: Retirement income sales (volume)**

B Annuities
B Drawdown
UFPLS
B Full cash withdrawals

65,610
62,298

21,289
18,731

3,049
3,702

Oct-Dec 2015 Jan-Mar 2016

129,000
164,000
15,000

307,000

21,833
20,538

3,974
3,547

Apr-Jun 2016 Jul-Sep 2016
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Decumulation - size of assets
held orinvested:*°

£297bn

retirement income market
annuity reserves

£87bn

retirement income market
indrawdown

9. DWP, Pension Charges Survey 2016.

10. Broadridge, UK Retirement Income Market
Intelligence Report 2016. FCA retirement
income data 2016.

11. Broadridge, UK DC Market Intelligence
Report 2016.

12.FCA,PSD 2016.
13.FCA, retirementincome data 2016.

14. ABlin Broadridge, UK Retirement Income
Market Intelligenmce Report 2016.

B Passive equity and smartbeta 44.4%

B Active equity 19.1%
Fixed income 14.4%
B Multi-asset 12.6%
Cash 4.8%
Property and other 4.7%

Figure 26: Annuities sales (volumes)™
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15.FCA, Retirement Outcomes Review —
Interim Report 2017.

16.FCA, retirementincome data 2017
preliminary analysis.

17.Lane, Clark & Peacock, Pensions De-risking
report 2016.

18. ONS, Life expectancy at age 65 2015.

19. UK Data Service, Annual population survey
2016.

Figure 27: Life expectancy at age 65*¢
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Despite the high levels of demand
fordrawdown, our retirementincome
data suggestthat many of the pots
accessedthrough pensionfreedoms
are notyetbeingusedto provide
retirementincomes. 60%-80%

of newdrawdown customers are

in zero-income drawdown.** Our
consumer research suggests this
isbecause consumers are primarily
accessingtheir potstogainaccess

to theirtax-free cash. Ouranalysis
also shows that the mass market for
retirementincome productshas seen
generally lowlevels of new entrants
and productinnovation.

We alsolooked at the issue of

defined benefit transfersfrom

both aconsumerand scheme
perspective.Inthe consumer space,
ourretirementincome data, drawn
fromasample of providers, showa
92%increaseinreportedtransfers
fromdefinedbenefittodefined
contribution schemesinthe six
monthsto March 2017'¢ (comparedto
the previous sixmonths). Meanwhile
defined benefit schemes continue to
look for ways toreduce their liabilities,
asevidencedby the growth of defined
benefit pension de-risking. Datain
2017 showed an estimated one million
consumers and £70 billion of liabilities
are now covered by buy-out or
buy-inarrangementsinthe bulk
annuity market."’

One of the main concernsinthis part
ofthe marketis the extent to which
members are receiving suitable advice

whenthey do choose to transfer out of
their defined benfit scheme. Although
outside of our remit, we have also noted
concernsthat the drive towards
de-riskingmay beleadingsome
schemes to encourage definedbenefit
scheme membersto transfer out.

Drivers of change

We expect severalmacro trends to
have animportantimpactonthe
sector.Increasinglongevity (Figure 27)
means that consumers may spend
longerinretirement or may have to
worklonger (Figure 28). Either way
thefinancial pressures consumers
face when funding their lifestyle, and
potentially care, in later life look likely to
increaseintheyears ahead.

Consumers may amass inadequate
savings to fund theirretirement. Inpart
thisis because generating pension
savings willremain challengingif wage
growth continues to be low and debt
levels continue torise (Figure 29).
Consumers may also face difficulties
inmanaging their exposure to key
risks like life expectancy, investment
riskandinflation. These difficulties
may be made worse by the fact that
some consumers may notevenbe
aware of their exposure to these risks.
Inalowyield (Figure 30) environment
consumers could also struggle to find
investment opportunities that match
theirrisk appetite, and stillgenerate
enoughfor their retirement.

Figure 28: Economic activity rates for individuals aged 65 and over*®

= Malesaged 65+ = Females 65+
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Figure 29: UK household debt (% disposable income)?°

== Household debt (% disposable income, quarterly)

Figure 30: FTSE all share vs 10 year gilt year?!

== FTSE all share (price index)

Firms

Providersinthe marketare

shifting towards ‘asset gatherer’
business models with lighter capital
requirements, and away from

more traditionalinsurance-based
approaches. Meanwhile, firms seeking
toremain competitive are cutting
costsand some are consolidating.
Thisinturn could drive further merger
and acquisition activity in the sector,
aswell as continued firm demand for
outsourced solutions.

Consolidationis also likely amongst
emerging master trust providers, as
the Pensions Regulator's scrutiny
ofthe sectorincreases. Inthis
environment some master trusts,
especially those that struggle to build
scale, may faceincreased pressuresto
merge with larger competitors.

With the introduction of pension
freedoms, and the prospect of rising
demandfromanageing population,
product developmentfocusis
moving fromaccumulation products
todecumulation product options.

== 10vyeargiltyield (%) RHS

Providers, especially those in the
master trust market, are designing
propositions with the goal of retaining
consumersintotheirretirement. If
adopted, these could significantly
increase theimportance of master
trustsinthe defined contribution
decumulation markets.

Finally the impact of new technology
inthe sector couldincrease the
competitive pressures on existing
providers. Thismay encourage the
development ofimproved services
andlower costs for the mass market,
especiallyinareas such as guidance
and advice.

Consumers

Definedbenefit pension membership
isinlongtermdecline, while defined
contribution memberships are
increasing. Auto-enrolment (AE) is
bringing millions of new customers
into the sector. As minimum
contributionratesrise we are unsure
what theimpact willbe on financially
constrained consumers, and opt
outratesinparticular. The focus on
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20.ONS, OBR, Spring Budget Statement 2017.

21. Thompson Reuters Datastream, 2017.
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employers means the AE system may
notbe well suited to fitthe needs of the
certain sections of the labour market
asitevolves. This may be particularly
truefor the self-employedandthe
increasing number of workers with
multiple jobs workingin the flexible
'gig'economy. As aresult alternative
solutions may needto be found to help
these workers build up theirlong-term
savings. Thisis something that DWP
committedtoexploreinitsrecent
review of AE.

Significant transfers from defined
benfit to defined contribution
schemes are likely to continue. As a
result of this, many consumers may
be facedwithtakingonagreater

level of financial responsibility in their
retirementthan previous generations
have experienced.

Consumer uncertainty regarding
the future direction of pension
policy and their concerns over the
sector's future stability could see
themwithdrawing completely from
the sector. As aresult they may opt
tohold more savingsin cash or move
their pension savingsintoless well-
suited alternative savings vehicles.
Inaddition, restrictions onpension
contributions for high earners may
lead tothemincreasingly savingin
alternative (non-pension) options.
For those thatremaininvested
thereisalso arisk that the low yield
environment could push them
towards higherriskinvestments than
they are comfortable within orderto
generate their desiredlevels of return.
Historically theselevels of return
would have been provided by lower risk
investment options.

Underlying many of the potential
harmsidentifiedin this SectorView
isthe generalissue of weak
demand-side pressure. Thisis
drivenby arange of factorsincluding
consumerinertia andlow levels of
engagementwith the sector. Italso
arises fromthe complexity of the
decisions many consumers facein
making pension choices.

Some consumers have alimited
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understanding of how much to save,
or how toinvest to meet their needs.
They may therefore findit hard to
judge the suitability of the pension
products they are offered. In addition
few consumers engage post-sale and
many face difficultiesin assessing
and monitoring their pensions. They
also have difficulty identifying that
fairer outcomes or better value might
be available through a different fund,
product or provider.

Products

Providers may be less likely to offer
annuities as aresult of the growthin
drawdown product sales and cash
withdrawals, high capital costs and
continuedlowinterestrates. The low
yield, low growth environment may
promptanincreaseintheinvestment
risk contained within pension
propositionsinorderto generate
returnsinline with pension savers’
expectations. Thisislikely tobecome
more acute as defined benefit scheme
membership declines andretirees
become morereliant ontheir defined
contribution pots as their primary
source of pensionsincome.

Pricing pressuresin the workplace
defined contribution market arelikely
toencourage the continued use

of passive investmentsin pension
productsinstead of more expensive,
actively managed options. Passive
productallocationsin defined
contribution strategies may startto
seegrowthinthe use of smartbeta
investment approaches that track
factor orrisk-basedindices. These
products offer defined contribution
schemes exposure to the same
investment factorsthat have
historically driven outperformancein
traditional 'active’ fund management
approaches, but ata muchlower cost.

The bulk purchase annuities market

is likely to continue to grow as defined
benefit schemes try to limit future
liabilities. In addition, as retiree debt
levelsrise, demand for equity release
products couldincrease. The future
may also see anincreasein alternatives
to traditional pension products.

This couldinclude newlong-term
savings products, similarinnature
tothe LifetimeISA, whichtargeta
broaderrange of consumers'long-
termsavings goals.

Distribution

Technologyis likely todrive a
continuing shift toinvestmentvia
platforms anddirectto consumer
channels. It willalso offer firms the
opportunity to tailor the products
they sell. Meanwhile the introduction
and development of new technology,
suchas the Pensions Dashboard

that helps people calculate what

they needto save for retirement,
couldfacilitate greaterlevels of
consumer engagementand consumer
control. This, inturn, may stimulate
greater competitionin the longer
term. Ensuring the suitability of new
technologically-enabled product
offerings for consumersis therefore
one of the key future challenges facing
theindustry.

Growth of automated advice inboth
accumulation and decumulationis
probable. Another key question for the
industryis how well fully-automated
advice systems can supportthe
complex decision making involved
inlong-termfinancial planning. The
future of distribution seems likely to
be multi-channel, with automated
systemsintegratedinto abroader
customer service offering.

The growth of more technology-
enabled distribution should

broadly benefit consumers. [t may,
however, prove challenging for some
consumersto benefit fully from
these developments. Forexample,
people with limited access to
technology could sufferifthe
availability of local, face-to-face
servicesinthe pension advice market
was reduced. This might particularly
affect elderly or technologically

less able consumers.



Areas of focus

In conducting our analysis of the
pensions sector we have identified
anumber of areas of focus where
consumers could either suffer harm
inthe future or where harmalready
appearsto be occurring.

Poor value products
Poorvalueretirementincome and
personal pension products can cause
significantharmto consumers. Our
analysis shows consumers are unlikely
to shop around or switch provider
when moving fromaccumulation

to decumulation. This decreases
providers'incentive to compete either
onquality oron price. On personal
pensions, we looked at concerns that
legacy schemes may offer consumers
poor value formoney relative to more
modern provision. Poorly designed or
governed lifestyle strategiesarealsoa

potential driver of poor value pensions.

Complexcharging structures are
alsoadriver of potentialharmin
thisarea. They makeitharder for
consumersto compare different
pension products and advice or
guidance services. In addition, inthe
advice market, commercialincentives
often favour the provision of advice
thatgeneratesarecurringincome.
Business models can favour the
provision of ongoing advice services
over the lower cost transactional
advice that may better meetthe
demands of some consumersinthe
pensions mass market.

Unsuitable products

We are also concerned about
unsuitable purchases and choices
inretirementincome and personal
pensions, where thereis significant
potential harm associated with some

options. Examples of thisharminclude:

+ consumerswho choose to enter
drawdowninstead of selecting
more secure guaranteed income
products, without fully appreciating
thelonger-termrisksinvolved

« non-standardinvestments
offered within self-invested
personal pensions
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+ legacy products where product
designs may nolonger match
consumers'long-term needs

Pension scamsremainan

inherent harm, particularly for
consumers approaching retirement,
andcanalsoactas adriver of low
consumer confidence.

Unsuitable advice

Following our work into pension
transfer advice given by financial
advisory firms, we remain concerned
about continued unsuitable advice
beingreceived by consumers.

Thisis of particular concernwhere
consumers may be giving up
valuable guarantees.

Broader market harms

Our Sector Viewidentified anumber of
broader harmsinthe pensions market
that we cannot tackle alone. Most
notably theseinclude:

+ generallevels of consumer
confidence in pensions—
forexample, theissue that
consumer sentimentis strongly
affected by failures of high profile
employer schemes.

« levels of retirement saving—
low levels of pension savings,
especially for older consumers,
hasanimpact onthe quality of
later life, and reducesresilience to
financial shocks. While we have arole
in helping consumers understand
their pension needs, other factors
that may affect consumerlevels
of retirement saving, suchas AE
eligibility, are not within our control.
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Retail investments
Sector view

Theretail investments sector continues to grow
steadily, but the types of products consumers are
investing in are changing.

We'veidentified that in relation to distribution, wealth
managers and platforms have continued to see growthin
the assets they administer. Financial advisers have also seen
revenue growth with stocks and shares ISAs remaining the
most popular form of investment. By contrast, the equity
crowd funding market, which had previously grown rapidly,
shrank for the first time in 2016 and there has been reduced
take-up of both structured products and endowments.
Otherlong-term trends are also affecting this sector.
Consolidationis likely as firms seek to benefit from greater
economies of scale and diversify the types of product they
offer. Technological developmentin the advice market,
through 'robo’ or automated advice models, is offering
consumers new ways to accessinvestments.
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Introduction to the sector

The Retail Investment Sector View
focusesonthe services usedby
consumerstoaccessinvestment
markets. We divide this sectorinto
fourbroad segments:

Distribution and advice

Consumers may need advice to
decide which products and services
best suittheirinvestment needs.
This segmentis broadly split between
the wealth management market
andthe more generalfinancial

advice and guidance market. Wealth
management provides highly tailored
services and advice to highnet worth
individuals. The more generalfinancial
advice and guidance market caters

Financial Conduct Authority
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forthe mass market. Inrecent years,
however, the lines betweenthese two
markets have blurred.

Products

This sector offersabroadrange of
products. Theseinclude structured
products, tax-wrapped stocks and
shares|ISAs andlong-term savings
vehicles suchas endowments and
with-profitsbonds. Thereisalsoa
range of smaller retailinvestment
markets that are growing fast. These
include spread betting, contract

for difference products (CFDs) and
investment-based crowd funding.
Investment funds are another type of
investment product available to retail
consumers through the platforms and
wrappers covered in this sector.

Figure 31: Overview of the retail investments sector
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Total size of assets held
orinvested (AuM):

£824bn

wealth management

£548bn

platforms

£267bn

equities and stocks and
shares ISAs

1. FCA/HM Treasury Financial Advice Market
Review (FMAR) Baseline.

2.Compeer—UK Wealth Management Q4 2016
update.

3. Wealth management: Compeer— UK Wealth
Management Q4 2016 update. Platforms:
Platforum: UK D2C Guide: Market Size and
Structure - February 2017, Platforum: UK
Adviser Platform Guide - Issue 27 September
2016. Crowdfunding: Cambridge Centre for
Alternative Finance—Pushing Boundaries: The
2015 UK Alternative Finance Industry Report.
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Platforms

Consumers andfinancial advisers are
increasingly using platforms to

buy and accessretailinvestment
products. Many consumers, however,
stilluse different channels to
buyinvestments.

Investment services

These markets supply product
providers andindividuals with
investment services and create
portfolio allocations onathird-party
basis. This part of the marketalso
provides many discretionary fund
management (DFM) services.

Key developments
inthe sector

Firms providing advice have
continuedto consolidate and develop
robo-advice services. The platform
market also continues to consolidate.
Consumer preferences for certain
products remainthe same.

Advice

3.2 million consumers received
financial advice fromregulated firms
in2016/17.! The wealth management
market continues to have the highest
level of assets (£663 billion).? Inthe
broader advice market, the trend for
consolidationamong firms continues,
with thelarger adviser networks buying
up smaller firms. Tilney, St James

Assets held or invested?®

Place, Close Brothers and Intrinsic,
forexample, allreported acquisitions.
There has been ongoing merger and
acquisition activity in discretionary
fundmanagement services, as well as
announcements of new partnerships.

Anumber of firms have either
launched new robo-advisory services
or startedto develop them. Several
retailand investmentbanks, including
Goldman Sachs, HSBC, Santander
and NatWest, announced plans to
introduce robo-advice services, while
Moneyfarm agreed a partnership with
Allianz Globalto offer low-cost wealth
management services.

The suitability of advice thatinvestors
receiveis clearly central to their
long-term financial wellbeing. Our
recent Assessing Suitability Review
looked at the suitability of pensions
andinvestment advice. It assessed
1,142 pieces of advice given by 656
firms and found that 93% of the advice
givenwas suitable. Firms stillneeded,
however, toimprove their disclosure.
The Review found acceptable levels
of disclosureinonly 53% of cases, and
unacceptablelevelsin 42%. So while
mostadviceis suitable, widerissues
around disclosure remain.

Products

Stocks andshares|ISAsremainthe
most widely used product within the
sector, with an estimated 2.5 million
consumers holding stocks and shares

Wealth management Size Sales growth

Wealth managers £663bn -~ 11% 2015 to 2016
Execution only brokers £161bn ~ 19% 2015 to 2016
Platforms Size Sales growth

D2C £170bn ~ 18% 2015t0 2016
Adviser platforms £378bn ~ 15% 2015 to 2016
Investment-based crowdfunding Size Sales growth

Equity crowdfunding £245m ~ 295% 2014 to 2015
Real estate crowdfunding £87m -
Debt based crowdfunding £6m -
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Figure 34: D2C platform AuA growth
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ISAsworthatotal of £267 billion.
Though the amount consumers
subscribed to stocks and shares

ISAs actually fellby 5%in 2015/16.1n
addition, despite recordlow interest
rates, eightintenISAinvestors opted
forcashISAsinthe 2015/16 tax year.
Stocks and shares ISAs accounted for
just £21 billion of the nearly £80 billion
subscribedtoISA accountsin
2015/16 (Figure 33).4

Equity crowdfunding was the fastest
growing productin this market,
although thisis fromalow base, with
the amountinvested growing by 295%
in 2015 alone.® A secondary market for
forequity crowdfundinginvestments
has also emerged; Seedrs, one of the
UK'slargest crowdfunding platforms,
announceditintendedtolauncha
secondary market onits platform.
Aviable secondary market may make
itmore attractive to consumersto
investin equity crowdfundingand help
fuelindustry growth. In contrast to
the crowdfunding market, structured
products have seenasignificant 85%
fallin sales since 2009.°6
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Figure 33:1ISAs amount subscribed
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Figure 35: Adviser platform
AuA growth
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Platforms

Direct-to-consumer (D2C) platforms
and share dealing services currently
administer £170billion ofassets,andthe
assetsunderadministrationinboth the
D2C andadviser platform market grew
rapidlyin 2016 (Figures 34 and 35).” £378
billioninassetsis currently administered
onplatformstargeted at supportingthe
financialadvice market.®

Aswellas acontinuingtrend of
consolidationinthe platform market,
we have found significantlevels of
're-platforming’inthe market. Alarge
number of platforms are changing

the third party technology provider
building their platform, while others are
movingtheirreliance on proprietary
platform technology to outsourced
solutions. When these re-platforming
projects are completed, alarge
proportion of the advised platform
market share will be held on third-
party provider technology. This could
potentiallyincrease systemicrisksin
the marketif one of these providers has
significant service delivery problems.
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4. Gov.uk—Individual Savings Account (ISA)
statistics April 2017 release.

5.Cambridge Centre for Alternative Finance —
Pushing Boundaries: The 2015 UK Alternative
Finance Industry Report.

6. This number reprtesents the retail market
only (notincluding private placements).
structuredretailproducts.com - UK Database
Analysis: Product Types by Provider Report
2007-2016.

7. Platforum: UK D2C Guide: Market Size and
Structure - February 2017.

8. Platforum: UK Adviser Platform Guide - Issue
27 September 2016.
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Drivers of change

We expect externaldevelopments to
affecttheretailinvestments sectorin
anumber of ways. Consumers have
lower financial resilience, as reflected
by low andfalling non-pensions
household savings ratios (Figure 36)
andyounger consumers' attitudes
tosavingare changing. This may lead
consumersto feel they have less need
toengage with the sector.

The combination of consumers' limited
financial resources andtechnical
developments may lead firmsto
introduce innovative products, such
as micro-investments, which enable
consumersto save smallamounts
inaflexible way. Technological
developmentis also occurringinthe
advice market, with 'robo advice'
models being developedto offer
consumers new and cheaper ways to
choose the best form ofinvestment.

Figure 36: UK household savings ratio’

2008
== Household savings ratio
outlook, March 2017. -

2010 2012

9. OBR for the forecasts, Economic and fiscal
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2014

We also anticipate continuing
consolidationamong firmsinthis
sector, asthey seek to benefitfrom
greater economies of scale and
diversify their products.

This sectoris also affected by
regulatory developments affecting
the widerinvestment management
sector. Theseinclude the remedies
proposed as aresult of our Asset
Management Market Study (AMMS),
the Marketin Financial Instruments
Directive Il (MiFID Il), and packaged
retailandinsurance-basedinvestment
products (PRIIPs). The cumulative
impact of multiple regulatory changes,
including any resulting fromthe UK's
withdrawal fromthe EU, may create
prudentialand conduct risks which
couldresultinarange of potential
harms. We coverthesein greater
detailin the Investment Management
Sector View.

2016 2018 2020

Household savings ratio excluding pensions equity adjustment



Consumer

The number of people aged over 65

is forecasttoincrease significantly

by 2027 aslife expectancyincreases
(Figure 37). This could lead toraised
demandfornew types of long-term
savings products. Foryounger
consumers, products such as the new
LISA are emerging, aimed atincreasing
theirlong-term savings. Consumers
may investinthese newlong-term
savings products at the expense of
existing retailinvestment products.
Meanwhile, younger consumers may
have lower financial resilience than
older generations, as wellas changing
attitudes towards savings, which
couldleadthemto de-prioritise their
engagementwith this sector.

Regulationisincreasingly aimed at
making the sector more transparent.
This willbe achieved through MiFID I
and throughinnovation, and may
encourage consumers to engage
moreinthe sector.

Firms

Rising costs frominvestmentin

areas like technological innovation
arelikely to drive further consolidation
among firms. Established providers
may face competitionfrom
technologically expert players offering
innovative solutions.

Itislikely that there willbe an
increaseinverticalintegrationand

the provision of restricted advice as
firms look to diversify the products
they offer. Driven by the cross-

selling opportunitiesin their existing
customer base, retail banks have
startedtolook atincreasing their retail
investment productrange.

Firms'business models, whichrely
onfee paying activities such as
discretionary fund management and
financial advice, may come under
pressure, resultingin lower business
volumes and lower margins.

Products

We expect to see continued growth
of lower-cost, passive investment
solutions at the expense of active
asset management. This will
particularly apply to mainstream retail
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investment products, as consumers
seek greater value for money and
become more aware of theimpact of
charges on their portfolio returns.

Firms are likely to focus onwealth
products aimed at later life consumers
who are accessing their pension
savings, responding to demand
created by pensionfreedoms andthe
ageing population.

Technological solutions, such as app-
based investing, may help overcome
consumers'lack of engagement

and limited financialresources. The
combination of automated advice with
new Al-driveninvestment techniques
could also enable firms to offer
increasingly tailored and sophisticated
investment options toretailinvestors.

Despite the benefits offered by
technologyinareas suchasinvestment
designand advice, however, it remains
unclear how well fully-automated
advice systems willbe able supportthe
complexdecision makinginvolvedin
long-term financial planning

In additionto new products such as
micro-investments, which enable
consumers to save smallamounts,
we may also see arisingdemand from
consumers for socially responsible
and ethicalinvestment options. To
date, a focus on environmental, social
and governance (ESG) has come
largely frominstitutionalinvestors,
particularly pensionfunds, but there
is growingdemand in the retail sector
from certain client segments suchas
millennials. Assetsin UK ethical funds
have grown 80% from £7.6 billionin
2012to £13.7 billionin June 2017,
although they stillonly account for
1.2% of total UK assets.™

Distribution

The wealthiest consumersare
expectedtobenefitfrommore
personalised advice and services,
makingincreased customer
segmentation likely. By contrast, the
increased use of digital technologyin
the mainstream marketis likely to lead
to greaterlevels of commoditisation
and standardisation of productsin
these markets.
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Figure 37: UK population by age*®
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10. ONS, Population estimates.

11. Investment Association: Fund Statistics.
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Inthe mainstream market we
expectto see advisers continuing to
increase their use of Discretionary
Fund Management services todrive
down costs. We may see more digital
retailinvestment solution products,
especiallyinareas like portfolio
selection. Thismay resultinadecline
inface to-face dealings.

Areas of focus

Inour analysis of the retailinvestment
sector we haveidentified a number
ofareas of focus where consumers
could either suffer harmin the future
orwhere consumer harms already
appear tobe occurring.

Unsuitable products

Oneofthekey areas of potentialharmis
that consumersintheretailinvestment
sectorbuy, orare mis-sold, unsuitable
products, or givenunsuitable advice.
Ouranalysisidentified possibleissues
relatingtothis harmacross anumber of
markets. Theseinclude advice services,
wealthmanagement, investment-based
crowd funding, structured products and
platforms. These possible harms are
generally being driven by weak demand-
side pressures, mainly asaresult of
consumers'limited financial capability.

Forexample, consumers who may
benefit from some form of financial
advice may struggle toaccessit. They
may also fail to seek out this advice
because they believe it willbe of
limited value. As aresult some ofthese
consumers may pick cheaper options
suchas robo’ or automated ‘advice'
services. These provide amore limited
servicein circumstances where these
consumers would benefitmore from
investment advice coveringall their
financial needs.

Additionally, even when consumers do
seek advice they may findit difficult to
assessthevalue orlevel of the service
theyreceive.

Conflicts of interest andlow levels of
investment duediligence in firms can
alsolead consumers to unsuitable
investments. Examples hereinclude
wealthmanagers andinvestment

crowdfunding platforms thatexplain
investmentrisk poorly, or carrying out
inadequate assessments of suitability
fortheir clients.

Poor value products

The FCA's Missiondescribes one
harmto consumers as products where
prices are too high or qualityis toolow.
Thisis particularly relevantto this sector.

There are anumber of drivers that
resultin consumers purchasing
productsthatare of poor value.
Consumers may lack the ability to
pressure firms to fixissues, leading
toanabsence of pressure on firms
toimprove the quality of service they
provide, forexample whenitcomesto
lengthy switching times. Firms may
also failto provide consumers with
services such asbestexecutionor
high quality investment due diligence.
Customers are frequently unaware of
these failings and therefore cannot
engage withthem.

In addition, complex charging
structures mean consumers may
struggle to assess the value for
money offered, and canalsoend up
overpaying for services from advisers
andplatforms. Thisis especially true
where opague charging makes it
difficultto assess what services are
being provided within the product.
Thereisalsoariskthat structural
issuesinthe platform market can
affect product quality for consumers.

Market confidence

Effective markets dependonthe
confidence of those who participatein
them. Our analysisidentified the threat
tothis confidence and participation
asanother possible area of harm. This
includes confidence beingdamaged by
firms not preventing money laundering
or other forms of financial crime or

by failing to meet their prudential
requirements. Consumers may also
be harmed by firms'poor Client Assets
and Money (CASS) controls, and by
findingit difficult to getredressin
complexlegal situations. In extreme
circumstances, consumers can fall
prey to criminals pretendingtobe
advisers or wealth managers, further
damaging confidenceinthe market.
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Investment management
Sector view

The investment management sector has grown steadily
inrecent years and this growthis expected to continue.
Theinvestment management sectoris animportant
contributor to the UK economy, with just over £8 trillionin
total assets under management (AuM) at the end of 2016.

We summarise the mechanics of the sector. We then draw
onthe FCA'srecent Asset Management Market Study
that seeks to remedy weak price competition, alack of
transparency around fees, and fund objectives that make
it difficult forinvestorsinassess productsin this sector. We
alsolook at custody banks andinvestment administration
services. Asset managers of both pooled and segregated
accounts are the biggest consumers of these services.
Given this, we highlight the dependence ontechnology
andthe service packaging practices of custody banksin
arelatively concentrated sector. We finish by looking at
intermediary and advice services.

Introduction to the sector Weillustrate how these three areas
fitwithin the value chaininthe market

This Sector Viewincludes the map overleaf.

following three main areas, as well as

other services that spanthe sector This Sector View does not cover the

more widely: distribution of asset management

services toindividual consumers
throughindependent financial
advisers, wealth managers, adviser
platforms and direct-to-consumer
platforms. These areincluded within
the Retail Investments Sector View.
Constructionanddistribution of
pensionandretirementincome

» Asset management: thisindustry
manages assets on behalf of
individualinvestors, UK pension
funds and otherinstitutional
investors. It currently has around
£8 trillion of assets under
management (AuM)

o Custodybankingandinvestment investment solutionsis included within
administration: custody banks the Pension Savings and Retirement
hold and safeguard the assets of a Income Sector View.

firm orindividual for asset managers;
they do not provide traditional
banking services Key developments

) . inthe sector
 Intermediary and advice: these

include arange of services
providedtoinstitutionalinvestors
by, forexample, investment
consultants, institutional platforms
and fiduciary managers

Forsometimethere have been
ongoing concerns around weak

price competitionandalack of clarity
onobjectives and charges. Also of
concernweretheroles ofinvestment
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Figure 38: Overview of the investment management sector
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1. The Investment Association Annual Survey,
Asset Managementinthe UK 2015-2016.

2. EFAMA Asset Management Report, May
2017.
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consultants and otherintermediaries
within theinvestment management
sector.Inresponse, we launchedan
Asset Management Market Studyin
2015. The FCA delivereditsfinalreport
in 2017, together with a proposed
package of remedies that addresses
these concerns.

Asset management

Asset managementcoversthe
designing, manufacturingand ongoing
managementofinvestments on
behalf of consumers andinstitutional
investorstomeet specificinvestment
goals. Asset managementis the main
activity in the markets covered by this
Sector Viewandwas the focus of our
Asset Management Market Study
(AMMS), completedin June 2017.

Figure 39: Assets under
management in the UK (£tn) !

8.1
|II| ||“ |‘|‘ ||“

2012 2013 2014 2015 2016

Over £8 trillion of assets are managed
inthe UK, up fromnearly £7 trillion
the previous year. The UK's asset
managementindustryis the largest
in Europe and the secondlargestin
the world.

Below we look at the products
delivered by the providers and the
clients of asset management services.

Products

Asset managementinvestment
products are structuredin either pooled
vehicles or segregated accounts:

« Pooledvehicles: theseinclude
collective investment schemes (CIS)
and other products, such as life funds,
which poolclients'money andinvest

Figure 40: European assets under
management by country, May 2017>

B UK 36%
B France 18%
Germany 9%
W Switzerland 7%
Netherlands 6%

Other European countries 24%
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itinone portfolio. Atthe end of 2016,
these vehicles accountedfor 43%

of UKindustry assets. Theyinclude
authorised funds, unauthorised .
funds andlife and pension funds.?

and/or alternative assets, such as
private equity and hedge funds

include all or part of aninvestment
sector, egtechnology stocks,

or small cap equity or European

« Segregatedaccounts - these investment grade credit
include bespoke investment
portfolios and investment solutions
with pre-agreedinvestment
guidelines. Atthe end of 2016, they
accountedfor 57% of UKindustry
assetsandare used predominantly
by institutionalinvestors.*

» investinto other pooled vehicles,
egfunds of funds (FoFs)

Providers

Managers or operators of pooled
funds and segregated accounts canbe
titled asset managers, fund managers,
Both pooledfunds and segregated or portfolio managers.

accountscan:

Managersrange fromsmall'‘boutiques,
which onlyfocus onasset management,
tolargeinternational organisations.
Some of these large organisations
offerrelated services. These may
include investment consulting or
accesstoplatforms, accesstoother
asset managers, egmulti-manager
funds, or access to awider variety of
products, eginsurance products or
pension administration services.

« coverasingle assetclass orbe multi-
asset portfolios with allocations to
multiple asset classes

+ useavariety of management
strategies, includingactive
or passive managementora
combination of aspects of both,
suchas Smart Beta products

« includeinvestmentsinto traditional
assets, such as stocks and bonds,

Figure 41: UK assets under management pooled versus
segregated accounts (%)°

2015 2016
W Segregatedaccounts  58% 57%
B Pooledaccounts 43% 42%
Figure 42: UK assets under management split by active versus
passive management (%)°
2016 %
74.5 25.5
2015
75.6 24 .4
2014
75.3 24.7
2013
77.7 22.3
2012
79.2 20.8

W Active management B Passive management
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3. The Investment Association Annual Survey,
Asset Managementinthe UK 2015-2016.

4. The Investment Association Annual Surveys,
Asset Managementinthe UK 2014 to 2016

5. The Investment Association Annual Surveys,
Asset Managementin the UK 2014 to 2016.

6. The Investment Association Annual Surveys,
Asset Managementinthe UK 2011 to 2016.
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7. The Investment Association Annual Survey.
Asset Managementin the UK 2015-2016.
Morningstar Direct data extracton 27 June
2017.

8. The Investment Association Annual Survey.

Asset Managementinthe UK 2016-2017.

9. The Investment Association Annual Survey.

Asset Managementinthe UK 2016-2017.

Figure 44: UK assets managed for
overseas clients (£tn)®

W Europe £1.4
mus £0.5

Asia £0.4
B Middle east £0.2
B Latin America £0.1
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TheFCAregulatesassetmanagers

as Authorised Fund Managers (AFM).
AFMs canbean Authorised Corporate
Director (ACD), an authorised
contractual scheme manageroran
authorised unit trustmanager. Non-FCA
regulated asset management firms
canmarketandselltheir productsto
UKinvestors by passportingunder the
Alternative Investment Fund Managers
Directive (AIFMD), the Marketsin
Financial Instruments Directive (MiFID),
and/or the UCITS directive while being
regulatedintheirhome state.

The UKinvestment management
industry overallis not highly
concentrated, withthe top tenfirms
accounting for around half of assets
under management (AuM). Certain
parts of the sector, particularly passive
management, are more concentrated.

Clients
Clients of asset management products
fallgenerallyintothree categories:

« Individual consumers, who account
forarelatively stable proportion (one-
fifth) of assets under management

« Institutionalinvestors, such as pension
fundsandinsurance companies

- Financialintermediaries, such
asplatforms, wealth managers,
independent financial advisers
andinvestment consultants.
Consultants act on behalf of
bothindividual consumers and
institutionalinvestors

While the majority of the UK's asset
management sector's clientslivein
the UK, theindustry manages
£2.6trillion for overseas clients.
European clients account for the
largest proportion of this, with
US-domiciled clients coming next.

Custody bank andinvestment
administration services

Both AIFMD and UCITS directives
have requirements for asset managers
touse adepositary whoisresponsible
forthe assets. The depositary, often
acustody bank, is obliged to arrange
custody and safekeeping of those
assets. Inaddition custody banks

and othersalso provide investment
administration services. We look

Figure 43: Concentration in the passive management sector -

top five firms’ market share by AuM’

B UKindex tracker fund
industry, June 2017

B Total UK asset
management industry, 2016

Figure 45: Assets managed in the UK by client type, 2016 °

o

79.2%
20.8%

M Institutional
B Retail

Institutional client type

M Pension funds 44.0%
In-house insurance 8.6%
W Third-partyinsurance 7.1%
Corporate 4.7%
Public sector 4.3%
B Sub-advisory 3.1%
B Non-profit 1.2%
Other 6.2%



below at what custody and other
services are provided and by whom.

Services

Custody bank services, which are
often offered as a package, include
custody and transaction settlement,
securities lendingand collateral
managementand fund accounting.
Theyalso generallyinclude services
such as the management of treasury,
FXandnetinterestincome.

Investment administration services
are offered to asset managers
alongside core custody bank services
andinclude transferagency and
record keeping, issuer services,
post-trade record keeping, trustee
and depositary services.

Providers
The providers of custody bank
services broadly include:

« specialist custody banks, such as
State Street Bank and Bank of New
York Mellon (BNYM), forwhom
custody andrelated activities are the
major banking business

- integrated wholesale banks,
suchas JP Morgan Chase Bank
and Citibank, forwhom custodyis
a service offered alongside awide
portfolio of services

Inthe UK, there are six major global
custodians: Northern Trust, State
Street, Bank of New York Mellon,

JP Morgan Investor Services, Citi
Securities Servicesand HSBC
Securities Services. Five of these
have parent companies basedinthe
US. Together with Pershing (a wholly
owned subsidiary of BNYM), these
custodians hold approximately 80%
of totalassetsunder custodyinthe
UK. There are alsoover 1,000 other
smaller firms safeguarding assets for
clients, ranging from prime brokers to
wealth managers.™®

Thetop six custody banks also
provide investment administration
services. In addition, International
Financial Data Services (IFDS), now
DST, hasthelargest market share of
transferagency services. Transfer
agency services are also provided by
actuarial consultants.
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Clients

Asset managers of both pooledand
segregated accountsare the biggest
consumers of custody bank services
andinvestmentadministration
services. Assets under custody are held
on behalf of UK-based funds, such as
UKauthorised collective investment
schemes and UK pension funds, but
also on behalf of financialintermediaries
and overseasinstitutions.

Intermediaries and advice

Inthis Sector View, we cover
intermediary services and
investmentadvice provided to
institutionalinvestors. We cover retail
intermediaries andinvestment
advice toindividual consumersinthe
Retail Investments Sector View.
Below we look at the products
provided, who provides themand
who their clients are.

Products

Portfolio optimisation, investment
advice, and platform services

may be offered alone or together
tofinancialintermediaries or
institutionalinvestors.

Portfolio optimisation services are
providedtoinstitutionalinvestors
andfinancialintermediaries. These
services constructaninvestor's
portfolio with the aim of maximising
returns againstthe client's risk
appetite. This processincludes
settingthe strategic and tactical
asset allocation, portfolio
diversification, research and periodic
rebalancing as needed.

Investment advice services are
provided toinstitutionalinvestors.
These cover the services that help
aninstitutionalinvestor to develop
andimplement their own asset
allocation strategy andinvestment
guidelines, includingmanager
selectionand monitoring.

Platform services are principally sold to
financialintermediaries. They allow the
intermediaries’institutional investor
clientstobuyarange of funds from
differentasset managers andhold
themtogetherin one account.
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10. FCA Custody Services in the UK, July 2017.
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They also provide facilities for
investments to be boughtand sold.
Additionally, the platforms are often
usedtoaggregate fundsandarrange
custody forinstitutionalinvestors'
assets. We cover platform services
forretailinvestorsin the Retall
Investments Sector View.

Fiduciary management services are
provided predominantly to pension
funds. Infiduciary management, the
day-to-day management, including
investment decisions, of either all or
partofapensionscheme'sassetsis
outsourced to the fiduciary manager.

Providersandclients

Different providers offer various
combinations of investment advice,
platform and portfolio optimisation
services toinstitutionalinvestors.
Notable providersinclude:

+ Investment consultants: offer
investmentadvice services and may
also provide portfolio optimisation
services, largely through fiduciary
management. Some also provide
platformservices.

« Assetmanagers: offer portfolio
management services, as well
as platform services. Where
asset managers provide fiduciary
management, they may also offer
investmentadvice.

+ Specialist fiduciary managers:
offerinvestmentadvice and
portfolio optimisation services.
While fiduciary managers can also
beinvestment consultants or asset
managers, there are also some
dedicated specialist providers.

+ Insurance companies: offer
platform services and portfolio
optimisation services.

Drivers of change

Changeinthe external environment
candrive change within the investment
management sector. Inthe following
pages we consider theimpact of the
changing macro and socio-economic
outlook, regulation and technological
developments across theinvestment
managementsector.

Macro and socio-economic

Our assessment of macro and socio-
economic factorsincludes the effect
of EUwithdrawal on theinvestment
management sector. Therearea
number of possible outcomes from
the EU withdrawal negotiations.

For theinvestment management
industry the keyissues are delegation
ofinvestment management activity,
passporting of funds and segregated
accountarrangements for EU clients.

We considered what steps investment
management firms may have to take if
delegation of portfoliomanagement
becomes more restricted, or there are
changes to passporting.

Note that this Sector View was
compiledduringthe firsthalf of 2017.
This was before the announcement
in December 2017 that, if necessary,
the Government would legislate for
atemporary permissionsregime
following withdrawal.

Regarding delegation, if EU funds
becomerestrictedin their ability to
delegate portfolio management to UK
asset managers, UK firms may choose
to move portfoliomanagement
functionstothe EEA.

Onpassporting, if the ability to
market funds on a cross-border basis
is limited, firms with EEA funds may
choose to setup mirror fundrangesin
the UK andvice versa.

In addition, if the ability to manage
assetsonacross-borderbasisis
affected, firms may needtosetup
new entities or alter contractual
arrangements with segregated clients
orfunds.



Any of the above options may

require firmsto undergo relocation,
repapering, IT and operational change
programmes. In anticipation some
firms are already putting contingency
plansinplace.

Othermacro and socio-economic
factorsinclude the currentlowinterest
rate environment, ageing population,
the decline of defined benefit pension
schemes andthe growth of defined
contribution pension schemes and
otherretirementincome products.

Thefirstofthese, the lowinterestrate
environment, is drivinga 'hunt for yield'
toboostinvestmentreturns. This may
have driventhe growth of alternatives
andinvestmentsintolessliquid assets,
egrealestate. Such funds may have
aliguidity mismatchbetween the
fund'sregular, andin some cases, daily
dealingfacilities, and theilliquidity of
theunderlying assets.

The second, ageing populationis
changing the demographic of the UK.
Baby boomersretiring couldlead to
ashiftinthe balance of assets under
management from accumulation-
orientated products to decumulation
products, including complexincome
drawdown strategies. This shiftis
coveredinmore detailin the Pension
Savings and RetirementIncome
Sector View.

The thirdfactoris the decline of
defined benefit pension schemesand
the growth of defined contribution
pension schemes and other
retirementincome products. This
isleadingtovarious changesinthe
sector. Investment consultants are
offsettingthe declineintheirincome
stream from defined benefit schemes
by diversifyinginto new areas such as
fiduciary management. Master trusts
are growing significantly in the defined
contribution space and new retirement
income products are being developed
tomeetretirees' needs. Other effects
are again coveredin more detail in

the Pension Savings and Retirement
Income Sector View.
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Regulation

There are anumber of regulatory
developmentsthat affectthe
investment management sector.
Theseinclude the remedies
proposed as aresult of our Asset
Management Market Study (AMMS),
the Marketin Financial Instruments
Directive Il (MIFID ), Packaged retail
andinsurance-basedinvestment
products (PRIIPs). Other regulatory
developmentsinclude the various
pension reforms (egauto enrolment,
the fee cap for defined contribution
pensions default strategies, and
pension freedoms).

Our proposed package of remedies
willhave wide-rangingimpacts
ontheinvestment management
sector particularly aroundfee levels,
transparency, governance and
investment consultantroles. These
remedies will help address some of the
harms that the Asset Management
Market Study highlighted, namely

the quality and value ofinvestment
products, and the roles of investment
consultants. Investment consultants,
asaresult of ourreference are now
beinginvestigated by the Competition
and Markets Authority.

MiFID llintroduces new rules that

will affect asset managersinrelation
toinducements and payments for
research, best execution, calltaping,
transactionreporting, and product
governance. Thisincludesidentifying,
sellingto, and carryingout reviews
ofaproduct'starget market and
trading. PRIIPs, meanwhile, establishes
standarddisclosure obligations,
includingarequirement to disclose
transaction costs for products

under scope. It alsointroduces a key
information document (KID) for most
investment products.

The cumulativeimpact of multiple
regulatory changes (includingany
resulting from the UK's withdrawal from
the EU), may giverise to prudentialand
conductrisks which, inturn couldlead
toarange of potentialharms.
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Technology

Technologicaladvances areleading
tovarious changesintheinvestment
management sector. These couldlead
to efficiencyimprovements, but may
also giverise to anumber of concerns.

There have been significant
developmentsin straight-through
deal processing (STP) and distributed
ledgertechnology (DLT). Asset
managers continue to look for ways
toincrease efficiency in their front
and back offices. Outsourcing
investment administration processes
to specialist providers plays an
importantpartin this. The advent

of DLT opens the potential for STP
tobecome even more efficient.
Potentialbenefitsinclude more
efficient management of counterparty
risk, enhanced reconciliation and
lower collateral requirements. There
are concerns around investment
managers' ability to supervise DLT,
STPandothertechnology-related
outsourcingarrangements effectively.
There are also questions around
accountability, ifinterruptionto
these servicesresultsinanylosses
forinvestors.

Anotherarea of growthis the
increasing use of artificialintelligence
(Al). Areas using Alinclude risk
management, compliance, investmen
decisions, securities trading and
monitoring, and client relationship
management. Investment
managers may have toincrease
theirtechnology spends to keep up
with Al developments. Supervision

of artificialintelligence remains a
challenge and may also raise issues
of accountability.

Robo-advice forinvestmentsis
becomingincreasingly available
andused. This presents a potential
issue for effective supervision

and accountability.

Growth of online distribution
channels andthe potential channel
consolidation could lead to fewer
routes to market being available for
assetmanagers. If online distribution
isdominated by only afew online
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distributors their market power may
change the value chain dynamics.
This couldinturnleadtoareduced
range ofinvestment products
available toinvestors. Our Platform
Market Study, which will publish an
interim reportinsummer 2018, will
shed morelight onthis area.

Areas of focus

This sector viewidentified seven areas
offocus. These are set out below.

Investment product

quality and value

Thekey findings of the Asset
Management Market Study showed
lack of price competition, weak
demand side pressure onfees and
poor value formoney as potentially
harmful. These, combined with alack
of clarity and transparency around
investment communications, make
assessing products difficult for
investors. Theresultis three harms:

+ toohighprices being paid
forproducts

« inappropriate product purchases
because of difficultiesin product
assessment

« productsthatdonotdeliver or
behave as expected

AMMS proposedremedies seek to
address thedrivers of these harms.
Further work willbe needed to
consider widening the remedies to
addressallthe driversidentified.
Thisis particularly the case for
products such as unit-linked and
with-profits funds.

Investment consultants

The Asset Management Market Study
(AMMS) highlighted issues of conflicts
ofinterest, ineffective competition
andalack of transparency onfiduciary
management performance and fees
inthe investment consulting market.
Theseresultintwo harms:

« inappropriate purchase
decisions and possibly too high
prices being paid for fiduciary
management services

« poorservicelevels and too high fees
forinvestment consultancy services
as aresult ofineffective competition

We have referredinvestment
consultants tothe CMA, and now await
the outcome of theirinvestigation.

Governance

Across the investment management
sectorthere are afew FCAregulations
thatarebeinginterpreted or applied
ininappropriate ways, such as

those applying to Appointed Fund
Management Boards and Authorised
Corporate Directorsand non-
compliance with the Remuneration
Code. Poor governance mayresultina
wide range of consumer harms. AMMS
proposed remedies partly address
thisharm. Work acrossthe FCAs
investigating other remedies further.
Ongoing supervision workis also
focused heavily on governance.

Technology and cyber
Technologicaladvances giverise
toanumber of both opportunities
andrisks. Theseinclude the
implications and governance of
automated decision-making and
algorithmic trading, increasing
outsourcingtoasmallnumber of
providers, technology resilience
risks and cyber-attacks. This theme
comprises fourharms:

« the potential for systemicrisk
toresult fromincreasing use of
technology-led decision making

« the potentialfor systemicrisk
toresult from poor governance
of outsourced technology
service providers

« investors suffering financial or data
loss from cyber-attacks

« marketintegrity beingdamaged

Thereis ongoing monitoring of cyber
and technological resilience inthe
investment management sector.

EU withdrawal

Theimpact of EU withdrawal
negotiationsis uncertain. There
are anumber of potential harms if
passportingand delegationrights
are changed:



« UKinvestors maybelessable
to assess products effectively
if funds are subject to different
regulatoryregimes

« UKinvestors may receive
apoorer service, depending upon
thelevel of EU withdrawal-driven
structuralchanges

» the UKinvestment management
sector may be adversely impacted
ifassetmanagerslosetalentand
some degree of accessto overseas
investors following EU withdrawal

Custody banks

We remain focused onthe resilience of
custody bank|T systems and service
packaging practices particularlyina
relatively concentrated sector. There
areanumber of harms:

« systemicrisks for wider markets and
UKeconomy fromdependencyona
smallnumber of custody banks and
investmentadministration providers
criticalto UK infrastructure

- investors may sufferloss because
they are unable to exit their funds or
funds do not behave as expectedif
thereis a disruption to custody bank
orancillary services

» custodybankclients beingunable
toassessbundled services and fees
effectively and thus may notbe
receiving value formoney

« smaller firms may be unable to find
suppliers of custody bank services

« investors may be unable to seek
redress for financial or sensitive
informationlossifaccountability is
unclear following DLT roll-out

Liquidity

Investmentinnon-liquid assets
isincreasingas aresultofthe

search foryieldinalowinterestrate
environment.Insome funds thereis a
liquidity mismatch. This happens when
dealingfrequencyis notaligned with
the average time period neededto
realise funds from sales of underlying
assetsatanexpected price. This could
resultin marketaccess being limited
ifaspikeinredemptionsinthese
fundsresultsinasset managers using
appropriate liquidity management
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tools, such as fund suspension.
Potentialharmsinclude:

« investorsbeingunable to sellfunds
when they wish to.

- financial stability of the wider UK
economy and confidence inwider
markets may be threatenedif
contagion spreads ifissuers selling
underlyingnon-liquid assets to
meet redemptiondemands selltoo
many of these at too low a price.

Ourinvestigationinto the effects

of property fund suspensions
following the EU referendum suggests
that the potential for these harms to
occuris low.
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Wholesale financial markets
Sector view

Wholesale markets may be significantly affected by the
UK's withdrawal from the EU, and also by developments
intechnology and regulation. The implications of

EU withdrawal may include longer-term structural changes
and potential near 'cliff~edge'impacts. Middleware

and outsourcing, LIBOR transition, primary market
effectiveness and protection of client assets are coming
into focus.

We summarise the mechanics of this vast sector.

We observed the growing reliance of many firms on
individual middleware and outsourced I'T providers. This
increases the risk of disruption if one of these providers
fails. An orderly transition from LIBOR isimportant given
the potential market disruption that could otherwise
arise. At the time of writing, before the introduction of
MiFID I, business models continued to evolve in the
broking market. We observed thatlarge investment banks
dominated client order flows. High frequency trading has
continued to expand its reach while providing significant
levels of liquidity to the market
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Introductionto the sector

Healthy wholesale financial markets
areimportantto the globaleconomy
and a major contributor to the UK
economy. They fulfilabroadrange

of financial needs for non-financial
companies, governments and financial
institutionsincluding:

» makingandreceivingpayments

+ financinginvestment, innovation
andgrowth

« financing operations and
managing cash

Figure 46: Overview of the wholesale financial markets sector

Corporate banking

Cash management Trade financing

Transaction

« facilitatingdomesticand
internationaltrade

« providingopportunities toinvest
« managingfinancialand other risks

Wholesale financialmarkets are
complexandlarge, asillustratedinthe
stylisedrepresentationinthe diagram
below. Inthis sectionwe assess the
drivers of change across allthese
activities and outline our areas of focus
withinwholesale financial markets.
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Key developments
inthe sector

By farthe mostimportantrecent
developmentsinwholesale markets
have been firms'preparations for MiFID |l
andforleavingthe EU. There have,
however, alsobeenanumber of changes
notdirectlyrelated to theseissues.

Inprimary markets, we have been
workingtoimprove market efficiency
andeffectiveness, includingthrough
interventions onthelPO processand
therelease of our Consultation Paperon
effectiveness of primary markets.

We have continuedto seethe evolution
ofbusiness modelsinthe broking
marketinpartdriven by lowvolumes

and volatilitybutalsoregulatoryand
technicalchanges. Largeinvestment
banks continue to dominate clientorder
flowandare generally working to maintain
this, forexample throughinvestments
intechnology and seekingtogain
authorisationas Systematic Internalisers
(Sls). Theintroductionof MiFID Il will bring
materialchangeinthis area, whichwe
coverbelow.

Principle trading firms, including high-
frequency traders (HF Ts), continue to
provide significant amounts of liquidity
in certain markets egspotFXand
listed equities. Anumber of these firms
arelookingto expandinto new areas

as wellas trading on their own account.
These areasinclude providing services
to othermarket participants, such as
best execution technology solutions,

Figure 48: Total UK equity and debt
issuance ($bn, by issuer nationality)?

2731

2014
BECM EDCM

2015

2016

Financial Conduct Authority
Sector Views 2018

Chapter 09
Wholesale financial markets

aswellastradingin otherasset classes,
suchas corporate debt.

Thereare anumber of competition
related developments affectingtrading
venues. Mostnotably, the European
Commission prohibited the proposed
merger between the UK's largest
exchange group, LSE Group (which
owns both LSE and Turquoise), and
DeutscheBérse AG,underthe EU
Merger Regulation. The Commission's
investigation concluded that the merger
would have created ade facto monopoly
inthe marketsfor clearing fixedincome
instruments. Inaddition, some smaller
derivatives trading venues closed after
theyfailedtogaintractioninthe UK.

We have also seentheintroduction of
new industry codes, most significantly
FX, partlyinresponse to Fairand
Effective Markets Review (FEMR).

Thewaywholesale marketsuse
informationisalso changing, with
algorithms andbigdataincreasingly
drivingtradingstrategies.

1. Fidessa Fragulator data.
2. Dealogic data.
3. Dealogic data.

Figure 47: Trading venue share of UK listed equity trading (2016)*
LSE (49.8%)

Bats (now Cboe) (33.7%)

Turquoise (6.0%)

BOAT (5.0%)

Paris (2.5%)

Figure 49: UK global ranking in equity and debt issuance (by issuer nationality)*
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®ECM @DCM

2012 2013 2014 2015 2016
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Drivers of change

We have grouped the key drivers of
change we seeinthe next three to
five yearsintothree categories:

« macroand socio-economic
(including EU withdrawal)

+ regulation
» technology

Macro and socio-economic
including EU withdrawal
Ourassessment of macro and
socio-economic factors focused
largely ontheimpactthat the UK's
withdrawal fromthe EU could have
onthewholesale sector. Theimpact
of EUwithdrawal negotiationsis
uncertainandthere are anumber of
potential harmsif, for example, there
are changes topassportingrights or
co-operationarrangements:

« Alossof passportingrights

under, forexample, MiFID I, the
Central Securities Depositories
Regulation (CSDR) and the Capital
Requirements Directive (CRD)
couldresultinfirms (egtrading
venues, banks) havingto setup EU
subsidiaries to service EEA clients.

« Withoutanagreedapproach,
there could also beimpactson
the ability to use cross-border
benchmarks andratings by
creditratings agencies.

Regulation

Anumber of recentlyimplemented
orupcomingregulations have the
potential to drive significant change
across the wholesale sector. Within
the UK's large equity and derivatives
markets, MiFID llintroduces

trading obligations, transparency
requirements, and a new trading
regime. Broker Crossing Networks
(BCNs) are expectedtobereplaced
with Sls. Increased electronic trading
creates opportunities for highly
technology- driven participants, such
as HF Ts, to provide liquidity innew
assetclasses.

MiFID Il also strengthens
requirements on firms for
transactionreportingandbest
execution publication. These
requirements may lead to changing
competitiondynamicsas brokers
may withdraw from markets where
transparency exacerbatesrisk.
Brokers willalso be affected by new
rules around research which will
require themto separate charges for
research from broking commission,
with which they have traditionally
beenbundled.

MiFID llintroduces conflicts of
interestrules forunderwritingand
placing services, as wellasanew
Data Reporting Service Providers
(DRSP) regime.

Figure 50: Value of UK equities trading (Ebn)*

2014 2016
B UK equities via trading venues
and Sls £2,000bn £2,427bn
B UK equities via OTC trading £2,660bn £2,948bn

4.Fidessa Fragulator data
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Atthe sametime, the ongoing
implementation of the European
Market Infrastructure Regulation
isimproving transparency and
riskmanagement. Thisincludesa
continued trend towards derivatives
clearing, andthe expansion of margin
requirementswhichis drivingdemand
formargin optimisation services.

The EUBenchmarks Regulationwillbring
allbenchmark administrators under
regulation, ensuringcommon standards
aremet.Inadvance ofitsintroduction,
bothauthorised and unauthorised
firms willneed either to vary their
permissions, become authorised, or
cease providing benchmarks.

Technology

Technologyis having a significant
impacton tradingandliquidity
provision. Across different asset
classes, thereisanincreasedshare
of trading on electronic platforms or
venues, and a growing proportion of
tradeis beingdriven by algorithms.
Greater proportions of liquidity are
provided by highly technology-reliant,
non-bank proprietary trading firms.
Brokers and dealers are also using
more outsourcing and buying third-
party software.

Distributed Ledger Technology (DLT)
offers different ways to carry out
financial activities. Developmentsin
DLT have the potential to change the
way firms have traditionally provided
custody and settlement services.
Several commodity trading firms have
testedblockchain-based solutions to
replacelegacy trading processes.

Thereis greater use of middlewarein
derivatives trading for connectivity,
matching, credit, and margining
services. Thisis theresult of regulatory
requirements, such as marginrules,
the complexinteractions between
market participants (such as venues,
CCPs, dealers, and trade repositories)
and advancesinmiddleware such

as better compression algorithmes.
Firms are developingnew 'RegTech’
products which have significant
potential toimprove the efficiency and
quality of regulatory reporting.
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Areas of focus

We haveidentified 14 areas of focus.
Some of thethemesrepresentdrivers
of harmin the sector (egfinancial
crime). Othersrepresent major
drivers of change inthe sector that
could subsequently lead toharm
(egtechnology).

Conflicts ofinterest

These can affect the incentive for
dealerstoactintheir clients'best
interest. Clients may purchase
products or services unsuited to
their needs, that expose them
tounexpectedrisks, orthatare
overpriced. While MiFID Ilintroduces
new conflict management
requirements, we donotsee EU
withdrawal or technology significantly
changingthis area of focus.

Market abuse

Traders candamage market
confidence by illegally making use
ofasymmetries ofinformation that
disadvantage law-abiding market
participants. MiFID lland MAR will
improve the depth and scope of
reporting, andimprove our ability
tomonitor markets. Theincreasing
complexity of transactions and the
pace of technologicalinnovation make
detection challenging. Conversely,
technology may also provide new
means of detection.

Financial crime

Money laundering, terrorist financing
and sanctions breaches canharmthe
broader economy. They canreduce
taxrevenues, and can help fund
organised crime, terrorist activity or
antagonistic states. Technology can
make detection more challenging,
but may also provide new means of
monitoring and detection.

TechnologyandIT systems
Company failures, successful
cyber-attacks and market turbulence,
including flash crashes, harm the wider
economy and reduce confidenceinthe
financial system. MiFID Ilintroduces a
new regime for HF Tsand algo traders,
andwilllead toincreased levels of
trading across electronic venues. New
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technology may increase stability and
resilience but the adoption of untested
technologies and use of algo-trading
may increase vulnerability.

Information asymmetries
Product complexity and pricing
opacity canmean products are
mis-sold, may be unsuitable,
orexpose clients to unexpected
risks or higher prices. MiFID Il will
enhance thelevel ofinformation
available to market participants by
introducinglarge increasesin pre and
posttrade transparency. It willalso
require firmsto disclose alternative
financingarrangements.

Adverse consequences of regulation
Regulationto address other market
failings can sometimesresultin
unintended consequences thatdent
market confidence. The effect could
be higher costs of trading, greater
volatility, reduced transparency,

lower liquidity, or reduced access
toproducts. The current volume of
regulatory change presents significant
operational, change management
and technological challenges to

firms. New regulatory technology
developments and use of middleware
may help firms meet theirregulatory
obligations more efficiently.

Market power
Thiscanariseintrading, clearingand
otherwholesale activities as aresult
of network effects. The resultinglack
of competition can meanincumbents
charge higher prices or fail toinvest
inmeeting their clients' needs.

MiFID llaims to level the playing

field betweenvarious types of
tradingvenue, butit may resultin
consolidationinsome areas. The shift
tomore on-venue tradingand clearing
willalsoincrease the market power
oftheseinfrastructure providers.
Technology provides the potential
fornew market entrants to disrupt
existing markets. Network effects and
technological barriers may however
create quasi-monopoliesinsome
areas (egmiddleware).

Misuse of confidential information
Participantsleverageinformation
thatdisadvantages others, but may
notbeillegal. If considered prevalent
this could damage confidenceinthe
market. Regulation will not significantly
change this area of focus. The pace

of technologicalinnovation makes
detection challenging, but may also
provide new ways to identify misuse.

Middleware and outsourcing
Middleware isincludedasanarea of
focus asithasbecomeanincreasingly
importantanddistinct part of the
market. This area ofteninvolves
limited numbers of providers providing
servicestomultiple institutions, raising
the potentialforharmto ariseinthe
eventthataproviderorserviceis
disrupted orfails.

EU withdrawal -‘cliff-edge’

Alack oftime, clarity or preparation
could compromise firms'ability to
manage restructuring. These could
include repapering, relocating or
connecting to new markets and
infrastructure providers, such as
exchanges and clearinghouses.

EU withdrawal -structural change
The cost of possible relocation of
activities and the potentiallong-term
impact of splitting UK and EU activities
could adversely affect markets and
participation, including by increasing
costs, raising the potential for service
disruption, orleading toimportant
needs not being met.

Primary market effectiveness
Inefficient orineffective primary markets
canconstraingrowthinthe realeconomy
by causingunnecessary costsordelaysto
businesseslookingto raise capital. Our
researchhasfoundthat while UK primary
markets generally functionwellthere
are someareas where adjustmentsto
theregulatory framework couldimprove
their efficiency and effectiveness. This
evidence comes from ourinvestment
and corporate banking market study,
alongside the more recent Review of
Effectiveness of UK Primary Markets
(DP 17/2).
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LIBOR transition

Industryis currently considering
alternatives for LIBOR.InMay 2017,
the market-led Working Group on
Sterling Risk-Free Rates announced
SONIA (the Sterling Overnight
Average Index) as its preferred near
risk-freeinterestrate benchmark for
useinsterlingderivatives andrelevant
financial contracts. The Group's
focus has now shifted to the broader
adoption of SONIAin sterling markets
asanalternative to LIBOR. Itislikely
that a significantamount of derivative,
bond andloan markets willneed to
transition toreference nearrisk free
rates. Afailure toachieve anorderly
transition from LIBOR could resultin
marketdisruption.

Clientassetharm

Harm can arise from broking firms
not segregatingand protecting
clientassets. It canmeandelaysin
thereturnof, orloss of clientassets
when afirm fails, anditreduces
confidence inmarkets. Poor CASS
controls can lead to extensive delays
inclients'access to their assets,
ortoclientlossesifafirm fails.
Theimportance of firms' CASS
arrangementsisaninherentissue
inthis sector. Thisissue may be
exacerbatedby EU withdrawal
andthe process ofimplementing
MiFID Il adding to the complexity
ofarrangements for appropriately
segregatingand protecting
clientassets.
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