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Introduction

Welcome to the Financial Conduct Authority's Sector Views. Our Sector Views
give us a picture —our view — of how each financial sector is performing. They also
give our annual analysis of the way the financial environmentis changing and the
impact of these changes on consumers and market effectiveness. This analysis
will contribute to our Business Plan 2020/21 and the decisions we make affecting
consumers, market integrity and competition.

Sector Views describe actual or potential
harm. They also look at the impact of
macroeconomic developments and common
drivers of change emerging across financial
marketsineach sector. We highlight some of
the most significant of these in the Drivers

of change chapter before looking at their
effects onindividual sectorsinthe Sector View
chapters. Theyinclude:

« the macroeconomic environment

+ the potentialimpact of Brexit

« societalchanges andtheirimpactonthe
financial needs of different generations

+ technology developments

We aim to add public value by reducingharmin
the markets we regulate. We use this principle
to anticipate potential problems in firms and
markets and tointervene to stop harm. When
we analyse harm, welook atitsimpact both
atanoverallmarket level and onindividual
consumers. We identify what actions or events
inthe market are driving the harmand how
likely itis to happen. This process enables us
toidentify bothlongstanding and developing
issues that form our overall picture of harm.

Each Sector View helps us decide where to
focus our attention. We tackle the harms

we identify through a wide range of work.

We expect firms to be similarly focused on
preventing those areas of harm whichinvolve
their business model. Our Business Plan will
setout which areas we want to focus onforthe
next 1-3 years. These Sector Views are based
ondata available at mid-2019.

How toread this document

In the first chapter, Drivers of change, we
describe the common themes across sectors
with a focus on those themes that are having
the greatestimpact onthe sectors we
regulate.

Inthe second chapter, inlight of EU withdrawal
anditsimpact on financial services markets,
we give an overview of our positionin the
currentinternational context.

The remaining chapters cover all the markets
we regulate. We group these into seven
sectors:

« retailbankingandpayments

« retaillending

» generalinsurance and protection

» pensions savings and retirementincome
« retailinvestments

- investmentmanagement

« wholesale financial markets

Each Sector View contains the following
sections:

« Sectorintroduction: the markets coveredin
the Sector View and key drivers of change.

+ Whatwe found on harm: the issues we have
identified where there may be anegative
impact onconsumers or theintegrity of the
financial systeminthat sector. We set out why
theseissues may beimportantand consider
what factors are driving this harm. We also
consider how the harm may develop over time.

« Whatisdrivingchange withinthe sector:
how factors such as the macroeconomic
environment, technological developments,
regulation and societal developments are
drivingchangeinthe sector.

« Howthe sectoris changing: notable trends and
developments we have observed withinthose
markets.

« The consumer perspective (retail sectors only):
insightsinto consumer experiencesincluding
those from our Financial Lives Survey data.
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Drivers of change
Understanding how markets are changing allows us to identify areas where we
may need to focus our work.
The UK economy faces both challenges and Economic
opportunities from Brexit, as well as global T ) ) th
headwinds, such as US-China trade tensions | hemacroeconemic environment nas an
o impact onboth the firms we regulate and
and more recently the possible impact of : )
. the consumers we aim to protect. We aimto
the coronavirus. These can affect consumer ) _
. L . understand theseimpacts, how they drive
confidence and decision-making, as well as the _
. ) ; change and how this may cause harm.
environment firms operatein.
Demographic and societal changes including GDP
increased longevity and higher levels of student Economic conditions remain challengin
debtareleading to major transitionsin the UK ging.
economy. Significant challenges face eachage UK GDP quarter on quarter growthin Q4 2019
group. Older people are grappling with how to was flat. UK GDP growth has beenrelatively
ensure theyhave adequate' ret.|rer.ne'nt funding, volatile over 2019 as aresult of Brexit-related
while youngerage groups find it difficult to uncertainty. Overall over the yearithas
:sl\lfeﬂz:iglggs ;ohgsit ;ﬁ?zeszti: fi)rfeenses slowed materially relative to previous years
rastobuy ‘ ' and underlying conditions remain weak.! The
sustainability and the low carbon economy economic outlook continues to depend on
will make environmental considerations more - .
, tant| f ol the nature and timing of the Brexit process,
lerEiZiroiZ Vl\/?jzrgtigfgfnuamil’eslelfrgzr;??nd the tradingarrangements agreed with the
L ) y ) EUamdbroader trade tensions as wellas how
Policies to deal with the move to zero carbon consumers. businesses and financial markets
may affect some asset prices. subsequentlly react
Technol is ch ingh « TheBankofEngland's current central forecast
eehno 09{]5 Cd ang|pg ow Tome.consumers of GDP growthis 0.75%in 2020 (revised down
engage with and use financial services from 1.5%in February 2019), 1.5%in 2021
products. The shift to digital services has (revised down from 1.9%in February 2019)
meant data areincreasingly harnessed to and 1.75% in 2022.2° Slower GDP growth has
develop valuable insights and provide tailored reﬂec.ted Weakeriﬁvestment as heightened
lutions. This rai isk hasth
SO |ohs N ra|se.s newrts SSU(.: asthe . uncertainty has causedinvestment decisions
potential for data misuse, cybercrime and mis-
: L tobe delayed or cancelled.
selling, as well as ethical issues over data use.

. _ . Figure 1.1: GDP year on year growth (%)
F|nanc|a|marketsw”lhaveto adapttothese .......................................................................................................................................... -
transitional shifts, new business models and %
market developments as well as societal 3 Forecast

changes. Consumers should be enabled to
make the best choices, while innovation should
aimtoincrease competition andimprove
consumer outcomes, fosterinclusion and
reduce consumer vulnerability.

2007

2022
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« Trade arrangements betweenthe USand
China, wider geopolitical tensions and slowing
GDP growthrates*across regions may affect
the global economy by reducing business
confidence andinvestment spending by firms.

Monetary policy

Sustained lowinterest rates haveled to
acontinued search for yield, with some
movement towards riskier products.

« TheBankrate remainslow by historic standards
at0.75%, havingbeenraised from 0.5%in
August 2018. Financial markets, which had
beenanticipatinga cutinthe Bankrateto 0.5%
in 2020, nolonger anticipate any cuts over the
forecasthorizon.® The Bank of England has
stated thatthe monetary policy response could
beineitherdirectionandif growthrecoversas
forecast, rates mayneedto rise.®

+ Persistentlowinterestrates andthe resulting
search foryield have led to higher prices for
some asset classes, egcorporate bonds. In
the searchforyield, extrarisk has beentaken
oninvarious ways. Theseinclude investments
intoriskier assets, use ofleverage, and
weaker standards for riskier products such as
leveragedloans.’

« The continued globallow-for-longerinterest
rate environment has been accompanied
by clear shiftsin asset markets andinvestor
behaviour. Some institutionalinvestors have
increased their exposures tolessliquid asset
classes suchas highyield bonds, leveraged
loans, real estate and unquoted securities.®

« Whilelowinterestrates canreduce the cost of
fundingfor firms, this environment does put
pressure on some firms'business models. The
likelihood thatlowerinterestrates are hereto
stay may challenge the ability of some firms
togeneratereturns and develop long-term
sustainable business strategies.

Financial markets

UK households have direct exposure to
financial market conditions through retail
investments and pension savings. Pension
auto-enrolmenthasincreased household
exposure to financial assets.

+ Auto-enrolment means the percentage of
households with pension savings in defined
contribution pension schemes has grown,
rising from 17% (July 2012 —June 2014,

average across the period) to 22% (July 2014
—June 2016).° Households are also exposed
to financial market conditions through their
holdings of stocks and shares ISAs which have
alsoincreased, although at aless significant
rate, from 10% of householdsinthe period
2006-2008t0 12%in 2014-16.

« Theinterestrate onlonger-terminstruments,
suchas ten-year Gilts, has declined steadily
since the financial crisis and is now below
1%, down from about 4% in 2009. Inits
latest Global Financial Stability report?©,
the IMF notes that large interestrate
declines have created furtherincentives
forinvestors to search foryield, leading to
stretchedvaluations in some financial assets.
Government bondyields and cash saving
rates remain below the CPlinflation rate of
1.5%in October 2019, providing negative
realrates of return on safe assets.

%

4.0

3.5r\ n

TR VA

s\ AN
[\

2.0

A
; \ N

- UI‘\_N‘/“/\'\\/

\4
0

Oct 2009 Jan 2020

« Inequity markets, we have seenanoveralltrend
ofrisingindices such asthe FTSE All Share.
Despiteincreased politicaland economic
uncertainty, market volatility has been
subdued.’? Some households and firms may be
underestimating potential future volatility.
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Labour market and household finances

Althoughit has declined over the past decade,
UK households' debttoincomeratio stoodat
126.6%"in Q3 2019. Thisremains highrelative
to historic UK levels: the ratio was below

90% inthe 1990s and only rose above 100%
in2002. Some consumers thereforeremain
vulnerable to economic shocks and their debts
may become unaffordable. Itisimportant that
firms are aware of consumers likely tobecome
vulnerable and they treat them appropriately.

+ Accordingto the Office for National Statistics
(ONS), therehasbeensomerecentgrowthinreal
wages, as the nominalannual growth of average
weekly payinthe UKreached 3.2%in November
2019.1This, together withinflation slowing to
1.3%inDecember 2019*°, may have eased price
pressures forhouseholds.

« Employmentlevels are at record highs of 76.3%
inthe three monthsto November 2019. Part of
this comes from growthinless secure forms of
employmentand part time work.'® This includes
those workinginthe gigeconomy oron
zero-hours contracts, who may struggle
toaccess some financial products, such as
affordable creditand mortgages and some

insurance products, due to fluctuatingincomes.

Some of these individuals may not have the
resilience to deal with financial shocks.

« Consumer creditlendingisincreasingata
slowerrate thanin previous years but total
amounts outstanding have continued to grow
since 2013." As of November 2019, the overall
annual rate of consumer credit growth was
5.7% '8 This islower than the peak of 10.9%in
November 2016. Some households will find
anincreasein consumer creditis sustainable
asdebt servicingratios are low due to low
interestrates. However, other consumers
could take onunaffordable debtif some firms
lend without sufficiently consideringindividual
circumstances. An economic downturnor
slowdown could amplify these concerns,
including the risk that consumersinarrears are
not treatedfairly.

Social

Intergenerational differences

Socio-economic factors have changed the
financial needs across generations. The
combination of an ageing population, a
prolonged period of low interest rates, rising
house prices, changesinthelabour market
and to student funding has reshaped the
financial lives of consumers.

6

« Limited earnings growth of younger people
could exacerbate the trade-offs between
savingfor shortertermandlonger-term
priorities. 54% of those working in the gig
economy are between 18 and 34.1°* More
variable and diverse working patterns mean
younger people need products that take into
accounttheirirregular earning patterns.

« Housing market trends have seenfewer
younger people owning property*® due tothe
increased gap between average incomes and
house prices. Policy makers have responded
to stretched first-time buyer affordability by
offeringgovernment schemes. There has also
been a shift by providers towards increased
availability oflonger term mortgages.?! For
some consumers, this couldlead to a higher
debtburdenforlonger.

« Risinglife expectancy can meanthatthose
in Generation X (born 1966-1980) find
themselves supporting ageing parents while
alsofacingincreased costs bringing up their
own children. Generation X faces challenges
fromnot havingbenefited from auto-
enrolment foraslongas millennials willhave,
and conversely not having benefitted from
defined benefit pensions to the extent that
Baby Boomers (born 1946-1965) have.

« Baby Boomers, meanwhile, will face challenges
tomanage their financial resources over a
longer time horizon and may require more
varied products to support this, including later
life lending products.

Climate change and sustainable finance

The momentum behind climate change and
sustainable finance policy inthe UKand EU is
accelerating.

«+ InJuly 2019, the Government published a
GreenFinance Strategy settingoutitslong-
term objectives for greenfinance, including
aview on how this can contribute to the UK's
competitiveness whenitleaves the EU.

« The Treasury will chair a Taskforce of UK
regulators, includingthe FCA, toensure a
coordinated approach on climate-related
initiatives and to examine the most effective
way to approachdisclosure. The Bank of
England are also planning to conduct a stress
testin 2021 that will test the UK financial
system’'sresilience to the physicaland
transitionrisks of climate change.

« Thesedevelopments are likely to affect firms'
and consumers' planning and decision-making.
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Technology

Technology is a key driver of change across
financial services. It has the potential to
increase efficiency andimprove access

to products, but also to create harm for
consumers. We have identified four inter-
related themes by analysingcommon
technology trendsin each Sector View and
undertaking wider research.

Open Bankingand Open Finance

Both arein the early phase ofimplementation.
They aimto transform the way that consumers
engage with their finances. Open Finance has
the potential toincrease fairnessinpricing as
it willallow third-party providers to reach out
to'overpaying’ customers with better deals.
But older people who arelesslikely touse
digital tools may be disadvantaged.

» Banksand other traditional financial
institutions are working closely with emerging
fintechs toimplement Open Bankingand the
Payment Services Directive Il (PSD2) which
bringsinnew rules toimprove consumer
rights and online security. Open Banking
gives fintechs the opportunity to access the
infrastructure behind financial services andis
likely to mean traditionalinstitutions will face
further competitive pressures toinnovate.

+ OpenBankingpresents some challenges
for data security and sharing. While Strong
Customer Authentication mayimprove
security, thisis balanced against vulnerabilities
that greater data sharing couldintroduce,
particularly with new entrant firms. Loyalty
penalties and customerinertiamay be more
of anissue for older consumersiftheyareless
able or likely to use digital tools such as Open
Financetofindand getthe bestdeals.

Big Data, Artificial Intelligence (Al) and
datause

Use of Big Dataand Al willincrease the insight
and datathat firms have andis likely to affect
pricing decisions. This could lead to concerns
about unethical data use if more personalised
pricing, particularly forinsurance and credit

products, leads to unfair pricingand/or some
consumers being excluded from the market.

» Firms continue to build up their data
capabilities through concerted efforts to mine
traditional and alternative data sources, use of
artificialintelligence (Al) and machinelearning
across sectors.

- Dataprivacy, ethical use of data, transparency
and security are key themes from the growing
use of Aland Big Data. Firms'increasing
ability to personalise pricingand the resulting
potential for reducedrisk pooling could lead
tofinancial exclusionfor some consumers
insome insurance and affordable credit
products. In some cases this will affect more
vulnerable orlowerincome groups. Unethical
use of data canalso create new forms of unfair
pricing or algorithmic bias, and could exclude
vulnerable consumers. Fair pricing will be
important to ensure firms do not discriminate
againstthe vulnerable orthose who are less
able toact. It willalso be required to maintain
overalltrustinthe market.

« Howfirmsuse data, who they share it with
and onwhat basis, willbe akeyissue for
consumers. Defining ethical use of data willbe
essential for the future development of Open
Finance and whether consumers will be willing
toshare their data.

Fintech

The growth of fintech, alongside Big

Tech (Amazon, Google, Facebook, etc),
isreshaping customers' user experience
but poses challenges for regulation and
oversight. Growing participation from new
financial services entrants may make firm
liability and accountability more complicated.
This bringsinto question the adequacy of
protections for consumers. Consumers
may also lack awareness around whether
regulatory protections apply to certain
products.

Globalinvestment by retail banks in fintechs
more than doubledin 2018, reaching £85.6
billion with 2,196 deals.?*

Innovationis continually influencing how
customers engage with financial services.
Therise of digital platforms and robo-

advice provides opportunities to encourage
consumers and businesses to be more active
in their financial planning. These changes may
improve customers' experience or security but
could also present challenges for oversight and
the perimeter of whatis andis not regulated.
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New technologies and ways of interacting

New technologies and ways of interacting
can make firms vulnerable to cybercrime,
fraud and technology outages, but canalso
lead toimprovementsinthese areas. Rapid
innovation and change has raised questions
about the adequacy of new firms' controls
toboth safeguard client funds and prevent
misuse of their systems for financial crime,
including fraud. We are concerned about
social media advertising of and easy access to
highriskinvestments or credit products.

« Cyber-incidents are growingin number,
scope and sophistication. Recent data
revealthat firmsreporteda 7% increasein
technology outagesinthe year 2018 to 2019%,
although this could be partly due toincreased
awareness. Firms may not be testing changes
totheir systems before implementing them
and may not be investing enoughin cyber
security and technology, increasing the
likelihood of failures. While firms are working
to prevent attacks and outages, high-profile
incidents demonstrate theimportance of
investment and co-ordination between firms
andregulators.

« Acrossallasset classes, firmsareincreasingly
relying on third-party service providers,
including for critical services, such as cloud
computing or middleware. Outsourcing
to specialists may increase resilience and
security, but some third-party services
providers may haveless stringent security,
controls and oversight.

« Social media advertising of high risk
investments and creditand online distribution
channels which give easier access make it
harder for consumers to distinguish credible
and legitimate providers from scams or high-
risk products.

EU withdrawal and
international

The UK has left the EU. Under the
terms of the Withdrawal Agreement
betweenthe UKand EU, we are nowin a
transition period thatis due to run until
31 December 2020.

The transition period provides time for the
UKand the EU to negotiate their future
relationship. European law will apply in the UK
throughout the transition period, including
new EU legislation that takes effect before the
period ends. This means continuity for firms
and funds, as they will continue to benefit
from passporting throughout 2020. This will
enable them to provide cross-border products
and services for the duration of the transition
period. For consumers, rights and protections
from EU law continue to apply during this time.

Under the terms of the political declaration
which accompanies the Withdrawal
Agreement, the UK and the EU have agreed

to closely cooperate onregulatory and
supervisory matters whenthe transition
period ends. Both have committed to seek to
conclude equivalence assessments by the end
of June 2020.

The transition period provides continuity

until December 2020. The Government has
confirmeditis aiming for the UK and the EU
toreachagreement this year onthe UK's
future relationship with the EU. Ifagreement
isreached, we would stillexpect changes,
forexample we expect 'passporting’inits
currentformto end. Passporting allows firms
authorisedinan EEA state to conduct business
within other EEA states based on their 'home'
member state authorisation. What will replace
passporting willdepend onwhatis agreed
between the UK andthe EU. Therefore, as
things stand, firms willneed to ensure they are
prepared forarange of scenarios, including
that the particular activities they conduct
might ultimately not be covered by agreements
reachedbetween the UK and the EU.

Leaving the EU will also mean we have more
responsibilities. It will affect how we oversee
markets, supervise firms and make policy.
While the close and interconnected nature
of UKand EU markets means that changes
tothe EUregulatory framework will continue
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to affect UK financial services, the UKiis

no longer directly involved in EU decision-
making. This places a premium on developing
new ways to engage internationally and we
are looking at how we can continue to work
with EU institutions, including the European
Supervisory Authorities, and other EU
regulators after we exit.

Financial services markets are international
andinterconnected. We need to help ensure
the UK continues to influence global regulatory
developments, enable market access and
maintain an effective relationship with EU
counterparts. We support open markets
underpinned by stronginternational standards.
We will continue our work to ensure UK
markets benefit from both by participationin
global standard-setting bodies and engaging
with European and otherinternational
counterparts. This willenable us to continue to
shape the standards that affect UK markets,
firms and consumers.
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Retail banking and payments
Introduction

Retail banks are the gateway to financial services for most consumers and Small and
Medium Enterprises (SMEs), while the payments market allows consumers to move
money with increasing ease and speed. Current accounts often anchor consumers to
particular firms, with many consumers holding several products with the same bank.
There were about 77.4 million personal current accounts (PCAs)* and interest-bearing

household deposits stood at £1,208 billionin June 2019.?

Technological advances give users greater
controlover their finances and allow banks
toimprove security and data analytics.
Regulatory changes are also transforming
the sector, and new rules for overdrafts will
save more vulnerable consumers significant
amounts. The second Payments Service
Directive (PSD2) and Open Banking are giving
firms opportunities to offer new services to
consumers.

Currentaccounts and payment services play
animportantroleinthe everyday finances of

10

consumers and businesses. Maintaining the
integrity of the sectoris vital. In payments,
we are concerned that consumers may not
know that some products and services have
limited protections, especially if firms are
not properly safeguarding customers' funds.
In retail banking, poor value in overdraft and
cash saving products are keyissues. We
have made, and are consulting on, several
changes to address these concerns and will
closely monitor their effectiveness. Factors
that continue to drive thisinclude consumer
inactivity and competitive advantages of
establishedretail banks.
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Figure 2.1: Overview of the retail banking sector

The Retail Banking Sector View covers retail banking groups’ structure, operation, governance, and business models
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96% v 16%

of adults have a personal current accou.nt1 _ . decrease in cash payment
The total valug of household assets held in ngn—lnterest bearing volumes year on year in 2018*
accounts has increased by 5% year on year since June 2018
56% 4 14%

increase in debit card
payment volumes
year on yearin 2018°

of adults hold a cash savings product?

The total value of household assets held in interest-bearing
accounts by households has increased by 3% year on year since
June 2018

77.4m

personal current accounts?®
The total value of household assets held in non-interest bearing
1. Ipsos MORIFRS, Current Accounts,

accounts has increased by 5% year on year since June 2018 12 months ending June 2019
2. Ipsos MORIFRS, Savings Mass Market,

Total value of household assets held, June 2019 12 months ending June 2019
3. Bankof England, Total value of household

Non-interest bearing accounts €£171bn  ~ 5% vs June 2018 ZeSEs ), June 2019
4. UKFinance, UK Payment Markets

Interest bearing accounts £1,208bn ~ 3% vs June 2018 5 f;;g”ma’y' 2018
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What we found
on harm

Inadequate protection or poor compliance
by payments firms harms consumers

Regulatory changes have enabled many new
payment firms to enter the sector and quickly
grow their customer base. But consumers
can sufferharmifthey use products without
regulatory protections or these firms fail

to comply with regulations. For example,
innovations in payments services, such as
digital wallets, together with the complexity of
theregulatory regime mean that consumers
could suffer harm because they do not
understand whether Section 75 or Financial
Services Compensation Scheme (FSCS)
protections apply to such products. We
monitor and take actions on firms' financial
promotions to ensure they comply with
restrictions on these promotions.

1,493 new Financial Ombudsman
Service cases on electronic money

inFY 2018/19°

Payment firms failing to adequately safeguard
customer funds canresultin financial loss

to consumersifthereisadisorderly firm
failure. This can be particularly problematic

if safeguarding failures are combined with
prudential weakness, orif firms act outside
the scope of regulation. These concerns have
resultedin our taking a pre-emptive approach
in our supervision of these firms.

The scale of financial crime is growing - this
canleadtodirect consumer loss, particularly
if firms do not reimburse consumers

Criminals can use the retail bankingand
payments sectors to commit financial crime.
This can lead to consumer distress, financial
loss and wider harmfulimpacts on society.
While many fraud victims are reimbursed

by their providers, victims of authorised

push payment (APP) fraud have historically
struggled to getreimbursement. Thisis
because firms canrely onthe APP victim's
genuine authorisation to show that they
intended to make the transaction. The growing
scale and sophistication of this criminal
activity means that this harmisincreasing. The
Lending Standards Board launched a voluntary
Contingent Reimbursement Model (CRM)in

12

2019. This should reduce this harm by setting
standards for reimbursing APP fraud victims.
However, itis unclear how participants will fund
reimbursement of fraud losses to consumers
inthe future in cases where neither the
consumer nor the bankis at fault.

Consumers lost £168.2 million to
authorised push payment fraud in
H12019*

57,549 individual cases of
authorised push payment fraud
reportedin H1 2019°

Serviceinterruptions can undermine
consumer confidence, cause inconvenience
and lead to financial loss

There has been asignificantincrease inthe
number of reportedincidences of interrupted
services. Thisis due to several factors.
Severalretail banks are engagedinlarge-scale
business transformations away from their
legacy IT systems. Incidents at third-parties
and applicationissues also drove anincrease
ininterrupted services. Suchincidents, along
with data breaches, risk undermining public
confidence. The growing number of financial
firms using third-party technology providers,
such as cloud service providers, where a small
number of firms dominate the market, has
increased therisk of technological disruption at
one of these firms having widespread effects.
These factors are also drivingincreased
exposure to cybercrime.

Incidents of interrupted service have led
toreducedaccess andinconvenience for
consumers whoincreasingly expect 24-hour
accessto their finances. Firms' vulnerability
to cybercrime canresultindata breaches and
confidential data being sharedinappropriately.
Theinterconnected nature of the sector
makes the impact of the harm worse through
knock-on effects.

We collect data fromretail banks to monitor
operational or security incidents affecting
personaland business current accounts. This
helps consumers compare the service they
could receive from different providers. We
focus ontheresilience of systems and controls
firms haveinplace, as well as how they treat
their customers when disruptions occur.
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Firms reported 459 technology
and cyber incidents in the sector
in2019°

The most common root causes

in the same period were change
management issues, 3rd party
failures, and failures in hardware
or software’

Consumers and SMEs canreceive poor
value from overdrafts, savings accounts and
some transactional services

We have carried out significant work on the
fair treatment of customers. This has found
that consumers and SMEs receive little or no
interest on current accounts and associated
savings accounts. Many consumers also pay
high charges for overdrafts. For example,
prior to our reforms of the market the price of
unarranged overdrafts regularly exceeded the
equivalent of aninterestrate of 10% per day.®
SMEs, meanwhile, can face high transactional
costs and charges for services such as
foreign exchange. This can work againstloyal
consumers who do not switch providers. Our
work on cash savings has provided evidence
that consumers with longstanding savings
accounts get significantly poorer rates than
new customers.

The fair treatment of overdraft users was akey
theme of the High-Cost Credit Review (HCCR),
which found that unarranged overdraft margins
are higher than comparable credit products.
We also found that this disproportionately
affects vulnerable consumers. Our study into
the market concluded that peoplelivingin
deprived areas and hard-pressed communities,
onlowincomes, tend to pay moreinunarranged
overdraft charges andinrefused payment
feesthanthe general population. Ourreforms
have ended high unarranged charges, saving
typical borrowersup to £55 per monthonan
unarranged overdraft of £100 over 7 days .’

We have seen the major banks and building
societies setting very similar overdraft prices
since the announcement of our remedies. We
wrote to these firmsin January 2020 to ask
them to provide evidence of how they arrived
at their pricing decisions. We expect firms to
take positive steps to help customers who
may be worse off orin financial difficulties as a

result of these changes. We have also asked to
see their plans for how they are dealing with the
most affected customers.

Several factors drive this, including a handful
of major banks having significant competitive
advantages, allowing them to benefit from
consumers not shopping around. Regulatory
changes, including new rules for overdrafts and
cash saving remedies will provide benefits to
many consumers. Increased competition can
alsoimprove outcomes for many consumers.

In 2016, 1.5% of customers paid 50%
of unarranged overdraft fees'®

Banks' complex charging structures
mean that 80% of people cannot
correctly choose the most
affordable overdraft deal between
Q12018 and Q3 2019"

Innovationinthe sectordrivesinclusion,

but we have concerns that anincreasingly
cashless society creates problems of access
to financial services for consumers and SMEs

Consumer demand, new technologies and
the cost of accepting cash paymentsis
driving a shift to digital transactional banking.
Innovationsindigital payments decrease
costandincrease convenience and safety for
both businesses and consumers.At the same
time, vulnerable groups may become digitally
excluded and find it difficult to participate in
the financial system.

As our society becomes increasingly cashless,
cash-dependent consumers may findit
difficult to access banking services, including
getting cash. This also links to operational
resilience, as cashis abackup during system
outages andyet may be harder to accessif
accessto ATMs andbranchesreduces.

1.9 million customers continue to
use cash predominantly*?

Almost one-fifth of households
live more than 3km away from their
nearest bank branch'®

13
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What is driving
change

Macro-economics, regulation and technology
are driving change in this sector. Continued low
interestrates may create lessincentive to save.
New regulatory initiatives on overdrafts, savings
rates and Strong Customer Authentication
continue toimprove overall consumer
outcomesinthe sector. Newinnovations,
enabled by Payments Services Directive 2
(PSD2) and Open Banking, are beginning to
embedbothinthe UKandinternationally. These
are slowly shaping the market.

Economy

Continuedlowinterestrate environment
reduces consumers’incentive to save

Interestrates remain low by historic standards
despite the Bank of England base raterising to
0.75%in August 2018. Bond and cash saving
rates remain below the CPlinflationrate

of 1.5% in November 2019."* This weakens
consumers'incentive to save.

'/ 4

Interest rates remain low by
historic standards despite the
Bank of England base rate rising
t0 0.75% in August 2018.

7I”
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Figure 2.2: CPl inflation vs interest rates®®
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Firms continue toinvestinfintech

Globalinvestmentinfintechs more than doubled
in 2018 and reached £85.6 billion. Data from the
firsthalf of 2019 indicate that the UK continues to
attract significant funding for fintech activities.'®
Many new digital challengersrely oninvestor
funds to quickly grow their customerbase and are
continuing to seek furtherfunds. These firms are
oftenunprofitablein the early stages, while they
seek to grow market share. They do this through
a combination of expandingin other countries,
offeringhigher savings rates or other products
below costand providingimproved consumer
experience.

Figure 2.3: Total yearly investment activity in fintech businesses"’
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Policy and regulation

Regulatory changes continue to transform
the sector

New rules for Strong Customer Authentication
cameinto effectin September 2019. This
willchange how banks or payment providers
authenticate the personrequestingaccess to
their account or making a payment, and should
reduce fraud. To ensure firms implement
these new rules successfully, we have given
online banking firms until 14 March 2020, and
e-commerce firms until 14 March 2021, to
comply with them.

In 2019, we alsointroduced new rules as part
ofthe HCCR to make overdrafts simpler, fairer
and easier to manage. Firms cannot charge
higher prices for unarranged overdrafts

than for arranged overdrafts and we have
also banned fixed fees for overdrafts. Banks
must now publish overdraft price information
alongside information on current accounts.
This will allow consumers to make easier
comparison between products, andincrease
the transparency of overdraft pricing.

In January 2020 we published a consultation
onintroducinga Single Easy Access Rate for
cash savings accounts. If adopted, this would
make the market simpler for consumers,
improve competition and provide benefits to
longstanding customers.

Openbankingand PSD2 allow consumers to
share their financial data more easily, and firms
to offer new services. Since the introduction of
PSD2, we have registered or authorised over

135 new firms offering account information

and payment initiation services.'® We are also
consideringthe broader benefits of open
finance, which couldlead to new orimproved and
bettervalue services andincreased demand.

'‘Big Tech'entered the payments marketin
2018-2019 although onasmall scale so far. We
authorised Google, Amazon, Facebook, and
Alipay to carry out payment services and these
firms have started to introduce mobile wallets,
branded credit cards or payment accounts.

Development of new products by firms across
the sector has created some uncertainties
around our regulatory perimeter.

Together with the PRA and Bank of England,
we are consulting on new joint policy proposals
to strengthen firms' operational resilience.

These aimto help firms manage any lossin
their ability to deliver services and reduce the
resulting harm to consumers and markets.

Consumers and society

The way consumers interact with banking
and payment firms is changing

Customers experience instant and seamless
digital servicesinindustries like retail or travel,
and expect the same from financial services.
Firms are increasingly encouraging their
customers to make transactions digitally.

Consumers are showing a growing willingness
to share their financial data through open
banking products and services. These changes
allow consumers to understand their finances
and make payments more easily.

Ongoing branch closures are, however, making
it difficult for consumerswho are less able
orwilling to adopt digital channels to access
banking services. Our 2018 Strategic Review
of Retail Banking Business Models found

that older consumers and those with lower
householdincomes may be most affected, as
they tendto use branches more.

1.9 million

consumers continue to use
cash predominantly®®

About 1.9 million consumers, who are likely
tobe vulnerable, continue torely on cash
payments?°®

Receiving cash payments may become
increasingly difficult as the number of ATMs
continues tofall. To address this, banks are
experimenting with pilot schemes to allow
access to cash through shared services, such
asjointbranches. Inthe meantime, other
services such as the Post Office Banking
Framework continue to beimportant to
consumers and communities in providing
accessto cash.

We are working with other authorities, through
the Joint Authorities Cash Strategy (JACS)
Group, to support an end-to-end resilient, cost
effective, and sustainable cashinfrastructure
that meets the needs of users.

One of the key objectives of our regulatory
sandboxis access to financial services. The
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sandbox accepted 29 applicationsintoits
fifth cohortin H2 2019. Theyincluded ways
to protectdigital consumers from identity
fraud and products that enable vulnerable
consumers to access financial services.

Technology

Innovation gives consumers greater control,
improved security and better authentication

Openbanking means firms canintroduce new
products and services based on data sharing.
For example, some providers allow consumers
toseealltheirbank accountinformation

from different providersinone place. These
new products also allow consumers to send
payments directly from their bank account,
help them avoid goinginto overdrafts or help
them put money away in specific products.

New innovations, enabled by Payments Services
Directive 2 (PSD2) and open banking, are
embeddingbothinthe UKandinternationally. For
example, there are over 1 million UK consumers
using open banking services.

Firms also continue toimplement biometric
customer authentication, cloud-based data
storage, and dataanalytics onpayment
transactions. Some traditional banking groups
have also started to develop standalone digital

16

banking products under new brand namesin 2019.

Criminals misusing technology can cause
financial loss to consumers

Mobile banking malware is a fast-developing
threat. Crime involving fraudsters posing

as official authorities, suchas HMRC, also
continues to grow, with victims persuaded
to make payments or give out personal
information. Identity theftis a key cause

of both unauthorised and authorised push
payment fraud.

The availability of cheap technology allows
criminals to carry out number spoofing, which
masks the caller's phone number. This means
they canimpersonate legitimate banks or
public bodies, leading victims to be tricked into
transferring money to fraudsters.

Criminals also use phishing attacks to get
personal or financial information by targeting
consumers via email, instant message, social
media, or text messages that appear to come
fromlegitimate sources.

UK Finance dataindicate that there were over
8,000 cases of impersonation fraudin the first
half of 2019, and consumerslost close to £40
million asaresult. Thisis asignificantincrease
fromthe nearly 4,000 casesin the first half of
2018, when consumers lost nearly £25 million.?*

—
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How the sectoris
changing

Demand for primary personal current
accounts (PCAs) remains stable. Consumers
are, however, increasingly taking out second
and third accounts. Digital challengers are
increasing their market share of newly-
opened PCAs as well as savings accounts.
Atwo-tier savings marketis developingas a
result. Established firms continue to offer low
interestrates on savings, while challengers
are gradually increasing their market share by
offering higher rates, although their market
shareis still very small.

Personal current accounts

Consumers are opening multiple PCAs to try
out new providers and functionalities

The PCA market share of the biggest 6 retail
banks has stayedrelatively constant—it was
85% in June 2019.22 Primary current accounts
have fallen as an overall proportion of total
currentaccounts to 64.4%, as existing
customers open second and third accounts.?’
The proportion of allPCAs that are second
and third accounts hasincreased to 25.2% and
10.4% respectivelyin 2018.%*

Digital challengers have particularly benefited
from consumers' willingness to take out
additional accounts. While they held just over
2% of allPCAsin June 2019, their share of new
account openingsinJune 2019 was 14.3%.2°

Overdrafts

Regulationis changing how firms charge
for overdrafts toimprove outcomes for
consumers

We announced new rulesin June 2019 toreform
the way firms charge for overdrafts. The changes
include stopping banks charging higher prices
when customers use an unarranged overdraft
thanthose foranarranged overdraft, banning
most fixed fees for overdraft borrowing,
simplifying pricing, and requiring providers to
advertiseratesinastandardised way. We have
also made rules requiring firms to do more to
identify customerswho are showing signs of
financial strain or are in financial difficulty and
implement a strategy toreduce repeat use.

While the rules willonly come into force in April
2020, we are already seeing some providers
increasing transparency of their overdraft pricing.

We expect this toimprove outcomes for
consumersin persistent debt. It could

also benefit consumerswithinsecure
employment, such as gigeconomy workers
oremployees on zero-hours contracts, and

who needto use overdrafts to smooth out

their short-term spending. The Living Wage
Foundation estimates the number of consumers
inthis categoryisaround 5.1 million.?’

Figure 2.4: Market share of first, second and third personal
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Savings

Demand for cash savings remains level, and
savers haveincreased their deposits

The proportion of UK adults holding a cash
savings account stood at 56% in June 2019.%8
Atthe sametime, the total value of deposits
heldininterest-bearingaccountsincreased
3%, from £1,167 billionto £1,208 billion.?*

43.0%

increase in total value of deposits
held in interest bearing accounts*®

Competition from challenger banksis
reducing the market share ofincumbentsin
the savings market

Unlike PCAs, competition from new entrants
has reduced the market share ofincumbent
banks. The combined market share for savings
accounts of the biggest 6 retail banks fell to
61.9%in June 2019 from 70.5%in 2014, as
challenger banks and NS&l premium bonds
offer more competitive savings products.**

While incumbents continue to offerrates
below the official Bank of England rate for
retail deposits, challenger banks and building
societies are competing by offering higher
savings rates to attract new customers. New
digital challenger banks are offering rates
ofaround 1.35%, compared to an average
interestrate of 0.62% for all easy access
accountsinJuly 2019.%?

18

Consumer
perspective

Low levels of switching remain a defining
characteristic of this sector. There is growing
evidence, however, that consumers prefer to
open multiple accounts to try out different
products and providers. Some research also
suggests that wealthier consumers may

be more likely to switch, taking advantage

of competition by actively pursuing higher
introductory offers. Meanwhile, financial
crime and fraud continue to harm consumers,
andthe value and volume of financial crime is
growing.

Consumer inertia still limits competitionin
the sector

Our 2018 Strategic Review of Retail

Banking Business Models analysis found

that demographics affect the likelihood

of customers switching current account
providers. Switchers tend to be younger,
more digitally active, and have lower personal
current account and savings balances than
non-switchers. They also hold fewer credit
products and use arranged overdraftsless.
Longstanding account holders tend to be
older, have higher balances and are not digitally
active.®

Previous Competition and Markets Authority
(CMA) research has found that higher
education, financial literacy, and digital
skillsincrease the probability of customers
searching for new current account providers.*

Openbanking has led to the development
of new products and services and is now
embeddingin the market

Since open bankingwas introduced, industry
has shown promising levels of interestin
developingitandthere are over 1 million UK
consumers using open banking services.

We published a Call for Inputin December 2019
toleadthe public debate on open finance,

take stock of open bankingandidentify if
thereis more we can do. Open finance has

the potential to transform the way consumers
and businesses interact with their finances. It
would enable automated price comparison and
switching and give consumers greater access
to support when making product choices. It
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could also lead to the development of new
financial services that help consumers get the
bestreturns fromtheir finances.*

Consumers like to have different ways to
engage with financial firms

3,312 bank branches closed between January
2015 and August 2019.%¢ As aresult of branch
closures, 19% of households live more than
3km away from their nearest branch, resulting
in potential accessissues.®’

Atthe same time, some consumers still
prefertouse branches. The research showed
that alarge majority of survey respondents
want access to arange of bank branches.
Respondents also thought branches should
stay open for those who are unable or unwilling
to use alternatives, particularly in case there
are technical problems with digital banking.*®

Research from Ipsos MORIindicates that 61%
of current account holders visited a branch to
manage their accountin the 6-month period
to June 2019.%° This proportion has remained
largely unchangedinthe past 4 years. At the
same time, the proportion of card and online
paymentsisincreasing. Card payments made
up 47% of all paymentsin 2018, compared to
28% for cash.“® The rapid growth in the use of
contactless cards, wider acceptance of card
payments at smallretailers and the growthin
online shopping drive this change.

Increasing financial fraud causes consumer
harm through unrecoverable loss and
weakened trust

Inthe first half of 2019, there were

57,549 reported cases of authorised push
payment fraud, with consumer losses of
£168.2 million.”* The number of firms reporting
this datato UK Finance has grown from 2018
to 2019, which means these numbers are not
directly comparable to previous years. Firms
donotalways have consistent approaches to
reimbursing consumers for this kind of fraud
loss. Theintroduction of the Contingent
Reimbursement Model means that thisis
beginning to change and will lead to setting
common standards. Itis notyet clear how
participants will fund the reimbursement of
fraudlosses to consumers where neither the
customer nor the bankis at fault. Thisraises
concerns around the long-term viability of the
scheme.

Inthe first half of 2019, the total money lost
tounauthorised fraudulent transactions
reached £408.3 million, anincrease of 2% on
the first half of 2018.4? The theft of personal
and financial data throughimpersonating
authorities and the exploitation of data
breachesdrives thisloss. Firmsreimburse
unauthorised fraud loss to consumers, but it
can stilllead to non-financial harmincluding
anxiety, stress and other mental healthissues.

Figure 2.5: Fraud loss to customers H1 2018 to H1 2019 (Em)*

Authorised push payment fraud
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Unauthorised push payment fraud
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Retail lending
Introduction

The retail lending sector includes lenders of all sizes, mortgage and credit brokers. It
alsoincludes businesses providing services to either consumers, eg debt advisers or
claims management companies, or to other firms, including debt recovery firms and
Credit Reference Agencies (CRAs). The sector allows consumers to borrow to meet
their financial needs, from big purchases to everyday expenditure. Over 39 million
people! have outstanding borrowing totalling £1.66 trillion? as of October 2019. This
continues to grow, albeit more slowly thaninrecent years.

Therate of credit growthis slowing as the commitment aburden. These consumers
marketreachesits peakand ourinterventions  are morelikely to face financial difficulties
inthe sector begin to take effect. In and some firms are not identifying this early
mortgages, high housing costs continue enough. This problem can be made worse by
to stretchfirsttime buyers while older poor value products, especially where firms
homeowners look to release equity. For Claims  targetthem at vulnerable consumers. Some
Management Companies (CMCs), the PPI mortgage customers are unable to switch to
deadline and our new regulatory regime will abettervalue product so we have introduced
shape the market. new rules to help them do so.

Our Financial Lives data shows that 7.4m UK
adults are over-indebted and find their financial
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Figure 3.1: Overview of the retail lending sector
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What we found
on harm

Anincreasing number of consumers
are becomingoverly indebted

Our Financial Lives data shows that 7.4m UK
adults are over-indebted. We define this as
when consumers consider keeping up with
domestic bills and credit commitments a heavy
burden, or missing any of these paymentsin
three or more of the last six months.

Aswellas paying the direct costs of arrears
and/or default, damaged credit scores and
associated costs, overlyindebted consumers
can suffer non-financial costs, including mental
illness, stress and relationship breakdown.

We are concerned some business models
are designed to exploit vulnerable credit-
dependent consumers. Where consumers'
debtlevels cause arrears and default, some
firms do not treat customersin financial
difficulties appropriately. This may be through
poor creditworthiness assessments, failing
toidentify consumersinfinancial difficulty
atanearly stage or through subjecting them
to oppressive debt recovery and collection
technigues.

Through our High-cost Credit review we have
intervenedinthe rent-to-own and home-
collected credit markets. Ourrecentrule
changes on overdraft pricingaim to increase
transparency andimprove outcomes for
consumersin persistent debt. We examine this
in the Retail Banking chapter.

7.4 million
UK adults are over indebted?®

4.1 million

UK adults are in financial difficulty’

22

Poor value products or services

Many consumers could have found better
value mortgages while some cannot switch
products easily

A significant number of mortgage products are
available, making it difficult for consumers to
establish which they are eligible for and identify
goodvalue for money. Our Mortgages Market
Study (MMS) estimated that around 30% of
consumers (in 2015-2016) could have found a
cheaper mortgage with the same key features.®
Onaverage, they paid around £550 a year more
over theintroductory period comparedto the
cheaper product.® The patternis similar for

all such customers, including those who used
intermediaries and those who went directly
toalender. We have recently proposed policy
changes to address this harm.

Some mortgage customers are unable to
switch products. The MMS identified that

up to 150,000 borrowers have difficulty
switchingwhen their mortgage rate reverts
tothelender's standardrate at the end of any
incentive or fixed rate period, evenifthey are
up-to-date with payments.” We have estimated
thatupto 14,000 of these consumers are able
to switchto anewdeal.® This meansthey stay
in products which are more expensive than
alternatives. We have introduced a modified
affordability assessment to help consumers,
andtoreduce switchingbarriers for consumers
who are up to date with payments and not
looking to borrow more.

30% of consumers pay £550 per year more than
the cheapest like-for-like alternative during the

initial period of a ‘fixed' rate mortgage®

Consumer credit often offers poor value

In consumer credit we have taken specific
actionwhere products offer particularly poor
value, for example High-cost short-term credit,
orwhere consumers are using running account
credit products (such as credit or store cards)
inappropriately forlongterm borrowing.

While thereis a cost to firms to supply credit to
consumers thathave low credit scores, some
parts of this market exploit the reality or the
perception of limited options to charge high
prices. We have introduced new rules, including
aprice cap onrent-to-own, which cameinto
effect between Apriland September 2019.
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Rent-to-own customers are
among the most vulnerable -2/3

are out of work and most others
are on low incomes™

Disorderly firm failure in the Peer-to-Peer
(P2P) market

P2P matcheslenders, who are often retail
consumers, with borrowers who want to raise
money —typically through aninternet-based
platform. We have already seen examples of
how inadeguate wind-down arrangements

can cause consumer loss and have begun
enforcementactionasaresult. If P2P firms
cannot achieve an effective run-off or transfer
of business, consumers could suffer significant
harm. Thisis particularly the case if they have
invested in more speculative orilliquid asset
classes such as funding property development.
Investors may notrecover all theirinvestment,
andit may be delayedif thereis a disorderly
wind-down.

Inaworst-case scenario, consumers who have
lent to P2P firms may have to seek repayment
directly from the end borrowers themselves.
Individual P2P agreements are usually only for
smallamounts of the totalamount borrowed,
soitis probably not economically viable for
individualinvestors to enforce their rights
against a potentially large number of individual
borrowers. Failure of alarge or well-known
platform could also have a widerimpact on
confidence in this market.

Some claims management companies
(CMCs) offer poor value

Inthe claims management market, many
consumers are not aware that they can make
aclaimdirectly without the support of a claims
management company (CMC) and so pay for a
service they do not need. We have introduced
new rules which require these firms to tell
customers that they can make a claim on their
own. Many CMC customers are not aware of
the costs andlimited range of CMC services or
do not getregular updates about their claim.

We have found widespread poor

practice across 200 Claims
Management Company adverts*!

What is driving
change

Challengingeconomic conditions are reducing
some households'resilience and the number

of consumers becoming over-indebtedis
increasing.’? Ourregulatoryinterventionsinthis
sector should deliver benefits for many. Home
ownership continues to decline, particularly for
younger generations, with the gap between
earnings and house prices continuingto stretch
affordability for first time buyers.

Economy

Overallborrowing amounts continue to
increase but the rate of growth has slowed

The annual rate of credit growth (credit cards
and otherloans and advances) slowed to

5.9% in September 2019.2*This compares to
apeak of 10.9% in November 2016.* Some of
this could be the result of our interventions in
consumer credit beginning to take effect. It
could also be the result of some growthinreal
wages over 2019.1° This, together with inflation
slowingto 1.3% in December 2019, may have
eased price pressures for households and
impacted the demand for credit.

Overall growth inindividual debtis being
driven by non-credit debts

Justoverathird of the average person's
unsecured debtis consumer creditdebt. The
growthindebtis beingdriven by 'other'types
of debt, including council tax and utilities.”’

Figure 3.2: Unsecured lending per person (£000)*#
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Figure 3.3: Consumer confidence *°
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Policy and regulation

Ourinterventions will deliver benefits for
many consumers

Regulatoryintervention such as the Mortgages
Market Study remedies and High-Cost

Credit Review are supporting innovation

and competition, and are already delivering
benefits to consumers.

Following from the Mortgages Market Study,
policy changes have been made which are
intendedto reduce the harmto mortgage
prisoners and to help consumers better
navigate the mortgage market.

The High-Cost Credit Review and subsequent
rule changes will deliver benefits to many
consumers, particularly through changes to
overdraft and buy now pay later pricing and the
price capinthe rent-to-own market. These will
lead to lower prices for these often vulnerable
consumers. The impact of these changes on
some firms' profitability should encourage
them to change their business models.
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Consumers and society

Home ownership continues to fall

Home ownership has continued to slow for
mostage groups, but the long-term change

is greatestinthose aged between 25-44.The
fallin ownership is being driven by arange

of factors, including high house prices and
lenders having tighter affordability criteria.
The only age band that has seenanincreasein
ownershipis 65 and over.2°

Figure 3.4: First-time buyer house price
to earnings ratio?!
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The gap between earnings and house prices
continues to stretch first-time buyer (FTB)
affordability

The gap between average incomes and
house prices has grown over the last 20 years,
althoughinthelast decade we have seen
aslowerrate of growth. Current first-time
buyers now needto spend onaverage 5.0
times earnings to buy an averagely priced
property (comparedto 2.9 times in 1990).%°

Both policy makers and mortgage providers
have respondedto stretched first-time
buyer affordability. The government has
implemented schemes such as Help to Buy,
while mortgage providers have responded by
lengthening loan terms, widening Loan-to-
Values and starting to develop more
innovative products.

Help to Buy continues to support
property sales

Bythe end of 2018, 211,000 consumers

had used Help to Buy (HTB) schemes to buy
properties.?* 60% of HTB first-time buyers paid
the minimum deposit of 5%, compared to 40%
of non-HTB first-time buyers.?*

Thereis potential for these consumers to be
more exposed to any change in economic
conditions. A stagnant housing market,
combined with the 'new build premium’, could
see areduced number of re-mortgage options
relative toanon-HTB property. They are also
more likely to face negative equity if property
prices beginto fall.

The number of products available
toborrowersin later life continues
togrow

Borrowingin later life is becoming more
common and the number of products has
grown rapidly. Lifetime mortgage options have
alsoincreased, with 287 products available to
consumers (as of Autumn 2019).2°

The mortgage market for later life borrowing
is being driven by longer life expectancy, the
accumulation of property wealth, paying off
other debts (including maturing interest-only
mortgages), supporting family members and
regulatory changes.

Figure 3.5: Sales of lifetime mortgages (number and proportion of all

mortgage sales that are lifetime)?®

B Number of sales
@® % of total of all mortgage
sales that are lifetime

36,432

31,661

2005 2019
Note: 2005 covers Q2-Q4 only, 2019 covers Q1-Q3 only
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How the sector
is changing

Mortgages

Stronger competitioninthe mortgage

market hasled to better rates for consumers,
with many firms chasing a shrinking pool

of customers. This has led to some firms
stretching their affordability assessments
tolend to potentially higher-risk customers.
Challenging conditions have also led some
firms to leave the market with others expected
to follow, especially as the trend for 5-year
fixesis likely to reduce consumer activity in the
mortgage market. We are seeing continuing
growthin smaller markets such as later life
borrowing.

Greater competition for fewer borrowers
has seen smaller lenders increasingly
targeting higherrisk borrowers

Initial estimates suggest there were around
1.2mmortgage transactionsin 2019, excluding
internal transfers. Thisis broadly the same as
in 2018 but significantly below the peak of 2.3m
in 2006.%7

Despite lower lending volumes, the number
of firmsinthe market hasincreased by 30%,
from 128in 2008 to 167in 2018.%° Low lending
volumes are being driven by several factors,
including limited house supply and reduced
demand for buy-to-let borrowing. Lower
lending volumes, together with the funding
advantages held by the largest banklenders,
andincreased competition have led to many
smaller mortgage firms increasing their risk
appetite, or to stop lending.

Competitive pressures haveled to some
firms leaving the market

Somering-fenced banks are driving
competitionin the market as they now have
increased liquidity for retail lending. This has
contributed toreduced interestrates for
consumers. More firms chasing a smaller
number of consumers has led to four firms
(Tesco, Sainsburys, Secure Trust and Magellan
Homeloans) ceasing tolend. We expect to

see further firms ceasingtolendinthe nearto
medium-term.

26

Consumers are increasingly choosing 5-year
fixed deals

In Q4 2018, 48% of new mortgage sales were
5-year fixed deals, anincrease from 25%in
Q4 2016.%7 This growthis being driven by

the market dynamics highlighted above,
anincreasedfocus on keeping customers,
reduced consumer confidence, and a smaller
price differential between 2 and 5 year fixes.*°
UK Finance estimate that this trend will lead
to areductioninthe number of consumers
seeking mortgagesin 2020.** Barringan
unexpectedincrease in first-time buyers, this
trend will place further competitive pressures
onfirmsinthe market.

Figure 3.6: Interest rate of 2 year and 5 year (95% LTV) fixed rate
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Firms will need to take action toremove
dependencies on LIBOR

Over 200,000 mortgage contracts are LIBOR-
linked, but LIBORis expectedto cease tobe
available after 2021.3* Firms need to consider
how their contracts will operate when LIBOR
no longer exists, and whether the terms allow
the contract to be movedto an alternative
benchmark. A smallnumber of firms are still
offering LIBOR-linked mortgages. We are
monitoring thisissue closely.
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Consumer credit

Consumer credit firms are facingincreasingly
challenging trading conditions, particularly
inthe high-cost markets. Thishasled to
some firmsleaving the market and others
facing existential difficulties. It has alsoled
toanincreasing number of firmslending

to consumers with poor credit scores. The
transfer of regulation of Claims Management
Companies (CMCs) to us, together with
business model changes following the PPI
deadline, will shape this marketin the shortto
medium-term.

Despite an overallincrease in 0% credit card
borrowing, the length of 0% deals and the
number of products have decreased

As of September 2019, the longest 0% balance
transfer dealwas 24 months, down from 30
months a year earlier.?> The average balance
transfer period has fallento 19 monthsin
September 2019, down from a peak of 24.4
monthsin January 2018.%¢ In the same period,
the number of 0% balance transfer cards has
reduced from 60 to 43.°’ These changes could
be aresponse to the Bank's prompting on
potential stability problems, and could also
reflect a delayed response tointerchange fee
changes as well as evolvingrisk appetites. The
interchange feeis atransaction fee paid by
the merchant's bank to the cardissuer when a
customer makes a card payment.

Figure 3.8: Credit card 0% balance transfer period
by introduction period (nhumber)3®

High-cost firms face difficult trading
conditions

High-cost short-term credit (HCSTC) providers
have continuedto struggle to be profitable,
because of theimpact of regulatory changes and
redress repayments from poor practice. Redress
payments have led to the failure of high profile
firms such as QuickQuid, CashEuroNet UK,
Wonga, The Money Shop and WageDay Advance.
Wonga's administrator has received details of
40,000 complaints about past activity.**

In February 2019, Brighthouse, one of two
major rent-to-own providers, announced

it would be closing a further 30 shops and

start offeringinstalmentloans as well asits
core offering.“° The other major rent-to-own
provider, Perfecthome, entered administration
in 2018, before being sold to new owners.*

Guarantor lendingremains an area of concern,
given the number of guarantors who make at
least one payment and the rapid growth in the
sector since 2016.
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average balance transfer period in January 2019,
down from a peak of 24.4 months in January 2018
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New market entrants are responding to
social trends

While unemploymentis generally low, the
number of workersinless stable forms of
employment has grown, especially among
younger generations. Markets have responded
to this trend by introducingincome smoothing
products, employeeloans and products which
allow consumers earlier access to earned
income.

Figure 3.9: Net consumer credit lending to individuals (Ebn)
and growth rate (%)*?
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Peer-to-peer (P2P) providers are also facing
more challenging trading conditions

Lendy, aprominent property development
P2P platform, has entered administration.
Asthelargest firminthis nascent market to
enter administration, this could have a wider
impactin confidence in this market. Another
prominent P2P firm, Funding Secure, has also
entered administration havingissuedloans
usedto fund property developed as well as
pawnbroking style loans.
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Claims Management Companies
(CMCs)

The transfer of CMCregulationtous
together with the PPl deadlineisreshaping
the market

On 1 April 2019, we assumed regulation of
CMCs. The number of CMCs has fallen steadily
from 2011, when there were over 3,000.%%

953 firms have registered for temporary
permission with us and will need to apply for
authorisation to continue their activities.*

The passing of the deadline for PPl claims

is likely to further reduce the number of
providers, unless firms find alternative claims
areas. Total market turnover for all CMCs was
£762.6 millionin 2018, of which £600.3 million
related to financial services (including PPI).%°

'/ 4

The passing of the deadline for
PPl claims is likely to further
reduce the number of Claims
Management Companies,
unless firms find alternative
claims areas

'/ 4

Consumer
perspective

There are signs that agrowingnumber of
consumers are facing financial difficulties and
that householdresilience for someis reducing.
Younger borrowers, renters and those with low
credit scores are most likely to be in financial
difficulties. Lending to higher-risk consumersis
growing. Anincreasing number of consumers
are seekingadvice about their financial liabilities,
particularly about smaller and typically
non-regulateddebts.

Consumers with the lowestincomes
are most vulnerable

According to our Financial Lives survey, 8%

of UK adults are in financial difficulties.*® This
means they have missed bill or credit payments
inatleast 3 of thelast 6 months.

Renters and those between the ages of
25-39 make up the majority of struggling
consumers

By 2017, nearly 70% of callers to the National
Debtline were renters, compared to under
20% who were homeowners.*’ This is despite
renters making up only 37% of the adult
population.*®1n 2018, 50.8% of StepChange
clients were aged between 25-39, up from
41.6%in2014.%°

Consumersinthe ‘'squeezed middle’ also
show signs of vulnerability

13.1 million people are financially squeezed.

43% of them have ahouseholdincome under
£20,000, and 21% are overly indebted.>® Most do
not have the savings buffer necessarytohandlea
prolongedincome shock. Accordingto Financial
Lives Survey data, 35% of individuals have limited
financial resilience, 27% would be able to meet
theirliving expenses for less than a monthiif
theylost their major source ofincome. 7% of
households could do so for less than aweek.*!
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Figure 3.10: Proportion of StepChange clients seeking advice (%)%?
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Figure 3.11: Income and expenditure per UK household (£000)**
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(Disposable income is defined as the amount of money that households have available for
spending and saving after direct taxes (such as Income Tax, National Insurance and Council Tax)

have been accounted for—ONS)

Lending to highrisk customers has been
growing around 20% annually and more
consumers have debt problems

Our analysis of Credit Reference Agency (CRA)
dataindicates thatlending to consumers with
poor or very poor risk scores has increased,
risingfrom £11 billionin 2016 to over £16
billionin 2018. The amount of high-cost credit
and 0% credit card borrowing also increased
significantly in this period.**

Debt charity, Stepchange, recently reported
the number of people in problem debt remains
stubbornly high at over 3m.>*7 inevery 10
people who came to the charity for advice said
the primary reason they had gotinto problem
debt was because of alife event or shock.*®

30

Those seeking debt advice are doing so for
smalleramounts and thereisanincrease
in calls about non-regulated credit debt
problems

50% of all calls to the National Debtline in 2018
were about debts of under £5,000, suggesting
more consumers are struggling at an earlier
stage.®” Consumers may be strugglingatan
earlier stage due to theincrease inunregulated
debts which involve more aggressive debt
collection practices. 331,337 people contacted
Stepchange for debt advice in the first six
months of 2019.%8
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General insurance and protection

Introduction

A well-functioninginsurance sector is vital for the health of the financial services
industry. The importance of this sector is demonstrated by high consumer demand:
more than 4 out of 5 UK adults have one or more insurance products. The UK
economy as a whole is underpinned by wholesale insurance that provides cover for
large and complexrisks, enabling smooth functioning of businesses by protecting

them against financial loss.

The maindrivers of change in this sector
are technology developments changing
how consumers andinsurersinteract, EU
withdrawal, and ongoinglow interest rates,
which continue to put pressure oninsurers’
margins.

Fair pricing continues to be a major problem
in personallinesinsurance. Consumers who
stay with their existinginsurer, and do not

switch at renewal, almost always pay higher

premiums than those who switch or negotiate.

Thisis known as the 'loyalty penalty'andis
most common in motor and home insurance
markets. We are continuing work to improve
access for consumers with specificinsurance

needs, such as travelinsurance for customers
with pre-existing medical conditions. We are
alsoworking to improve distribution chains

by ensuring that all parties in the chain are
considering value to the consumer. Looking
forward, increasing use of personalised
customer data can generate many benefits
but could also pose risks for consumers. For
example, use of biometric or genetic data for
risk modelling could make some products
unaffordable for some consumers. The well-
publicised cases of non-financial misconductin
the London Market also raise questions about
the culture at firms in the wholesale insurance
sector.
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Figure 4.1: Overview of the general insurance and protection sector
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What we found
on harm

We categorise harmin this sectorin 5 retail
and protectionthemes, and 2 wholesale
themes. The 2 common drivers for much of
the identified harm are poor culture and low
consumer engagement. This leads to several
negative customer outcomes.

Pricing practicesin personallines still
penalise loyal customers

Fair pricingis the most publicised issuein

this sector. The ‘loyalty penalty’in home and
motorinsurance cost 6 million longstanding
consumers anextra £1.2 billionin 2018. This
is despite our recentrenewalrules saving
consumers £185 million a year.? Increased
digitalisation or misuse of data may lead to
personalised price discrimination which could
seethisharmincrease.

1in 3 consumers who pay
high prices show at least one
characteristic of vulnerability?

£1.2 billion additional cost paid
by long-standing customers
in2018*

Add-on prices continue to cause harmto
consumers

In 2015 we started requiring firms that sell
Guaranteed Asset Protection (GAP) insurance
to give customers more information and allow
them 2 days to consider the cover before
buyingit. Thisreduced the harm by up to 23%
from 2015 levels,® butintelligence reports
suggestitremains significant. Effective
implementation of the Insurance Distribution
Directive (IDD) should address this further,
althoughitis too early to tellif this has led to
improvementin the value for money of add-on
products. Examples of where this harm occurs
are car hire excessinsurance and rent-to-own
accidentaldamageinsurance.

34

Complexdistribution chains and products
are contributing to poor value

We are seeinginstances of poor value
products, including poor claims outcomes,

in personal and Smalland Medium-sized
Enterprises (SME) lines. Our work (Thematic
Review 19/2) shows that this is most common
where insuranceis linked to another non-
financial purchase.®The harm comes from
partiesin the distribution chain receiving
remuneration which appears to be significantly
above the costsincurredindistributing the
products. Thisresultsin consumers paying
potentially excessive prices.

The complexity of protection products,
compared to otherinsurance products,
increases the threat from poorvalue
products as itis difficult for those with lower
financial literacy to understand what they are
purchasing. Our Financial Lives Survey found
that 46% of UK adults reportlow knowledge
aboutfinancial matters.’

We are also seeing long distribution chains
and weak product oversight by firms leading to
poor customer value. Longer chains may also
slow the pace of innovation as adopting a new
idearequires coordination between all parties
inthe chain.

Consumers with specific needs are facing
barriers toinsurance products

It can be harder for consumers with specific
insurance needs to find or get cover, especially
when using online mass market distribution
channels. If consumers cannot easily get
meaningfulinformation about alternative
insurance providers, or lower-cost policies,
they may assume they are uninsurable or
cannot afford cover and may effectively
exclude themselves from the market.
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Some cancer survivors report facing a 'life-
time penalty’ of expensive travelinsurance.
About 3 million people with disabilities have
been deniedinsurance or charged extra
because of their condition, affectinglong-term
illness, criticalillness, income protection, life
andtravelinsurance. We have consulted on
introducing a new 'signposting' rule for firms
to give consumers details of adirectory of
travelinsurance firms that are willing and able
to cover consumers with more serious pre-
existing medical conditions.

About 3 million with disabilities
have been denied insurance or
charged extra®

Protection products are only held
by 35% of UK adults™

Misuse of customer datacan harm
consumers, particularly vulnerable
consumers

Misuse of customer data can compromise the
wider social benefits of insurance, especially if
itis usedto single out vulnerable consumers.

There are also ethical considerations around
consumers consent to sharing their data with
firms and their ability to negotiate what is
shared and what they getinreturn.

Additionally, increased use of datais leading to
personalisedrisk modelling and pricing, which
reduces risk-pooling across customer groups.
This can have implications for harm that falls
outside ourregulatory remit. For example,

risk modelling of individuals may make some
products unaffordable to high-risk consumers
while reducing the cost for low-risk consumers.
Where this happens, we will clarify publicly why
it falls outside our remit.

Non-financial misconductinthe London
Market poses a threat to market integrity

The publicised cases of poor non-financial
conduct, including cases of bullying and
harassmentinthe London Market, pose harm
tomarketintegrity. Despite being non-financial
misconduct, it raises concerns of whether the
broader culture in the London Marketis able

to proactively identify poor financial conduct

leading to other harm, such as managing
conflicts of interest. Drivers of poor conduct
may include remuneration and otherincentives
and alack of diversity.

71% of insurance professionals
believe that culture needs

to change!*

Higher prices from inefficienciesin the
London Market

Inefficiencies inthe London Market lead to
higher prices for commercial customers
andtheir end-users. The higher expenses

of the London Market are driven by higher
acquisition costs, reflecting the more complex
and specialty products being soldin London
but also the slower adoption by these firms

of technological solutions that deliver more
efficient processes.

Some senior executivesinthe London Market
have criticised the culture and short-term
strategiesin parts of the market. These could
slow the implementation of more efficient and
innovative business models.
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What is driving
change

Current lowinterest rates mean access to capital
is less costly, allowingincreased capacity in
theinsurance sector. However, thisis putting
pressure oninsurers' margins. While lower capital
costs may mean consumers pay lower premiums,
restructuringin preparation for EU withdrawal
has driven up one-off costsinthe industry. There
arerisks around ensuring continuity during EU
withdrawal for firms and customers.

Economy and political environment

Continuedlowinterestrate environment
puts pressure oninsurers’ margins

Continuing low interest rates help the
insurance industry access capital at alower
cost. Buttheincreasedindustry capacity this
createsisreducinginsurers' margins. In theory,
lower capital costs should benefit consumers
through lower premiums. But how far this has
actually happenedis difficult to assess and the
market may be hardening, with both premium
andrate increases reported.

Contract continuity is the main risk from EU
withdrawal

EU withdrawal poses arisk forinsurancein
the form of contract continuity. Firms are
restructuring operations to reduce disruption
totheir customers, including setting up new
European entities to exclusively service their
EUbusinesses. They alsoneed to ensure
these contracts remain valid at the end of the
transition period and so may need to amend
them (‘repapering’). For brokers, this means
ensuringregistrationis validin the relevant
jurisdictions and 'repapering’ the terms of
engagement where necessary. Both brokers
andinsurers will have to consider GDPR during
this process.

These changes could increase industry costs,
which are typically passed on to consumers.
While the increase would theoretically be a
one-off, the ongoing uncertainty around EU
withdrawal couldincrease these costs further.
Insurance firms have highlighted thereislittle
consistencyinregulatory regimes across the
EU, which also drives up costs. This underlines
the need for continued international
cooperation betweenregulators.
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Society and demographics

Increasing numbers of people are living with
long-termillness

More than 15 million people currently have a
long-term condition, and thisis projected to
increaseinthe next 10 years.!? The industry
willneed to ensure that these individuals
understandtheimportance of protection
products, such asincome protection, andto
ensure that products are accessible and fairly
priced.

Insurance needs are changing across
generations

UK adults are buying their firsthome later
than earlier generations, whichis increasing
demand forrental properties. Many of these
renters choose not to insure their contents
while renting.

The UK also has 11.8 million people aged 65
and above. The insurance needs and access
toinsurance products for this group may
vary considerably from other generations.
With 59% of adults aged 80 and over having

a disability®?, the funding of long term health
careis amajor socialissue to be addressed by
government and other relevant policymakers.

Technology

Insurance is becoming more bespoke

Technologyis changing the way consumers
interact withinsurance. Rather than a product,
insurance is being promoted as a service. This
has led to the development of products more
tailored toindividual consumers, for example,
usage-based motorinsurance.

Use of customer datais increasing, bringing
both benefits and threats

Customer datais the backbone forinsurance
risk modelling and pricing. Technology is
enabling firms to use more personal and
diverse data for algorithmic pricing and risk
modelling through artificial intelligence and
machine learning. Itis reasonable to expect the
sectortoincreaseits use of customer data.
Thiscanhelpinsurers andbrokersimprove
their processes andtell customers how to
reduce theirrisk exposure. However, it can also
increase the scope for price discrimination.
For example, if genetic data were used for

risk modelling, it could discriminate against
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customers who have a higher likelihood of
developing certain diseases.

Our Open Finance initiative, partly inspired

by Open Banking set up by the CMA, aims to
improve competition and speed up innovation
ininsurance by using the dataeconomy. If they
signup, Open Banking allows customers to see
their payment account data from participating
banksin one place, as well as allowing approved
third-party providers to offer tailored products
orinformation services to the customer.

More granular data can also create more
personalisedrisk, so reducing risk-pooling
across customer groups. This may notbe an
issue if datarelates to something anindividual
can control, for example, safer driving
rewarded by alower motor premium. Where a
consumer cannot change something, such as
their biometric or genetic data, risk modelling
based on these could make protection
unaffordable orinaccessible to many, and
especially to more vulnerable consumers.

Long value chains canraise costs for
consumers

Technological advances are yet to significantly
disruptvalue chains in this sector. These

are oftenlong and potentially erode value to
consumers in wholesale and retail general
insurance.

'/ 4

Technology is changing the
way consumers interact
with insurance

~I”

How the sector is
changing: retail
general insurance

Generalinsurance —personallines

Personallines providers are facingincreased
calls for fairnessin pricing. New technologies
areimproving customer experience in
processes for applying and handling claims but
thereis stilluncertainty over whether digital
solutions will be able to reach all consumer
groups orjust the tech-savvy.

Home and motorinsurance remain the
largest markets while take-up of protection
insurance lags behind

Home and motorinsurance are often compulsory,
aseitherarequirementforamortgage or by law,
sotheir market shareis unsurprising. Compulsory
insurances like these meetimmediate needs, but
thereislower take-up of protection products,
whichmeet more long-termneeds.

Home and motorinsurance customers often
pay a ‘loyalty penalty’

In 2018 we launched a market study to look
into the issue of firms offering a discount to
new customers while increasing the premiums
of existing customers year-on-year. Inhome
insurance, asmany as 2in 3 customers pay
a'loyalty penalty' for staying with the same
provider for over 5 years, paying as much as
70% more than new customers. Consumers
agedover 65, onlowincomes or with
disabilities were more likely to be affected.*
We found a less extreme but similarissue in the
motor insurance market.

Figure 4.2: Motor claims costs (€bn)**
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Some insurersinthese markets have
responded by launching products to address
thisissue by offering a single price to new and
longstanding customers. Itis unclear how
consumers will respond to this development.

Premiums decrease despite claims costs
increasing

Private carinsurance premiums decreased for
thefirstthree quarters of 2018, witha
£3year-on-yearreductioninthe average
premium.’® The decrease in carinsurance
premiums could be partly driven by a change,
in July 2019, to the Ogdenrate, the discount
rate used for personalinjury claims. This
change had beeninthe pipeline for some time
although it was not as significant as expected
when it came. The change means payouts

in personal injury claims will be smaller going
forward, but stilllarger than the market had
planned for.’

Claims costs were up across the market for
avariety of reasons. Theseinclude extreme
weatherin 2018 prompting more domestic
property claims'®arisein car theft and
increasing levels of technology in cars raising
repair costs’® and airline failures causing more
cancellation claims.?®

Consumers areincreasingly using price
comparison websites (PCWs)

Consumers are using the big 4 price
comparison websites (PCWs) more than
previous years.In 2017, the CMA investigated
potential challenges to competitioninthe
home insurance market. More recently, it
launched another study into online platforms
and the UK digital market to see how far these
platforms have influence over the consumer
andthe market.?! At the same time, PCWs
are also affected by the implementation of
the Insurance Distribution Directive, which
requires more carefulassessmentofa
customer’s needs.

38

Ghostbrokingon therise

Ghost broking, fraudsters selling fraudulent
insurance by many different means, isan
increasing trend. In 2018 the Insurance Fraud
Enforcement Department (IFED, part of City of
London Police), reported 850 reports of ghost
brokingto Action Fraudin the previous 3 years,
which caused a total of £631,000in customer
losses.??

Changesin society are changing the
insurance environment

Younger adults are less likely to have insurance
atall. Homeinsurance take-upis lower partly
because younger adults are strugglingto get
onthe propertyladder, creatingless demand
for buildings insurance and because many
renters choose not to take out contents
insurance.

New technology, together with abroader
shiftto asharingand gigeconomy, is leading
to the development of new products.
Technological solutions are enabling faster
application and claims processes as well as
on-demand flexibility. On-demand products
give flexibility through an easy on/off switch
inaphoneapp. Similar usage-based products
include motorists paying for cover based on
the amount they drive and pay-per-day travel
insurance.

UKis agood place forinsurtechinvestment

The vast majority of insurtech products
focus on personallines.In 2018 UK insurtechs
received over $1 billionininvestment, up
from $792 millionin 2017, and a sixth of global
insurtech deals.?

$1bn

invested in UK insurtechs?
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How the sector
is changing:
protection

The protection products market continues

to grow, butlags behind other personal
linesinsurance with only about 35% of UK
adults having a protection product.?* More
sophisticated use of datain this sector can
improve processes, but thereis arisk that more
personalisedinsurance products could exclude
some consumers through higher premiums or
denial of cover.

Protection

Protection policies meet the longer-term
needs for financial protection for individuals
and families in the event of death (whole-of-
life and term assurance), iliness (critical iliness,
income protection) or accident (personal
accident).

Low levels of take-up but protection sector
is growing

Lifeinsuranceis the most popular type of
product for policies taken out by individuals.
Individual and group protection sales are
seeing growth across all policy types.?¢

Figure 4.3: Individual protection - new sales (000)?’

Figure 4.4: Group protection: number of people
covered (m)?®
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However, only 35% of UK adults hold a
protection product. Thisis about 15 million
people,?® comparedto 17.6 million who

hold phone, gadget and extended warranty
insurance productsin 2017.2° Take-up is lowest
foryounger consumers under 35.3' Renters
andthe self-employed are also less likely to
have cover.

Thereasons for lower take-up of protection
productsvary. Theyinclude consumers
consciously choosing not to buy these
products because of cost, behavioural biases
including consumers underestimating the
likelihood of having to claim and over-optimism
about their financial resilience. Areport
commissioned by the Financial Services
Consumer Panelfound that the complexity
of products makes people less likely to buy
them. For example, because criticalillness
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products are easier to understand, consumers
buy them more often thanincome protection
products.*?

Providers have tried to attract new customers
by offering more flexible products, including
income protection policies that only pay for
alimited amount of time, and so can be up

to 45% cheaper than a product that pays
indefinitely.** They are also offering hybrid
policies that combine features from life, critical
illness, income protection and guaranteed
acceptance plans, allowing consumers to take
outasingle policy rather than several.

Access to and availability ofinsurance for
consumers with health conditions remains
anissue

Access to travelinsuranceis a well-publicised
issue, with 23% of customers with pre-existing
medical conditions saying they faced inflated
premiums.** Thereis also alack of availability
of products for consumers with mental health
problems seekingincome protection, where
mental health related exclusions often leave
them with no options.

Advancesin the use of data has advantages
and disadvantages

More effective data use can helpinsurers
and brokers improve their processes, both
at the point of underwriting and at the point
of claiming. Developmentsin biometrics and
genetic testing are particularly relevantin
protection. They couldlead to a much higher
level of understanding of anindividual's risk
characteristics. This could, however, resultin
the reduction of risk-pooling across customer
groups and make insurance unaffordable or
inaccessible to many.
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Generalinsurance and protection-
Smalland Medium-sized Enterprise
(SME) lines

SME lines grow with inflation

The SME insurance market grew 1.4%in 2017
to £7.8 billion.**Public liability remains the most
frequently purchased commercialinsurance
product, with 75.3% of SMEs buying coverin
2018. This was followed by employers'liability
(63.4%) and propertyinsurance (63.1%).%¢

Like personallines, SMEs areincreasingly
using price comparison websites (PCWs), while
the likelihood of using a broker increases with
the size of the firm. Brokers remain the most
popular channel with 44.8% of policies bought
thisway. Thisis followed by direct to insurer
(25.9%), PCWs (15.5%) and banks (13.8%).*”

Insurers needto have a good understanding of
the needs of their SME clients. The increasing
diversification and number of SMEs means
thereis a growingrole for the Demands and
Needs document, which stipulates individual
insurance requirements for customers. This is
as true across the wholesale insurance market
asitisto SMEs.
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How the sectoris
changing: wholesale
and cross-sector

Non-financial misconductin the London
Market poses risks to market integrity and
raises questions aboutits ability to tackle
inappropriate financial conduct. This could
affectrecruitment and attraction of staff.
Deloitte found that a positive culture is one of
the two most likely traits to attract and retain
Millennials and Gen Z staff.*® Poor culture

has animpact onwider society by reducing
the appeal of the London Market to a diverse
group of people and reduces trustin financial
services. Additionally, slow modernisation
through technological solutions is resulting
inhigh costs. Across the sector, acquisitionis
trending as a way to obtain technology.

Wholesale

Wholesaleis atermthat describes the London
Insurance Market and related bodies that
participate inunderwriting of large-scale,
complex commercial and specialty risk. This
includes the Lloyd's of London marketplace.

'/ 4

Access to and availability
of insurance for consumers
with health conditions
remains anissue

7I”

London Market —global leader today but
whatin the future?

The London Market remains the leading global
insurance hub, due toits extensive expertise
andthe diverse set of client needs it services.

The future of its prime positionis, however,
being challenged as many clients seeitas more
expensive than non-London alternatives.

This view is reinforced by the market's slow
adoption of technological solutions to reduce
high expense ratios and some complex
distribution chains that do not contribute to
the value of the product.®®

Maintaining London's competitivenessis not
one of our objectives, but ensuring a well-
functioning marketis. And a well-functioning
marketis characterised by a competitive and
sustainable business model.

We are seeingatrendinlegacy books (where
no new policies are sold) with 'long-tail
claims' (where claims could be made years
after the policy was taken out) being sold

to run-off specialist companies. Some of
these companies are new entrants and often
have less diversified investments than their
"traditional’insurer counterparts. This could
make them more exposed to extreme shocks
to the market which could affect their ability
topayoutonclaims. These transfers may
also presentrisksinthe form of dataloss or
unauthorised access to therecords.

Inefficiencies inthe London market make
it expensive and highlight the need for
modernisation

The London Market's operational expense
ratio makes it expensive.n 2014 it was
reported to be 9% higher than similar global
insurance centres.“°Lloyd's stated this is still
the case for the Lloyd's market, whichis a
significant proportion of the overall London
market, as highlighted in the recent "The Future
atLloyd's' prospectus. The prospectus also
shows that Lloyd's operating expenses are
aboutthe same asin 1990.* There are efforts
toimprove expense ratios bothin Lloyd's,
andthe wider London market, but questions
remain about whether enoughis being done
to addresstheissue. One of theinitiatives
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Lloyd's will be introducing to tackle costs and
modernise the operation of the Lloyd's market
is developing 2 electronic risk placement
platforms for complex and standardised risk
placements.

Poor culture remains aconcernin wholesale
insurance

71% of insurance professionals believe

that culture needs to change.*? Both the
London Market Group, a market-wide body

of specialists from the London insurance
market, and Lloyd's recognise that poor culture
is abarrier to attracting and keeping talent
foramarketthatis facing complex global
challenges.®®

Non-financial misconduct raises questions
about the London Market's ability to identify
and challenge poor financial conduct, such as
managing conflicts of interest. It also poses a
threat to market integrity if it affects the image
of andtrustinthe sector.

Toimprove culture thereis aneed for leaders
to create a culture of understanding that
recognises the views of allemployees.
Whistleblowing can act as one channelin some
cases. InNovember 2019, Lloyd's announced
new measures to tackle this culture with their
‘Speak Up' Campaign whichincludes a new
supportphone line for staffinthe Lloyd's
marketplace.*
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Significant cross-sector developments

Capital provision through insurance linked
securities (ILS) isincreasing

Theinsurance sector can access capital from
alternative sources, such as catastrophe
bonds, equity investment, and more recently,
insurance linked securities (ILS). This creates
benefits to the sector as it may lower the cost
of capital.

ILS are becoming more established. They are
an efficient way to reinsure large portions of
risk and can have specific capital requirements
benefits under Solvency Il. As they are linked
toinsuredlosses, they are not normally
correlated with the general financial market,
making them attractive to investors who want
to diversify risk.

Desire for cross-border assets and
strategic acquisition of technology drives
consolidation

Globally, 71% of insurance executives say

they will actively pursue mergers and/or
acquisitionsinthe comingyear, as they look for
assetstoaddresstechnology, convergence
and activist shareholders. Three quarters of
those pursuing M&A say they will be targeting
cross-border assets.*® This may create better
adoption of technology and innovation from
which consumers may benefit. At the same
time, risks could come from several areas, such
as reduced competition.
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Consumer
perspective

This sectoris associated with the lowest levels
of consumer trust among financial services,
with 30% of customers reporting mistrust.
Misleading terms and conditions and unclear
content are the primary reasons for lack of
trust. Low understanding of the product

leads to many people opting out of insurance,
especially protection products.

Consumer trustininsurersislow

Trustininsurersis significantly less than

in banks and building societies. The main
reason for distrust was misleading terms and
conditions (53%). Unclear content was the
second most common factor (34%).4¢

Figure 4.5: Consumer trust by financial
institutional type (%)%
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Trustin price comparison websites (PCWs) is
even lower, despite rising from 15% to 20%in
the year to December 2018. Customers over
65 are less positive about this channel.*®

Unfair pricing has received a lot of public
attention, with 90% of consumers saying that
the 'loyalty penalty'is unfair.® Many consumers
with pre-existing medical conditions say they
have been discriminated against and have had
to pay more for cover or been denied travel
insurance altogether, while just 30% of motor
customers thinkinsurers can be trusted to pay
out fairly on claims.*°

90%

of consumers say loyalty
penalty is unfair?

Price dominates decision-makinginhome
and motor

Priceis the main driver when choosinga motor
(83%) or home (76%) insurance provider —only
15% of motor and 14% of home customers
chose aprovider based on the features of the
policy.** % Standardised policies and limited
differentiation contribute to this focus on
price, as other product features can be difficult
to distinguish. Compulsory requirements for
motor and many home contracts also mean
that many choose the lowest price regardless
of what else the product offers.

In protection products, consumers are often
able to choose what level of cover they would
like which decides the premium. 45% of
customers chose a provider based on price and
37% onlevel of cover or policy features.> The
difference here possibly explains the fact that
protectionis often bought out of choice rather
than necessity, unlike motorinsurance.

Insurance policies remain unclear and
consumers have mixed knowledge and
understanding of policies

Insurance remains an opaque productalthough
84% of customers with home insurance say

it covers everything they need, indicating a
high level of confidence in the product.>® Just
33% of motor policyholders, however, agree
insurers make it easy to understand policies
andrenewal quotes.’® A separate report
indicates that 10% of motor customers do not
know who they are insured with.*’

Almost half ofincome protection customers
(47%) find policies hard to understand, with
Millennials the most likely to admit lack of
understanding of income protection.®®
Employers also struggle to understand
policies, as 45% are unaware of the payout
terms of group life policies.*®

Complexityis anissue across the sector. 55%
of those withoutlife insurance said that simple,
low cost cover would be the benefit that would
most encourage them to take it out.®°89% of
SME customers also value simple, clear and
concise policy information the most.®
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SME loyalty higher than for personal
insurancelines

Over 53% of motorinsurance customers

have been with their provider for longer

than 2 years.®? Only 30% of home insurance
customers say they feelloyal to their provider
and 58% say they feelthey need to switch each
year to get the best deal.®* Thisis unsurprising,
giventhat new policies are often priced as
much as 30% below the actual cost of provision
while longstanding customers pay as much as
twice the price for new customers.®

Unlike personallines, loyalty among SME
customersis high. Over 80% renew with their
existing provider, with larger commercial
customers the mostlikely to remain loyal .
This could be explained by the many different
types of products that SMEs buy.

Importance of digital as a key channel to
accessinsuranceis growing

Accessinginsurance onlineisincreasingly
important to consumers, with 75% of new
motor, 67% of newhome and 68% of new
non-advised life polices arranged this way.®¢-67:68

59% of survey respondents said they would
prefer to manage their home policy, including
claims, online. Thisrises to 67% for those aged
between 18 and 44.%°

The highertendency for SMEs to remain with
their provider means online purchases (39%)
arelower thanin other markets.”®

75%

of new motor policies
are arranged online”
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Pensions savings and retirement income

Introduction

The pensions savings and retirement Income sector covers all workplace, non-workplace and
retirementincome products. It also covers pension advice, guidance services and pension
administration services. There are currently £2.8 trillion assets under managementin the sector,

held by over 35 million consumers.

The past year has seen several major policy
changes. Inaccumulation (savinginto a
pension), the minimum contributions for
auto-enrolment (AE) have beenraised to 8%
and The Pensions Regulator (TPR) introduced
its new master trust authorisation regime.

In decumulation (using pension savings), a
key policy change in 2019 was our proposal
tointroduceinvestment pathways to help
consumers who do not get advice make their
drawdown choices, following our final report on
our Retirement Outcomes Review.

Keyissues causing consumer harminclude
unsuitable advice, the sale of unsuitable
products, poor value across the value chain
and pension scams. The retirementincome
marketis akey area of our focus, particularly
the suitability of both products and advice
as the industry adapts to pension freedoms.
From a wider perspective, the prospect that
consumers may not getaretirementincome
that meets their needs or expectations
remains the central challenge.
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Figure 5.1: Overview of the pensions savings and retirement income sector
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What we found on harm

Consumersrisk lower living standards in
retirement due toinadequate savings and
the removal of defined benefit (DB) schemes

The prospect that consumers may not geta
retirementincome that meets theirneeds or
expectations remains the central harm for the
sector. Many of the main causes of this harm
lie outside our remit. For example, the level of
mandatory minimum contributions employers
and employees are required to make in auto-
enrolled schemes is set by the Department for
Work and Pensions (DWP) and tax incentives to
save are the Treasury's responsibility. Pensions
and Lifetime Savings Association (PLSA)
forecasts suggest that current minimum
contributions are insufficient for most
consumers to maintain similar living standards
inretirement.! However, we are working with
TPR andthe Money and Pensions Service
(MAPS) to address low levels of consumer
engagement, improve consumers' experience
and value for money.

15.1 million UK adults are not
retired and are currently not saving
into a pension’

The vast majority of UK adults

saving into a pension have a

greater than 60% chance of
seeing their living standards fall
significantly when they retire’

Unsuitable defined benefit (DB) to defined
contribution (DC) transfers and retirement
income advice see consumers give up valuable
guarantees and take on significant risks

Unsuitable DB-DC transfersremaina
significant source of harm. The cost of getting
thiswrong canbe very high, as consumers are
giving up valuable guarantees and must then
manage longevity and investment risks on their
own. We have also identified the potential for
significant harm from unsuitable retirement
income advice.
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Unsuitable non-workplace pensions (NWP)
products make effective comparisons
harder and give consumers features they are
unlikely to need at extra expense

Inaccumulation, potential harm exists when
consumersinvestin pensions product
wrappers, such as Self-Invested Personal
Pensions (SIPPs), that are overly complex and
include fees for services they are unlikely
toneed.

Unsuitableretirementincome products give
consumers difficultinvestment decisions
and expose them torisk of significant
investmentlosses

Since the introduction of Pensions Freedoms,
more consumers are entering drawdown and
having to make complex investment decisions.
Unsuitable products or investment choices
can cause significant consumer harm.

Unsuitable transfers out of DB
schemes could, collectively, result
in losses of up to £20 billion worth
of guarantees over 5 years*

Consumers making unsuitable
product choices in retirement could
also, collectively, lose

£20 billion from unsuitable
investment strategies over 5 years®

Poor value products or servicesin non-
workplace pensions andretirementincome
erode both savings and the chances of
having an adequateretirementincome

INNWPs and retirementincome products,
consumers often face a choice between
products with complex features and unclear
charging structures. This makes it hard

for eventhe mostinformed consumersto
effectively assess value for money. To help
address this we are working with TPR to enable
Independent Governance Committees (IGCs)
andtrustees to develop a more systematic way
to assess anddrive value for money.
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More than 15 million consumers
of non-workplace pensions and
retirement income products could
be affected by poor value pension
products®

The compound effect of high
charges could lead to consumers'
benefits being reduced by more

than £40 billion over five years’

Pension scams are robbing consumers of
their lifetime savings

Pension scams continue to be both a cause

of significant consumer harm to victims and
athreattowider consumer confidence and
market integrity. Our ScamSmart campaign
has used TV, radio and online advertising to
give consumers the warning signs to help spot
when a proposed investment or pensions
opportunityisascam.

Consumers who are scammed lose

an average of 22 years’ pension
savings or £82,0008

More than £5bn over 5 years could
be lost by consumers fully cashing

in their pension at retirement and
reinvesting it. This cost comes from
increased tax penalties, reduced
tax relief and missed employer
contributions®

Lack of confidence is causing consumers to
opt out of the pension sector

High profile failures of defined benefit

(DB) pension schemes, changing pensions
legislation and platform or administration
failures can undermine consumer confidence
in the pension savings market. This canlead
consumers to opt out of pensions savings or to
cashintheir pension, evenwhenitis notintheir
interestto do so.

Unregulated markets beyond our perimeter
are a cause of concern

Advisers to employers about workplace
pensions and some third-party service
providers operate outside our regulatory
perimeter. Both are a potential source of
significant consumer harm. For instance,

the workplace advice marketis currently
unregulated and smaller employers may end
up getting unsuitable advice on which pension
scheme to choose for their employees. Market
concentrationinrelatively few third-party
service providers could also lead to poor value
dueto alack of competition, resultingin higher
consumer charges or poor service.

The UK canlearnlessons from Australia’s
more mature defined contribution market

The Australian DC Superannuation experience
offersusinsightsinto howamore mature DC
workplace market may evolve. The Australian
Royal Commission has identified several harms
with the Australian system which could also
emergeinthe UKintime:

« costsavings fromeconomies of scalein
providingand managing Superannuation funds
not being passed onto consumers

« poorly governedinvestmentsinalternative
asset classes, leading to lower investment
returns

« high costs associated with the proliferation
of small pots, created each time aworker
changes jobs

Between 4-5 million new pots
could be created every year as
auto-enrolment means workers
who switch employer start new
pensions and old pensions are
not automatically consolidated'®

A typical Australian full-time
worker was 6% ($51,000) worse
off at retirement due to the higher
collective administration costs of
having multiple pots'!
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What is driving
change

There have been major accumulation policy
changesin the pastyear, including the increase
in automatic enrolment (AE) minimum
contributions and the TPR's master trust
authorisation framework. Strongnominal wage
growth may have helped keep AE opt-outs low
despite some households being financially
stretched. Pension freedoms continue to
shape decumulation. We have proposed
investment pathways to support non-advised
consumers' drawdown choices.

Economy

The nominal annual growth of average
weekly payinthe UKwas 3.6% in September
2019, maintainingarecent 10-year high

If this trend continues, it could allow
consumers to startimproving their saving
rates. However, household borrowing levels
remain high so consumers may have more
urgent financial issues to tackle before savings.
Initial analysis showed AE opt-out rates did not
materially increase after the firstincreasein
contributions in April 2018, possibly because of
wage growth.

Despite amodestrisein the Bank of England
baserateto0.75% in 2018, interest rates
remain close to historiclows

This continues to limitincome from annuities,
reduce returnsin 'safer'asset classes and
increase the attraction of high riskinvestments
and scams. Stock market falls could leave
consumers with significant investmentlosses.
Consumersindrawdown could be forced to
reduce their withdrawal rates and live with less
or risk running out of money if they continue to
withdraw at current rates.

Policy and regulation

In April 2019 auto-enrolment (AE) minimum
contributions rose from 5% to 8% of
qualifying earnings

This meantanincreasein employee
contributions from 3% to 5% and employer
contributions from 2% to 3%.

Pension freedoms continue to be akey driver
of changein the sector

The trend for consumers choosingto enter
drawdown or cash in their pensionrather than
buy an annuity continues. Our proposal to
introduce investment pathways is designed to
supportnon-advised consumers' drawdown
choices.

In2018 the FCA and TPR, published ajoint
pensionsregulatory strategy to tackle key
pensionrisksinthe next 5-10years

As wellas announcingjoint workin areas such
as reviewing the consumer pension journey
anddriving value for money in pensions,

the strategy alsolaid the ground for closer

%

3
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strategic co-operation between the two
regulators.

2018/19 also saw TPR's continued roll out of
its new master trust regulation framework

In April 2019 the TPRreported they had
authorised 5 schemes and had 29 applications
submitted for authorisation with a decision
pending. By November 2019, 31 schemes

had been authorised with a further 8 awaiting
responses to their applications.

The Work and Pensions Select Committee
(WPSC) launched aninquiry into advisers’
contingent charging models and the
maturing AE market

We have consulted onrule changes to
contingent charging for DB-DC transfer
advice. The auto-enrolmentinquiry examined
the adequacy of current contributionrates,
lowering the AE age limitfrom 22 to 18 and
removing the £10,000 lower earnings limit.

It also explored whether AE should include
self-employed workers and the impactand
cost thatimplementing AE is having on small
and micro-employers. DWP has promised
toreview therules forauto-enrolment after
evaluating the effects of increasing mandatory
contribution levels.

Consumers and society

Our Discussion Paper onintergenerational
differences shows a widening wealth gap

Allgroups under the age of 60 have
accumulatedless wealth than those of the
same age 10 years earlier. Those over 60 have
accumulated significantly more. The paper
identifies 4 main socio-economic trends to
explain this:

« Demographic change: the post-war '‘baby
boom'and decades of risinglife expectancy
mean a growing share of the populationis at or
above traditional retirement age. Thereal cost
of retirement provision has grown significantly
andthe size and volatility of actuarial
provisioning has made funding growing DB
scheme liabilities a difficult ongoing problem
foremployersto manage. Most DB schemes
have now closed to new members and future
accrualand pension savings accumulation
hasincreasingly become the responsibility of
theindividual. Recent data suggests the trend
forincreasinglife expectancy may be slowing
down orevenreversing.

Figure 5.3: Annual change in life expectancy at birth in weeks"?
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« Increasinghouse prices: lowerrates of
home ownership and higher rates of private
renting are likely to prevent many younger
consumers accumulating wealth through
housing equity. Over the past decade the
number of households livingin private rented
accommodation hasincreased by around
63%. This couldincrease the amount that
consumers need to save to cover renting
costsinretirement. Incomparison, alarge
number of retired homeowners have paid off
their mortgage and face lower living costs as
aresult.Inaddition, for those thatdobuy a
house, realhouse prices are notincreasing as
they have inthe past.

» Labour market developments: the average
retirement age hasincreased for bothmenand
women over the past 20 years. There has also
been significant growthinless secure forms
of employment. From 2010-2017 the number
of self-employed UK adultsincreased by 20%,
with the proportion of self-employed people
who work part-time rising by 42%."> These
workers are largely not covered by
auto-enrolmentand could face a substantial
pension savings shortfall.

» Growth of student debt: growing participation
in higher education has driven higher levels
of student debt, potentially making it hard
fortoday's younger generations to build up
savings compared to previous generations.

Figure 5.4: Average student loan balance on
entry into repayment cohort (£)*®

2018
2013
2008

Technology

Pensions dashboard development a key
pension technology trendin2018-19

In December 2018 the Department for Work

and Pensions (DWP) confirmed that the project o
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willbe industry-led and will resultin both
industry dashboards and a non-commercial
dashboard hosted by the Money and Pension
Service (MAPS). The 2019-20 Pension
Schemes Bill contained provisions to allow the
creation of pensions dashboards.

Younger generations begin to demand more
'holistic’ services leading to slow but steady
progressin pensions technology

The supply of robo-supported/transactional
pension adviceis still limited. Meanwhile,
PWC's 2018 Pension Technology Survey
shows that while 68% of employers claim to be
encouraging pension engagement, many are
failing toinvestintechnology to enable this.

Forexample, 30% do not provide online access.

It also found that 53% of Millennials and 62% of
Generation Z want holistic financial planning
tools linked to their bank account, rather than
standalone pension tools.”

Reliance onregulated advice has decreased
over time as consumers make growing use of
platforms

A growing proportion of non-workplace
pensions are sold without regulated advice.
Inthe period 1988 to 2012, 92% of accounts
were advised at point of sale. Since then, the
proportion of advised sales has dropped to
72%. Akey driver of this has been advancesin
digital and platform technology offering easy
online accounts and the 'do-it-yourself' nature
of SIPPs.18

Our Pension TechSprintin November 2018
explored how technology can support
pension consumers

8 teams competed for 4 prizes and follow-up
workshops have since been held with 3 of the
winners:

- DBMag: aninteractive information tool for
users transferring their pension

+ PensionFit: anapp aimed at helpingimprove
consumers' financial wellbeing by promoting
habit-forming activities that lead to a positive
retirement

« T-Pot:auser-friendly toolto help individuals
connecttheirretirement goals to their
investment strategy

52

How the sector
is changing:
accumulation

The gap between new master trust
memberships and contract-based workplace
memberships widenedin 2018, suggesting
master trusts remain on course to be the main
vehicle for mass market workplace pensions.
Thereislittle evidence so far of increased
auto-enrolment opt-outs as a result of
minimum contribution increases. Meanwhile
evidence from our discussion paper on non-
workplace pensions shows the market may be
increasingly shifting from individual personal
pensions (IPPs) to streamlined SIPPs.'®

New master trust memberships continue
to outstrip contract-based, andthe gapis
growing

In 2018-19 there were 13.9 million master
trustmemberships, and 25.6 million contract-
based memberships, including non-workplace.
However, at 3.8 millionin 2018, new master
trust memberships were more than double the
number of group personal pensions (GPP) and
group self-invested personal pensions (GSIPP)
sales, whichwere 1.7 million. This suggests that
master trusts remain on course to be the main
vehicle for mass market workplace pensions.

Figure 5.5: Annual GPP sales vs annual changein
master trust membership?®
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Potential proliferation of pension pots

As auto-enrolment staging has ended, a new
normalis emerging. This suggests employee
turnover and employer scheme switching

is likely to resultin 4-5 million new pension
memberships annually.?* Evidence from
Australia suggests that, without ways to help
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consumers consolidate their pension pots,
the cost of administrating multiple pots across
the industry may end up costing consumers
substantial amounts in higher charges.

Auto-enrolment contributionlevelrises
have yet toimpact opt-outrates

Fearsthatthe 2018 increase in minimum
contributionrates couldlead toincreased
consumer opt-outs from workplace pensions
have, so far, not materialised. Opt-outrates
followingthe increase inthe AE minimum
contributions from 1% to 3% for employees

in April 2018 remained low, at around 9%.%2 It
remains to be seen whether this willhold true for
the subsequentincrease to 5%, introducedin
April 2019.

Providers grappling with consumer
engagement

Low member engagement continues to be

the main challenge for DC scheme trustees.
Research published by Broadridge in 2018
showed that trustees selected communications
andfees as the two most common defining
features of a‘'good' DC scheme. Meanwhile

the evidence suggests providers are trying to
implement more 'tactical’ communications,
timed to coincide with when members might be
more ready to engage with their pensions (eg
pay increases/bonuses).

Figure 5.6: Key features of a‘good’
DC workplace scheme (%)#
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Non-workplace pensions study shows a wide
range of charges and difficulty in comparing
costs between products

In 2018 we gathered detailed information about
chargesin NWPs. This showed a wide range

of charges for all varieties of products. The
research highlighted alack of consistencyinhow
charges are named, calculated and applied, which
continues to hamper cost comparisons between

products and providers. Our analysis was not
designedtoidentify whether chargesin this
market were excessive but it dididentify some
instances where the charges may be higher than
caps orbenchmarks on other pension products.
This creates the concernthat some consumers'
pensions are atrisk of beinginvestedin poor
value products.

Providers setting up new non-workplace
schemes seem to choose streamlined SIPPs
over IPPs

Our non-workplace pension study also
showed thatindividual personal pensions
(IPPs) currently have the highest percentage
of accounts (over 70%) and assets under
management (50%). However, over the past
five years over 40 new streamlined SIPP
schemes have been started compared tojust
over 20 |PPs.?*

Unsuitable SIPP investments are
increasingly targeted by claims management
companies (CMCs)

Withthe end of PPl claims, thereis growing
evidence that some CMCs are targeting SIPP
operators for future claims. The Financial
Ombudsman Service said complaints about
SIPPsrose 86%tonearly 4,000in 2018/19. 60% of
these claims were for due diligence by providers
and around two-thirds originated from claims
managers, law firms or other third-parties.

- 86%
increase in Financial Ombudsman
Service complaints about SIPPs

60% of these claims were for
provider due diligence, and around
two thirds of SIPP complaints
originated from claims managers?

After years of rapid growth, the average size
of newly opened personal pensions fell from
£74,000to £65,000

After 4 consecutive years of rapid increases,
the average size of new personal pensions
being opened fellin 2018.2¢ This fall coincided
with a slowdownin DB-DC transfersand an
increase inthe number of advised SIPPs being
opened, often as avehicle to access pension
freedoms. Meanwhile the average size of pots
moving from accumulation to decumulation
andentering the retirementincome market
continuedtoincrease.

53
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How the sector
is changing:
decumulation

DB-DC transfer numbers stopped growing
inthe second half of 2018, subsequently
dropping over the next six months. Meanwhile
DC providers and advisers are focusing on the
‘at-retirement’ market to capitalise onlarge
pots. Equity release and stocks and shares
Individual Savings Accounts (ISAs) continue
to grow as significant alternative sources of
retirementincome to traditional pensions. Our
ownintelligence suggests that levels of 'new’
reported pension frauds are starting to fall.

Introduction of investment pathways for
non-advised drawdown consumers

Our Retirement Outcomes Review
recommended the introduction of investment
pathways for non-advised consumers. These
changes willensure non advised consumers
will be able to choose their options based on
their objectives for that money. The aimisto
improve the choices of products consumers
make when accessing their retirement savings
through a drawdown wrapper.

Afterincreasingrapidly, DB-DC transfer
volumes have fallen

DB-DC transfer volumes fellinthe 6 months
toMarch 2019, down from 35,000 to March
2018 toonly 25,000. Product sales data
indicates that a substantial volume of assets
continues to move from DB schemes into the
non-workplace market. Our review of pension
transfer advice found that 29% was unsuitable
and 23% was unclear.?’
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Firms see the at-retirement market as a key
opportunity

Research from Broadridge shows that
competition for consumers and assetsin

the ‘at-retirement’' market has intensified.
Providers and advisers are targeting consumers
astheyreachapointintheir retirementjourney
when their pension pots are at a peak and
workplace charge caps cease to apply.

Only 29% of non-advised drawdown
customers pay below 0.75% (the workplace
pension charge cap)®

Our survey of 7 non-advised drawdown
providers showed a wide range of charges, with
clusteringaround 1%. 6 had a median charge
of over 0.75% and 3 of these were over 1%. We
have committed to reviewing the market after
investment pathways are introduced to assess
the charges providers are applying.

Restricted adviser networks continue to
increase their share of the non-workplace
pension market

Some large adviser networks, which have their
own products, continue to have alarge share
of the non-workplace pensions market by
sales volume. When consumers take advice
onretirementincome products, these firms
have been able to direct advised client assets
to their own products. Traditional pension
providers are responding to this challenge by
creating their ownin-house ‘at-retirement’
advice offerings.

Ongoing charging models for advice,
especially inretirement, could lead to
unsuitable choices

Thereisaclear trend for advised consumers to
choose drawdown more often than annuities,
comparedto non-advised consumers. We have
concerns that advisers may be recommending
products with an ongoing advice requirement,
potentially instead of more suitable options
that do not have ongoing fees. This may be
exacerbated by the consolidation of adviser
firms, which has beenatrendinthe past few
years. Consolidator valuations of advice firms
are based onrecurringrevenue streams, which
incentivises IFAs to recommend ongoing
adviceifthey are planning to sell their business
inthe near future.
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Ourintelligence suggests afallin new
pension fraud cases, as fraud shifts to other
retailinvestment wrappers

While the Pension Scams Industry Group
(PSIG) described SIPPs as 'the scammers'
vehicle of choice’, our intelligence suggests
that newer fraud cases are increasingly
occurring outside the pension sector. This may
indicate that higher awareness, driven by our
joint ScamSmart campaign with TPR and our
tighter supervision, are reducing scammers'
ability to target pension consumers. But

it could also indicate that scammers are
identifying easier targetsin consumers of
otherinvestment products.

The equity release market grew rapidly
in 2018 with evidence that over 65s hold
significant assetsin stocks and shares ISAs

Consumers continue to use equity release and
ISAs to supplement their retirementincomes.
The value of equity release sales grew 35%to
over £3.5billionin 2018, while analysis from
Broadridge suggests assetsin stocks and shares
ISAs exceed drawdown assets for older retirees.

Figure 5.8: value of equity release*
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Figure 5.9: Estimate of assets (£bn) held by over 55s in drawdown
vs stocks and shares ISAs (as at end 2017)*!
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How the sectoris
changing: ancillary
pDension 'services'’
markets and
cross-cutting issues

Despite the move away from annuities, 38%

of default lifestyle pension strategies still
target annuity purchase.*? Smaller employee
benefit consultants (EBCs) have been the
main beneficiaries of the auto-enrolment
drivenincrease in demand for advice from
smaller employers. Concerns remain about the
concentration of third-party service providers,
as well as over data quality and security, but
reported operational resilience incidents
remain low compared to other sectors.

38% of default strategies still target
annuities

We analysedthe strategies of 12 leading
contract-based workplace providers. Our
analysis showed that 60% of consumers
were in defaults that targeted drawdown
or a 'universal position’'—a middle position
tobalance the potential that a consumer
may enter drawdown or buy an annuity.
However, 38% were still in default lifestyle
strategies targeting annuities.Thisis high,
given that current data suggest only 10-15%
of consumers enteringretirement choose
anannuity.** This may result in a significant
mismatch between DC workplace default
strategies and the choices that consumers
willmake when they come to choose their
retirement products.

56

The investment consultant/employee
benefit consultant (EBC) market is seeing
more competition from smaller EBCs and
IFAs as the market grows to cover smaller
employers

Large employers oftenrely heavily on their
investment consultants when choosing

DC schemes for their employees. While

these employers oftenrely onthe 'big three'
investment consultants, demand for advice
from smaller employers, driven by auto-
enrolment, has led to growth in business for
mid-level EBCs. However, the 2018 acquisition
of one of these mid-level EBCs, JLT, by Mercer
suggests the 'big three’ may be beginning to
expand their target market to include smaller
employers.

Figure 5.10: Summary of default investment strategy lifestyle ‘targets’

for 12 leading DC workplace contract-based providers’ lifestyle
strategies®

By value of assets (%)
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By number of consumers (%)

14 38
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Figure 5.11: Percentage of members agreeing to
engage, contribute or take more risk if pension
savings are ‘responsibly’ invested*®
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Environmental, social and corporate
governance (ESG) continues to make
headlinesininvestment services

With rising concerns around climate change,
the focus on ESG continued as akey themein
2018. While alarge number of funds have been
launched, trustees remain sceptical of the level
of consumer demand for ESG investments

in pensions. Despite this scepticism, thereis
some evidence that ESG investments may
increase engagement and be of particular
appeal to younger pensions savers. Trustees'
and governance committees’ ability to
implement good stewardship standards that
ensure pension investment strategies consider
ESGfactorsisalsoanareaof concern.

Cost transparencyis stilla core regulatory
objective

Costtransparency remains a key focus for both
European and UK regulators. Pension products
are exempt from the enhanced disclosure
requirements of the Packaged Retail and
Insurance-based Investment Products PRIIPs.
But we have introduced enhanced disclosure
requirementsin retirementincome products
as part of our Retirement Outcomes Review
remedies. Our non-workplace pensions study
also found awide range of charges and poor
costtransparency disclosure. We are currently
consultingonhow theindustry can address
theseissuesin non-workplace pensions.

Concernsremain over concentrationrisks
inthe outsourced pensions administration
services market

We continue to closely monitor this market, as
the number of outsourced administration and
technology providers remainslimited and there
is potential for further market consolidation.

Data quality and security risks continue to
existin pensions

Both Aviva and Aegon had significant
difficulties with re-platforming projectsin
2018. Security incidents in pensions, however,
remain low when comparedto sectors such
as retail banking. Potential future risks for

the sector mayincrease as firms upgrade
their technology. Our cyber and technology
resilience report recently highlighted poor
change management of IT projects as the
biggest cause of pension service outages.

2018 was arecord-breaking year for bulk
annuities

2018 was the first year that over £20 billion of
bulk annuity transactions were made, nearly
doubling 2017 values. Record equity release
sales values may have given reinsurers more
assets to match liabilities against, potentially
allowing them toimprove bulk annuity pricing.
The trend of increasing life expectancies also
reversed this year. This, combined with good
investment performance andimproved pricing
levels meant FTSE100 firms saw affordability
of buy-outsimprove by over 10% from 2016
to 2018. Buy-outs are where the scheme
transfersliability to the insurer and removes
the employer/sponsor responsibility for the
pension. Backbook transactions, where a
reinsurer buys another provider's outstanding
business, were also highin 2018.

Figure 5.12: Bulk annuities (£bn)*®
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Consumer
perspective

Our consumer research shows low consumer
engagementisjustas much aprobleminnon-
workplace pensions asin workplace pensions.
Consumers are slow to identify pension
problems andtendto complain only after

bad headlines. Retirementincome provider
switchingrates are up, but remain below those
of other sectors.

Consumers who set up non-workplace
pensions (NWPs) are disengaged

While low levels of consumer engagement are
alongstandingissueinworkplace pensions,
thisis also a problemin NWPs. MG consumer
researchin 2018, undertaken as part of our
NWP study, shows that around two-thirds

of consumers who set up non-workplace
pensions do not continue to engage after
settingthemup.*’

Low financial capability was foundtobea
driver of low consumer engagement

This research found that consumer
engagementis driven by severalfactors
including strength and clarity of need for a
non-workplace pension, their understanding
of its benefits, financial capability and use of
financial advisers.

Engagement is highest when a
strong need and drive to plan for
the future is evident, financial

capability is high and the benefits
of pension saving are clear?®®

NWP consumer research

Consumers who do take advice to set
up their own pensions often disengage
over time

Advised respondents who took transactional
(one-off) advice several years ago to establish
their NWP arerarely engaged. Many have since
had no contact with their adviser. Engagement
can also be low among ongoing advised
respondents who delegate all decision-making
to their adviser. The research demonstrates
that measuring the levels of take-up of
adviceis not sufficient to determine levels

58

of consumer engagement. This means that
higherlevels of advice in non-workplace
pensions are not anindication that consumers
are more engaged or more sophisticated
investorsinthis market.

Financial Ombudsman Service complaints
data shows a sustainedincreasein SIPP
complaints

There has beenan 86% increaseinopen
Financial Ombudsman Service complaints
about SIPPsinH2 2018 comparedto H2 2017.
Overall SIPP complaints have a comparatively
highupholdrate of 61%. Income drawdown
products also show a 36% year-on-year
increase and have a 52% upholdrate, albeit
from a much lower starting volume.*

Despite this upward trend, overall complaint
volumes for pensions remain low

Consumer complaint levels are comparatively
lowin pensions, at around 2.9 complaints per
1,000 accounts.This compares to an average
of 6.3 complaints per 1,000 accounts for retail
banking products. Complaints about advising,
sellingand arranging pensions have fallen
from over 40,000 a year to around 10,000
ayear. When consumers do complain, their
complaints are upheld at a highrate (62%),
whichis higher than all other sectors. This
couldindicate poor historic treatment or poor
record-keeping means firms cannot effectively
contest complaints. Most complaints opened
inH2 2018 are about general administration/
customer service, accounting for 68% of all
complaintsin 2018 H2. £37 million of redress
was paid to consumersin 2018 H2, up from
£20 million this time last year, with over

£23 million paid to consumers with
non-workplace pensions.“°

Figure 5.13: New Financial Ombudsman Service
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The proportion of consumers switching
provider at retirement has increased slightly
for both annuities and drawdown

This increaseis notable for annuities, where
consumers have increasingly taken an annuity
without taking advice. This perhaps indicates
that the annuity information prompts, a
requirement since March 2018, have had some
impactinincreasing consumers'tendency

to shop around. However, most consumers
stilldo not switch provider at retirement even
though this could often significantly increase
their retirementincome. Low switching rates
suggest that shopping aroundis lower thanin
most other sectors. Forexample, 71% and 67%
of customers report shopping around for their
CashISAand credit card provider respectively
in Financial Lives.*?

Endnotes

FCA, Financial Lives Survey, 2017

FCA estimate based on FCA Retirement Income Data, 2019
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Retail investments
Introduction

The retailinvestments sector covers the distribution of investment products to
consumers through arange of different channels, including financial advisers, wealth
managers and platforms. It also covers retail investment products sold directly to
consumers, such as stocks and shares Individual Savings Accounts (ISAs), retail bonds

and contracts for difference (CFDs).

Macroeconomic factors continue to drive
changeinthe sector. Sustained lowinterest
rates have suppressed returnsin safer asset
classes, resulting in many consumers deciding
totake onmoreriskinthe search foryield. It has
ledto some being tempted by promised returns
from high risk, and sometimes fraudulent,
investments. Regulatory action has also had
animpacton this sector, as we have moved

to preventretailinvestors being exposed to
products with excessive levels of risk such as
CFDs and unlisted speculative mini-bonds.

The most significant consumer harm has come
directly from growing consumer exposure to
investment risk. Some consumers have ended
upinproducts that exposed themto more

risk than they expected or can afford. The
process through which these products are
distributed, and the support network around

it, has not always worked well enough to enable
consumers to make good decisions.

Figure 6.1: Overview of the retail investments sector
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£222bn £496bn

assets held or assets held or invested
invested on D2C on adviser platform
platforms Q12019* 2019°

Compeer, UK Wealth Management Quarterly Update, Q4 2018
Ibid

Platforum, UK D2C: Market update July 2019

Platforum, UK Adviser Platforms: Issue 38, May 2019
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What we found
on harm

High-risk retail investment products
exposing consumers to morerisk than they
canabsorb

The sale of unsuitable or fraudulent high-risk
productsis the most significant harmin this
sector. Over time, risky investments have
beendirectly targeted at consumers, leaving
them more directly exposed torisk. To tackle a
key part of this harm, we have recently issued
atemporary productinterventiononthe
marketing of speculative mini-bonds to most
retail customers.

Key drivers of this harm have included the
complexity of products, meaning consumers
may not understand the risks they are taking.
Theserisks are much greater forinvestments
that offer high returns comparedto more
mainstream products.

The way these products are sold has also
driven this harm. Some of the highest risk
products are offered by companies that are not
regulated at all, while others are sold by firms
that are only regulated for other activities.
These are often marketed directly to retail
consumers, often with poor communication of
therealrisks and implying that the investments
areregulated, when they are not.

At the end of 2018, 1.2% of
British adults held retail or
mini-bonds — many with little
regulatory protection’

An estimated 78% of active
retail client accounts in CFDs
are loss-making?

Poor consumer supportincluding unsuitable
advice leading to consumer harm

Consumers are taking on more responsibility
for complexinvestment decisions because of
the shift from defined benefit (DB) to defined
contribution (DC) pensions, the introduction
of pension freedoms and the search for
yieldinalowinterestrate environment.

The proliferation of products, providers,
intermediaries and charges across the

'/ 4

The most significant consumer
harm has come directly from
growing consumer exposure
toinvestmentrisk

'/ 4

investment supply chain contributes to this
complexity and creates concerns around value
formoney.

Advice, guidance and information all play
importantrolesin supportingconsumers
when making investment decisions. But the
process through which retailinvestments are
distributed, and the support network around
it, has not always worked adequately to enable
consumers to make good decisions.

Thereis some evidence thatthereisagapin
the availability of one-offtransactional advice
and support for mass market consumers,
which may limit consumers' ability to make
goodinvestment decisions. We are doing
further work to explore theseissues, through
our evaluation of the Retail Distribution Review
and Financial Advice Market Review, and will
publish the findings in Autumn 2020.

In addition to access to advice, advice
suitability remains a concern. Financial advisers
help consumers understand their financial
needs and navigate the complex services and
products available.

Unsuitable advice can, however, cause
significant consumer harm. We are particularly
concerned about the highlevels of unsuitab
ility of DB-DC transfer advice. We cover this

in greater detail in the Pensions Savings and
Retirement Income chapter.

Financial crime and scams causing
significant harm

Financial crime remains a significant harm
inthe sector, bothwhenitdirectly affects
consumers andwhereithas animpacton
marketintegrity. Levels of scams and financial
crime, including money laundering, continue to
be high inthe sector.
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Investment scams are increasingly
sophisticated and the impact on consumers
canbe devastating. Financial crime such as
cybercrime and money laundering through
wealth managers also has a significant impact
onsociety and confidence in the sector. Key
drivers of this harminclude inadeguate firm
systems and controls and poor cyber and
technology resilience.

Action Fraud reported over
£197 million reported losses

to investment scams in 20183

Adviser firms escapingliabilities to consumers

Liabilities and redress from firms giving unsuitable
advice canleadto claims which exceed firms'
capitalresources or professionalindemnity
insurance (PIl) cover. This can lead to adviser

firms beingunable to pay redress resulting from
upheld complaints and subsequent Financial
Ombudsman Service claims. Some advisers are
deliberately avoiding these potential liabilities by
leaving the market but then seeking to phoenix
backin.Phoenixing, in this context, involves firms
andindividuals deliberately seeking to avoid their
liabilities to consumers or poor conduct history by
closingdown firms or resigning senior positions
only toattempt tore-emergeinadifferentlegal
entity. We are working with the FSCS and Financial
Ombudsman Service to prevent this.

Platform concentrationrisk and difficulties
in switching between platforms

In addition, as platforms and outsourcing play
agrowingroleinthe sector, administrative
failures could affect many retail investors.
Forexample, in 2018 some of the largest
providers had significant problems with their
re-platforming projects. Potential risks for
the sectorinthe future mayincrease as firms
upgrade their technology.

While our Investment Platforms Market Study
found competitionin the marketis generally
working well, some consumers may face
difficulties when shopping around between
platforms, and when switching platforms.

Charges may be unclear — 19% of
platform consumers do not know
whether they pay charges for

investing via a platform, while 10%
think they do not pay anything.*
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What is driving
change

Macroeconomic factors continue to drive
changeinthe sector. Sustained low interestrates
have suppressedreturnsin safer assets classes
and meant many consumers have taken on more
riskinthe searchforyield.Ithasled to some being
tempted by promised returns fromhighrisk, and
sometimes fraudulent, investments. Regulatory
actionhasalsohadanimportantimpacton

this sector, as we have moved to prevent retail
investors being exposed to products that expose
themto excessive levels of risk such as Contracts
for Difference (CFDs) and unlisted speculative
mini-bonds.

Economy

Interest rates remain close to historiclows

This has the effect of suppressingreturns
in'safer’' asset classes, and has meant that
consumers have opted to take on more risk.
Historically low bond yields and high equity
market valuations, especiallyin the US, indicate
heightenedrisks of market corrections. As
consumers are more exposed toinvestment
risk, adownturn could expose themto
potentially significantlosses.

Figure 6.2:Inflation rate (CPI) and interest base rate (%) 3
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UK household savingratesreached 5.4% in
Q320197

Savings rates remain low by historical
standards despite a smallincrease in 2019.
Although the year did see a slight decrease
ininflation, the continued low saving rate
suggests that households remain squeezed,
possibly restricting consumers'ability to enter
theretailinvestments market.

Theincomes of the poorest fifth haverisen
themostin percentage terms since 2008
(+11.6%) while the incomes of the richest
fifth haverisen theleast (+4.9%), but this
trend hasrecently reversed?

The average income of the poorest fifth fell by
1.6%in 2018, whileitrose 4.7% for the richest
fifth. This could signal higher net worth clients
having more to invest, but make it even more
unlikely for the poorest to get onthelong-term
savings ladder.

Policy and regulation

The impacts and supervision of MiFID II
continue tobe animportant theme for
the sector

Firms in this sector have particularly been
affected by requirements for new costs and
charges disclosures, ensuring best execution
forretailinvestors, enhanced investor
protection and suitability reporting, increased
transactionreportingand the unbundling
ofinvestment research costs. This has led
many firms to review and update aspects of
their distribution model. The fullimpact on
consumersis stillto be seen.

Our activity continues to drive regulatory
changeinareas such as platforms, mini-
bonds and CFDs

Following our Investment Platforms Market
Study, the industry led UK Platforms Group
has committedto start tacklingissues of
disclosure and transparency on costs. The
Transfers and Re-registration Industry Group's
(TRIG) STAR initiative will also address issues
around the switching process. Meanwhile

our policy statement on CFDs outlinedrules
thatrestricted the selling, marketingand
distribution of CFDs and CFD-like options to
retail consumers. We have also banned the
promotion of unlisted speculative mini-bonds
toretailinvestors.

The Financial Ombudsman Service award
limitincreased from £150,000to £350,000
in2019

This allows consumers and small businesses
toreceive more compensation when things go
wrong. But some have said thisincrease could
lead to a fallinthe numbers of those providing
advice, making access to advice even more
difficult. Thisis due to possible increasesin
premiums for advisers' professionalindemnity
insurance cover. This could be passed onto
consumers inthe form of higher costs or
simply make the insurance unaffordable for
smaller advice firms, who then leave

the market.

Consumers and society

Our Discussion Paper on Intergenerational
Differences shows the intergenerational
wealth gap is widening

The paper showed that patterns of wealth
accumulation and decumulation have changed
inthelastdecade. Comparing the periods
2006-2008 and 2014-2016, it found:

» People of workingage saw a slight reductionin
financial wealth compared with people of the
same age 10 years earlier. In particular, some
Generation X (born 1966-1980) are more
financially stretched than before.

« Those who already held significant wealth from
1975to 1995 benefitted fromincreasesinits
value.

« Thosewho only started accumulating wealth
morerecently are seeinglow and often
negative realrates of return comparedto
previous generations, which may discourage
long-term savings.®

Given this, firms may struggle to attract
younger generations to the sector.
Consumerswho do choose toinvestinthe
retailinvestments market may be significantly
less likely to accept therisk of losing all their
capital compared with earlier generations.
Retailinvestments may alsoremainalargely
unfeasible option for poorer consumers who,
by necessity, prioritise day-to-day cashflow.
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Figure 6.4: Change in median net financial wealth
between 2006-08 and 2014-16 (£000)*°
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Technology

Weak demand saw early UK robo-advice
market entrants (UBS and Investec)
withdrawin 2019

The withdrawal of UBS and Investec from

the market follows a trend of robo-advisers
withdrawing from Europe. The German market
in particular has seen anumber of robo-advisers
closing their operations and somelarge
banksincluding Commerzbank and Hamburg
Sparkasse, Germany's largest savings bank,
withdrawing or stopping robo-advice.
BlackRock also ended a partnership with
Germanrobo-adviser, Youvestor, less than

18 months afteritlaunched.'?

Younger generations appear tobe
demanding more ‘holistic’ services

Ifthis trendis established, in time elements

of robo-advice technology are likely to be
incorporated into broader service offerings of
large retail banks, life insurance companies and
advice providers. However, in the medium term
this couldlead to agapin services for younger
consumers.

International developments

The effect of EU withdrawalis likely to
beindirect

Theimpact of EU withdrawal on this largely
domestic sector willdepend on changesin
the sectors that manufacture the products
and funds which retailinvestment firms sell or
advise on. Consumers may also be affected
by broader changes to the wider economy,
such as changes to growth, employment, tax

64

regimes or market volatility. Any increase in
prices and/or decreaseinassetvaluesasa
result of EU withdrawal are likely to affect both
consumers and firms.

Late communications from providers to
intermediaries could leave customers poorly
informed

After EU withdrawal, intermediaries will depend
on clear and timely information about changes
to products and funds from providers and
asset managers, so that they can pass this
onto their customers. They willalso need to
consider ifit changes the suitability of their
advice.

Contract continuity is the main concern but
only small numbers are likely to be affected

Inthe current deal scenario, firms will be able to
continue to use existing passporting provisions
during the transition period, while the free
trade agreement (FTA) will establish the detail
of provisions after the transition.

'/ 4

The impact of EU withdrawal

on this largely domestic sector
willdepend on changesin the
sectors that manufacture the
products and funds which retail
investment firms sell or advise on

'/ 4
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How the sectoris
changing

Revenue for advisersincreased by 11.7%in
2018, with that from ongoing advice showing
the sharpestincrease (19%). Wealth managers
saw small decreasesininvested assets, almost
certainly as aresult of market volatility at the
end of 2018. Inthe platform market, assets
invested via adviser platforms grew faster
than those from direct-to-consumer (D2C)
platforms, although market concentrationis
higher among D2C platform providers.

Revenue from advice increased almost 12%
in2018%

Advisers'revenuesrose 11.7%in 2018,
comparedtoa21.4%risein 2017. Commission,
at 20%in 2017 and 17%in 2018, has been
steadily decreasing as a share of revenues
since the Retail Distribution Review. Ongoing
charges have helpedtofillthe gap, as their
value increased by 19% to £3.4 billionin 2018,
while revenue frominitial advice charges
increased by only 6% to £1.9 billion.*

More consumers are paying for
ongoing advice

Therewere 1.3 millioninitial advice servicesin
2018,a5.5%rise on 2017, while 3 million clients
paid for ongoingadvice, a steeper rise of 11%.1°

Adviser profits have continued to grow

Totalreported pre-tax profits for all reporting
financial adviser firms were £872 million for
2018, up 25% from 2017. Overall, 96% of
firms were profitable. However, only 73% of
firms with over 50 advisers reported a profit,
indicating lower levels of profitability among
larger firms. This was largely due to some of
the largest firms making significant losses."’

Wealth management assets fellin 2018

By Q4 2018, wealth managementinvestment
assetswere £942 billion, made up of £761
billion through wealth managers and £181
billion from execution-only. This was down
from £958 billionin Q4 2017, as aresult of
market volatility towards the end of 2018.1%

Figure 6.5: Total revenue earned from retail investment business

2018

£4.42bn

total revenues
earned from retail
intermediary activities,

@® Number of firms

o M M ) B Commission (net) £m
o g; <t o L
— 0 0 & Fees/charges £m
B Other revenue
2014 2015 2016 2017 2018

65



S E2B

Financial Conduct Authority | Sector Views 2020
Chapter 6| Retailinvestments

Search Q

Figure 6.6: Investment assets
at wealth managers (£bn)*°
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But wealth managementrevenues
remained flat

Despite fallsininvestment assets towards the
end of 2018, revenues were flat from Q3 to
Q4in 2018 at £1.8 billion.?° There was avery
slight decrease in execution-only revenues
which was cancelled out by an uptick in wealth
manager revenues.

Adviser platforms grew faster than D2C
platforms

Year-on-year growth figures at Q1 2019
showed assets under administration at adviser
platforms grew more (13.3%) than those at
D2C platforms (7.4%). This left D2C platforms
with a 31% share against 69% for adviser
platforms.?

'/ 4

Over thelast decade, stocks
and shares ISAs have seena
stready increasein amounts
subscribed - from £9.7 billion
in 2008/09 to £28.7 billionin
2017/18

7I”
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Figure 6.7: AUA at direct and adviser platforms (€bn)??
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Stocks and shares ISAs have grown rapidly

Over thelast decade, stocks and shares

ISAs have seen a steadyincrease inamounts
subscribed —from £9.7 billionin 2008/09 to
£28.7 billionin 2017/18.2* Meanwhile cash ISAs
subscriptions peaked at £61 billionin 2014/15,
falling back to £40 billionin 2017/18.%

The number of subscriptions to stocks and
shares ISAsin 2017/18 rose almost 10%
comparedto 2016/17, to over 2.8 million. The
amount of money subscribedin 2017/2018
was 29% higher thanin 2016/17.2> Average
stocks and shares ISA holdings were £10,124
in2017/18,up from £8,623in 2016/17. For cash
ISAs, the average holdingwas £5,114, up from
£4,622 forthe same periods.?®

Newer markets exist for Innovative Finance
and Lifetime ISAs (LISA)

Innovative Finance ISA subscriptions grew
from 5,000in 2016/17 t0 31,000in 2017/18.
The amount subscribed increased more
sharply, from £36 million to £290 million.
Meanwhilein 2017/18, their first full year,
Lifetime ISAs saw 166,000 subscriptions. £517
million was subscribedin total, amounting to
anaverage of £3,114 per person, close to the
annual ceiling of £4,000.%’

Ipsos MORI data show 9% of British adults
are currently invested in ‘alternative’ assets

This figure includes holdings in peer-to-peer
lending, equity and debt crowdfunding, buy-to-
let property, cryptocurrencies, and collectable
assets. The UK Alternative Finance market saw
totalsales of £6.2 billionin 2017, a 35% increase
on 2016 sales.”®
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1.2% of British adults hold retail or mini-
bonds versus 2.4% invested in peer-to-peer/
crowdfunding

Ipsos MORI data show that, although still
small, the percentage of British adults with
holdings in retail bonds or mini-bonds has
grown steadily from 0.8%in 2016 to 1.2%in
2018. This was smaller than the percentage
of British adults invested in peer-to-peer or
crowdfunding, which stood at 2.4%in 2018.2°

Ourinterventions have tackled harminthe
contracts for difference (CFD) market

We have intervened to address harmin the
retail CFD sector by restricting how firms
market, distribute and sell these products to
retail consumers. Before thisintervention,
there were an estimated 800,000 active client
accounts holdinga total of £1.5bnin client
money. We estimated that, overall, retail clients
lost £1.07bn per year trading these products.
Following the introduction of leverage limits
and otherinvestor protection measures, total
losses for retail clients of UK firms reduced

by £77m between August and October 2018
alone. We estimate that our final rules will save
retail consumers between £267mand £451m
overall per year. Retail consumers are still at
risk, and should be alert, as some CFD firms are
encouraging retail clients to opt up to 'elective
professional status' or contract with affiliated
third country firms to circumvent our leverage
restrictions.

Figure 6.8: Total UK alternatives
market volume (£bn)3*°
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Consumer perspective:
platforms

Our Investment Platforms Market Study found
that, while 40% of consumers said price was
the single mostimportant factorin choosing
aplatform, very few shopped around. Even
fewer could say how much they paidin fees.
Consumers also rarely switched platforms and,
when they do try to switch, they often struggle
with long wait times of up to a few months.

Consumers value the convenience offered
by platforms

Qurresearch found platform consumers have
significantly different characteristics and
motivations for using platforms toinvest. Most
consumers value the control that platforms
give them over theirinvestments as well

as theiraccess and convenience, while the
breadth of investmentsis another commonly
givenreason.®!

Figure 6.9: Preferred investment solution for non-advised (%)*?

Own portfolio from wide range of funds/shares

61
Platform's best in class list
Small selection of risk rated portfolios

Don't know

Many platform consumers are
knowledgeable about finance

60% of non-advised consumers said they used
platforms to build their own portfolio from a
wide range of funds and shares. Others are
less confidentinvestors or preferto use an
adviser who theninvests through a platform.
Multihoming, where consumers use more
than one platformis common: 37% of all
consumers in our sample were on more than
one platform.??
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Price was animportant factor, but not the
onlyone

40% of respondents said price was the most
important factor in their choice of platform.
However, many consumers prioritised other
factors, with brand recognition also scoring
highly at 32%.%

Figure 6.10: FCA conjoint analysis of implied
preferences for platform price and
non-price attributes (%)
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Non-advised consumers do not shop around
for platforms

When choosing a platform, less than half (44%)
of non-advised consumers have researched
more than 1 platform. Most non-advised
consumers either have not shopped around,
cannotremember whether they did, or were
moved onto the platform without making

an active choice, egwhere the relationship
predates the platform'’s existence.*®

Despite theimportance of price to many
consumers, their awareness of platform
chargesislow

Despite consumers stating that priceis
important, their awareness of the charges
being paid was low. 19% of consumers do not
know whether they pay charges for investing
via a platform while 10% think they do not pay
any. Meanwhile, although 51% of consumers
knew that they paid afee, they could not puta
figure onthis. Eventhe 20% of consumers that
could put an estimate on their annual charge
made significant errorsin estimating how
much they paid.*’
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Figure 6.11: Awareness and estimation of platform charges (%)3®
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Platform switchingislow

We found significant barriers to switching. Both
firms and consumers say the time involved,
complexity and exit fees create these barriers.
Data from firms suggests that switching

times vary, depending on whichinvestments
andwrappers the consumeris switching and
the process. Generally, switching takes time,
ranging from a few weeks to a few months.

A smallnumber of consumers, just over 3% a
year on average, have switched directly inthe
last 3 years without an adviser's help. Around
6% of consumers a year have added another
platformrather than switched fully. 7% of
consumers have tried to switch 'directly’ at
some point, but failed to do so.*°

Figure 6.12: Actual barriers to switching experienced (%)
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Consumer perspective:

wrappers and products

The secondhalf of 2018 saw a 54% increase
in complaints to the Financial Ombudsman
Service about non-cash ISAs, while the
first half of 2018 showed a 220% increase

in complaints about corporate bonds. Low
interest rates continue to drive interestin
alternative assets, while analysis shows a

potential gender gap in stocks and shares ISAs.

Between H2 2017 and H2 2018, therewas a
54% increase in open Financial Ombudsman
Services complaints about non-cash ISAs*!

InH2 2018 non-cash ISAs were the largest
share of Financial Ombudsman Service
complaints within the investments product
group, at 35% compared to share dealings
(21%) and portfolio management (19%).
Meanwhile, between H1 2017 and H1 2018,
corporate bonds saw a 220% increase in
Financial Ombudsman Service complaints,
although these have now fallen again.*?

Figure 6.13: Percentage of Financial Ombudsman
Service complaints upheld versus volume of
Financial Ombudsman Service complaints
(investment product group)**
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Thereis some evidence of an investing
gender gap

Across allage ranges, more women than

men subscribedtoacashISAin 2017-18.

The precise opposite applies to stocks and
shares ISAs.** Whatever the causes of these
differences, they point to the possibility that
thereisagendergapintheretailinvestments
market, as has already been seenin pensions
markets.

While much of the analysis in this sector view
involves the possibility that consumers are
over-exposedtorisk, in thisinstance, failure
to attract women's long-term savings to
theretailinvestments market could point
toanunderexposure torisk. Inthe current
environment, long-term savings held in cash
are likely to fail to rise ahead of inflation and so
their value inreal termsis likely to decline.

‘Fear of missing out’ is akey incentive for
cryptoasset consumers

In 2018 our research into cryptoassets found
that 'getting rich quick’, and 'fear of missing
out'were the key incentives for consumers
buying these products. Respondents also
said they distrusted mainstream media

and communications from institutions

when considering these investments.

They prefer torely on friends, family and
acquaintances, specialised online media and
social media. Respondents were confident
intheir knowledge of the market and/or their
'instincts' when making decisions.*

Most crypto-assetinvestors have no
divestment strategy

After their first purchase, mostrespondents
did not appear to have any strategy to divest
their assets or a sense of what would trigger
themtodo so.Instead they held and waited,
thinking the technology they believed
underpinned their assets would create arise
intheir value. Most were aware of the risksin
buying cryptoassets and several said this was
part of the attraction. Several had strategies
or expressed intentions around not spending
more than they could afford to lose.

Consumer cryptoasset selectionis
determined by platform selection and
historic performance

The choice of platform available often
influenced consumersin their choice of asset,
because not allassets were available on all
platforms. Some cryptoassetsin particular
were considered more reliable on the basis of
having been around the longest and having
generated profitsinthe past.”
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Introduction
Theinvestment management sector covers asset management, institutional
intermediary and advice services, and custody and administration services. The UK
asset managementindustry, which services both institutional and retail investors,
is Europe's largest for asset management. It had £9.1 trillion*in assets under
management (AUM) at end-2018, and is a key contributor to the economy.
Persistentlowinterestrates, geo-political from customers and find more efficient ways
tensions and uncertainty continue to challenge  of working.
anddrive changeinthe sector. Climate change
is alsohavinganimpact on financial services Harmin the sector mainly comes from 6
markets asinvestors seek greenproductsand  areas. We are most concerned about the
thereisincreasing global attention on what first 2: the pricing and quality of investment
theindustry's role should be in combatting management products and operational
it. Technological developments mean firms resilience. The remaining 4 are: disorderly
increasingly rely on new technology and third- markets, market abuse and pricing and quality
party providers for outsourced technology of firstly, institutional intermediary services
solutions. These developments do, however, and secondly, custody and investment
also offer opportunities, for example, to administration services.
develop new products to meet new demands
Figure 7.1: Overview of the investment management sector
Asset v >
management
Intermediaries
Advice .
Institutions
Segregated Fiduciary LT L
consultancy
mandates management : h
advice services
Pooled funds -
Assetaliocation .Adwce and_ °
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Poor operational resilience could lead to
V\/ h at we fo un d widespread market disruption, which prevents
h or hinders firms frominvesting, or limits
on arm investors'access to their capital. Specific
issuesinclude poor governance and oversight
Pricing and quality ofinvestment products ofggtsourced functions, msgfﬂmently
remains a concern reS|I|e.nt legacyIT systems.thh poor cyber
security, and alack of contingency plans for
There are many drivers thatresultininvestors service disruptions caused by outsourced
investingin poor value products, where they service providers. We have a comprehensive
are either overpaying or holdinginvestments programme of workin place to reduce harm
that diverge from their stated objectives. from alack of operational resilience. The
Drivers of thisharmrange from consumers rapidity of technological development,
struggling to assess and compare fees and however, means thisis an area that will
products to poor governance practices at continue to be challenging for firms
asset managers.
Investment management sector* 2018 2019
Our Asset Management Market Study found
weak price competition in several areas of Technology Incidents 8 26
theindustry, no clear relationship between Cyber Incidents 14 19
charges and performance and alack of
transparency and clarity on pricing and quality. Non —Technology Incidents 4 5
These meaninvestors struggle to assess the Total* 26 50

most appropriate products and services. It
canalso meaninvestors do not switch funds
when they nolonger meet their needs. We also
found poor standards of governance. Several
regulations have comeinto forceinthelast 2
years toreduce this harm, including remedies
developed as aresult of our market study and
others such as MiFID Iland PRIIPS.

Asset managers manage the
savings and pensions of millions
of people:

45.5% of total AUM managed

for pension funds?

18.8% of total AUM managed
for retail investors?

Technological disruption from poor
operationalresilience or cybercrime can
threaten marketintegrity and consumer
confidence

Alack of operational resilience or cybercrime
isathreatinthis sector. This could be at
firms within the sector or at third-party firms
they have outsourced activities to. Harm
includes financial or data loss forinvestors
and potentially damage to marketintegrity.
Confidence and participation could be
affectediftheseincidences become more
frequent and significant.
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*Number of Technology and Cyber incidents reported to the FCA by
firms within the investment management sector, specifically the Asset
Management, Alternatives, and Custody portfolios only (CDFs and
Benchmarks excluded).

Investmentin higherrisk orless liquid assets
can heighten therisk of disorderly markets

Inthe investment management sector, the
potential for disorderly markets comes from
avariety of sources. One potential source is
the liquidity mismatch of daily dealt funds that
investinlessliquid assets.In September 2019,
we released details of policy changes forilliquid
assets and open-ended funds. These will apply
from September 2020 to non-UCITS retail
investment schemes investingin 'immovables’
such as commercial property. We are working
with the Bank to consider whether open-ended
fundsin general should be subject to tighter
rules onliquidity management. In September
2019, the European Securities and Markets
Authority (ESMA) also published its final
guidance onliquidity stress tests of investment
funds. This applies to both Alternative
Investment Funds (AlFs) and Undertakings
forthe Collective Investmentin Transferable
Securities (UCITS). The guidelines will apply
from 30 September 2020.

Otherfactors that could cause disorderly
marketsinclude poorrisk management

of leveraged strategies, particularly at
alternative fund managers, and the potential
for adisorderly transition from LIBOR, which
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is expectedto cease afterend 2021, to
alternative risk-free rates. We are actively
working with industry on LIBOR transition to
make sure transitionis orderly and timely.

We carry out work to reduce the risks of
disorderly markets. When necessary, we
undertake additional activity in specific areas,
suchas the work done onilliquid assets and
open-ended funds and our work on LIBOR
transition.

40% of asset manager
respondents® to Investment
Association (IA) survey state that
client LIBOR exposures increased

in 2018 while 45% said they
decreased*

*Survey responses included 20 IA members
with ~65% of IA AUM (£7.7bn at end 2018°)

Market abuse can cause losses toinvestors

Market abuses threaten marketintegrity and
those committing it benefit unfairly at the
expense of losses to other market participants
and, ininvestment management, to investors.
This can thenthreaten confidence and
participationinfinancial services markets.

Oneissueinthis sectoris that a high
proportion of asset management firms'
income and individual employees’
remuneration comes from performance fees.
These fees canbe significant and can create
incentives to commit market abuse. Innovative
technologies andinvestment strategies

used by asset management funds could also
increase the risk of market abuse. Systems and
controls to manage the risk of market abuse at
smaller asset management firms may also not
always be as effective as atlarger firms.

We actively monitor markets and take action
toreduce therisk of, and prevent harm from,
market abuse. Market Abuse Regulation and
MIFID Il have both increased the depth and
scope of regulatory reporting by firms and
our ability to detect andintervene to address
market abuse.

CMAinvestigation prompts changesto
address pricing and quality of institutional
intermediary and advice services

Currently institutional intermediaries, mainly
investment consultants, do not fallunder our

regulation. Our Asset Management Market
Study revealed that competitionin this market
may not be effective. Thisis arelatively
concentrated market where pricing and quality
of products and services offered by investment
consultants and fiduciary managers are often
difficult to assess, both on purchase and
subsequently, and switchingrates are low. This
was particularly common forinvestors using
fiduciary management services.

We referredinvestment consultants and
fiduciary managers to the Competition and
Markets Authority. Theirinvestigation led
torequirements for firms and pension fund
trustees to take specific actions toimprove
competition. We list these under drivers

of change, but theyinclude extending our
remittoinclude investment consultants.
The Government has yet to confirm whether
investment consultants will be brought under
our regulation.

Investment consultants and
fiduciary managers provide
investment advice and related

services to UK pension schemes
with assets of at least

£1.6 trillion’

We continue to monitor pricing and quality
of custody and investment administration
services

Our main areas of concernin this area involve
weak Client Money and Assets (CASS) controls
and governance, weak depositary oversight

of authorised fund managers and operational
resilience.

Thereis also some concern that asset
managers, particularly small ones, could

be overpaying for bundled custody and
investment administration services because
of poor practicesin some areas of service
provision, such as FX transactions.

£10.9bn assets under custody at end 20188

80% of total AUC held by top 5 firms®

14.5% of 1770 Investment Management Sector
CASS Audit opinions were Qualified and Adverse
in 2018
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Whatis driving
change

Macro and socio-economic

Severalmacro and socio-economic factors

are driving change in the asset management
sector. The sustainedlow interestrate and

low yield environment are influencing investor
behaviour. Uncertainty over EU withdrawal led
many firms to implement contingency plans for
ano-deal Brexitanditremains a factor driving
changeinthe sector. Focus ontherole of asset
managers as stewards, particularly on the
threat of climate change, continues to grow.

Interest rates remain low and fund liquidity
remains a focus

Many of the key trends in the macroeconomic
environment from last year remain, including
low interestrates and low household
savingrates. The low interestrate/low yield
environment suppresses returnsin traditional
asset classes. Together these heighten

the attraction of high risk, oftenlessliquid,
investments and investment scams.

These challenges are also seeninternationally
andhave led to concerns over the potential
forafutureliquidity crisis. Inthe asset
management sector, the focusis on how
sudden spikesin redemptionsin funds with less
liquid assets are managed, such as was seen
with property funds after the EU referendum
and more recently with the LF Woodford Equity
Income Fund.

International focus on prudential mattersis
increasing

Global bodies such as the IMF and IOSCO have
increased their focus on the sector, driven by
the growing size of assets under management
and the systemic risks posed by these
concerns.

EU withdrawal remains a key driver

Uncertainty over Brexit and the possibility
of ano-deal scenario led firms to implement
contingency plans and regulatory authorities
to setup temporary permissions regimes and
agree Memoranda of Understanding (MoUs).
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Particular areas of concern that these dealt
with were:

- inward and outward passporting

« delegating portfolio management

« the needfor contracts held with UK banks for
EU-domiciled derivatives to be rewritten

« cross-borderinformation sharingif the UKis
not recognised under the EU's GDPR adequacy
regime

« ourability to supervise firms effectively being
challenged by increasingly complex corporate
structures

Attention on environmental, social
and governance (ESG) and stewardship
continues to grow

Thereisincreasing public expectation that
asset managers should act asresponsible
stewards, bothinthe UK andinternationally.
Thisnot onlyinvolves asset managers having
alonger-term view when they engage with
investee companies, but also meeting the
growinginterestinresponsible investment
through ESG/green funds.

Internationalinterestin this areais moving
the debate on, particularly around sustainable
finance and therole finance can havein
helping combat climate change. But thereis,
so far, little consensus on any standards and
even whether standards are the right way to
proceed.

The amounts heldin ESG/green funds have
growninrecentyears, particularly driven by
younger investors. However, as there are no
recognised standards for these funds, there
remains a high risk of greenwashing.

Technology and innovation

Technology developments continue to
disrupt all areas of the financial services
industry. Inthis sector technologyis affecting
arange of areas, fromresearch and portfolio
management, toinvestment advice,
through the middle and back offices to client
engagement and distribution. Technological
advances bringinnovation and efficiencies,
but alsoincreased spending, more complex
oversight requirements and anincreasing
threat from cybercrime.
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Use of artificial Intelligence and algorithmic
decision-makingin the sector continues
to grow

Banks and asset managers have been using
algorithmic trading and machine-based
decision-making for over a decade. However,
increasing amounts of processing power

now allows them to expandits use across

more of the business. Apart from trading,
thisincludesidentifying correlations, back
testinginvestment strategies and new product
development.

Technology substituting for human
decision-making has inherent risks, including:

« acceleratingtrading speeds could lead to more
widespread market failures and flash-crashes

» anincreasing portion ofliquidity is being
provided by highly technology-reliant, non-
bank proprietary trading firms which may
increase risksifan algorithm goes 'wrong'’

« different firms using the same systemmay
contribute to herd behaviour, with the same
dataortrading algorithmsleadingto similar
decisionsindifferent firms

Increased outsourcing to third-parties
presentsincreased oversight challenges

Qutsourcing to third parties, which can present
oversight challenges, is becoming more
widespread. For example, for IT systems and

to help with collectingand transferring data

for MiFID Il reporting requirements. Increased
reliance on T systems and greater collection of
datamayincrease firms'vulnerability to systems
failures and cybercrime, but use of specialist
third-party providers may reduce this risk.

Advancesin datause and changes to data
sources bring advantages but also oversight
challenges

Asset managers are increasingly seeking to
generate excess returns above the market by
harnessing the power of large and new data
sets. Changing data sources areleadingto
changingroles and responsibilities in markets,
eg custody banks becoming data providers.
Thisis also creating new and non-traditional
sources of inside information for firms, which
brings increased oversight challenges.

Regtech has advantagesbutincreases the
potential for online threats

Relying on artificial intelligence could reduce
compliance costs not only through automation
but also by alerting firms to regulatory hurdles.
Technology could simplify risk management
but generally firms need to do significantly
more work to protect themselves from online
threats to their business.

Distributed Ledger Technology (DLT) is not
being adopted as quickly as expected

DLT could offer more transparent, secure and
cheaper settlement and custodian services
inthe medium to long term. However, this
technology is developing more slowly than
industry observers expected.

Technology failures from cyber or other IT
failures are challenging all areas of the UK's
financial services sector

The extent of cyber andIT failures within the
UK's financial services sector has been one of
our priorities. Firms reporteda 7% increasein
technology outages over the year 2018 to
2019.'* However, some of the rise inreported
incidents could be down to betterreporting
and awareness, rather than solely anincrease
inevents.

Regulation

Theindustry has undergone significant
regulatory change, havingimplemented MiFID
II, PRIIPs and Asset Management Market
Study (AMMS) remedies inthe past 2 years.
Furtherregulation, such as the Shareholder
Rights Directive Iland the Senior Managers
and Certification Regime (SM&CR), cameinin
2019 while yet moreis pending for 2021/22.
Regulatory focus is mainly on promoting

fair treatment of customers and good value
by improving transparency, comparability,
accountability and investor protection.

AMMS remedies covered abroad range
of areas

Our Asset Management Market Study (AMMS)
introduced a number of policy changes to the
sector, including:

« Box profitsrules: Banningrisk-free box profits
(introduced April 2019).

« Governancerules: New requirementto have
independent directors on the boards of fund

75



C=ERPB

Financial Conduct Authority | Sector Views 2020

Chapter 7 | Investment management

Search Q

management companies (25% or a minimum
of 2). Anew requirement to conductan annual
assessment of value and to report publicly on
this (effective from September 2019).

« Benchmarkrules: Improved disclosure
about how asset managers shouldreport the
performance of funds toinvestors (effective
from May 2019 for new funds and August 2019
forexisting funds).

» Objectives guidance: Guidance onhow firms
should explain theirinvestment objectives/
policies/strategies (effective from February
2019).

« Institutional disclosure templates: Developed
by the Institutional Disclosure Working Group
andthe Cost Transparency Initiative following
AMMS.

New rules toimprove firms' approach to
open-ended funds investinginilliquid assets

Following the referendum on EU withdrawal
andthe associated suspension of some
property funds, we consulted on a package of
measures toimprove the rules on open-ended
funds investedinilliquid assets. We published
thesein September 2019 to beimplemented
from September 2020.

Shareholder Rights Directivell toimprove
stewardship disclosure comesinto force

From June 2019, the Shareholder Rights
Directive Il (SRD Il) requires asset managers to
make disclosures about how they undertake
stewardship to help their clients, such aslife
insurers and pension funds, understand how
they carry out these activities.

EU Sustainable Finance Action Plan to
improve disclosure around ESG expected to
come into effectin 2020

Thisregulationrequires asset managers,
financial advisers, insurance companies and
pension funds to disclose how theyintegrate
environmental, social and governance (ESG)
factorsinto their investment decision-making
and advisory processes. The rules will also
require larger firms to disclose information
about the principal negative impacts of their
investments on the environment or society.

Cross-Border Distribution of Funds
Regulations comesinto force

There are 2 parts to these regulations, which
aimtoremove barriers toinvestment created
by fragmented national approaches and
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Technology failures from cyber or
other IT failures are challenging
all areas of the UK's financial
services sector
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measures. Some parts of the regulations are
now inforce. Theseinclude requirements

for us to publishinformation andreportto
ESMA, as well as to extend the exemptionin
the PRIIPs Regulation for UCITS funds from
the requirement to produce a Key Information
Document (KID). Other parts of the regulations
that affect firms willnot come into effect until
2021.

Senior Managers and Certification Regime
(SM&CR) has now been extended to asset
managers

Asset managers are now within the scope

of SM&CR which aims to raise standards of
governance, increase individual accountability
and help restore confidence in the financial
services sector. It also covers accountability
for firms' technology and cyber resilience.

Investment Firm Review expected to be
implementedin 2021

The Investment Firm Review will introduce a
new prudential regime for investment firms.
Previously investment firms were subject to
the same prudential requirements as more
systemic financial services providers. The
new regime is specifically aimed atinvestment
firms and takesinto account, inamore
proportionate way, how far aninvestment firm
cancause harmto clients and to the markets
they operatein.

LIBOR transition cuts across several areas of
theinvestment management sector

We cover LIBOR transitionin detailin the
wholesale sector view section. Transition
from LIBOR, whichis expectedto cease from
end 2021, to alternative risk-free rates (RFRs)
should, inthelong-run, increase market
integrity. However, a disorderly transition
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couldresultin significant harm. Transition
cuts acrossinvestment and hedging products,
fund and manager benchmarks, critical risk
management and many middle and back
office processes. It also affects key oversight
functions, such as authorised fund managers
(AFMs) and depositaries.

CMA-review of investment consultants and
fiduciary managers broadens the regulatory
remit of both the FCA and TPR, resultingin
new rules

Followingits investigationinto the investment
consultant and fiduciary management market,
in December 2018, the CMA published a
number of rules and recommendations,
including:

+ Pensiontrustees who wish to delegate
investment decisions for more than 20% of
their scheme assets to afiduciary manager
mustrunacompetitive tenderwith atleast 3
firms. Trustees who have appointed afiduciary
manager without atender must put the service
outtotenderwithin 5 years.

« Fiduciary management firms must give
potential clients clearinformation ontheir fees
and use a standard approach to show how they
have performed for other clients. This will give
pension trustees the information they needto
compare different providers.

« The CMArecommendedthat TPR produce
new guidance to help trustees with these
services. ltalsorecommended that the
Government broadens the regulatory remit
of boththe FCAand TPR, to ensure greater
oversight of this sectorinthe future.

How the sectoris
changing:

Assets under management growing steadily

Growth of assets under management (AUM)
inthe UK stalledin 2018, ending the year at
£9.1 trillion*? Inthe previous 5 years AUM
growthhad averaged 11% per year.* The UK
remains the leading European market for asset
management, accounting for more than one
third of European AUM, andis second only to
the US globally.*

Figure 7.2: Assets under management
in the UK (£tn)**

9.1 9.1

2013 2014 2015 2016 2017 2018

Figure 7.3: European assets under
management (by country, %)*¢

B United Kingdom  Netherlands

M France M italy
Germany Rest of Europe
M Switzerland
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Passive investments account for a quarter
of AUM

A desire for lower-cost solutions and continued
strong stock market performance have
contributed to a steadyincrease in passively-
managed assets. Passively-managed assets
now account for 26% of total AUM compared
toonly 17%in 2008." Growth of passively-
managed assets has been steady since 2013,
though 2018 saw a very small decrease.

Institutional investors account for most of the
passively-managed AUM, with 27.9% of total
AUM managed for institutions being passively
managed. On the retail side, only 16.0% of
funds are passively managed.®

Value assessments to be published from
early 2020

The value assessments that authorised

fund managers (AFMs) have to publish for

UK authorised funds as part of the Asset
Management Market Study remedies are
currently beingworked on across the industry.
Submissions will startin early 2020. Firms

are considering 7 factors around costs,
performance, quality of service and fairness.
Challengesinclude how to present their
findings and the potential need to move
investorsin share classes with higher charges
tooneswith lower charges. We expectto do
some follow up work with firms once they have
published their value assessments.

Figure 7.4: UK assets under management by active

versus passive management (%)*°
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74.1
2017
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Wholesale financial markets

Introduction

The Wholesale Financial Markets sector,

as shown in the diagram below, covers a wide

range of wholesale activities. These include transaction services, wholesale lending,
advising, arranging, broking, execution, clearing and settlement. This sector spans
multiple asset classes including equity, debt, derivatives, foreign exchange

and commodities.

These markets are currently undergoing
substantial change. Brexit, and the uncertainty
associated with it, remains a key driver due to
the potentialimplications for cross-border
activity. Firms are also using more technology
across their activities and outsourcing certain
functions to third-party technology providers.
The sectoris adapting to reflect regulatory
developments, including significant changes
brought about by MiFID Il and the transition
from LIBOR. Finally, the global economic and

politicalenvironment continues to provide
a challenging backdrop, with prolonged low
interestrates, and ongoing geopolitical

tensions and macroeconomic uncertainty.

Giventhe breadth of the sector, we group harm
into 8 themes. There are 4 priority themes —
LIBOR transition, operational resilience, market
abuse, andfinancial crime. The 4 further themes
are market power, disorderly markets, lack of
market effectiveness, and conflicts of interest.

Figure 8.1: Overview of the wholesale financial markets sector

Corporate banking
cesessscsssecssd Iransaction
; services Cash management | Trade financing |
Wholesale i i - -
lending | Bi-lateral lending ” Syndicated lending ” Money markets |
Corporates o Y
Primary Ancillary and third-party services
. markets
E... Corpor(ajt/g finance N CXX G Research
: — Middleware and Cloud services
. similar services
<oor Arranging Benchmark Market data
: v v
Secondary markets Post-trade services
Investment E Broking services  Execution services, C\ea.r'mg Reporting Settlement
managers Seee including market making services and custody
. Bi-| : ¢
: i-latera Central T o Settlement services
. (including systematic counterparty (CCP) rade repositories (CSD/ICSD)
: Brokerage services internalisers)
. (including prime
: brokerage) ~ On-venue Intermediate Data reporting Custody services
: (including exchanges, clearing service providers Y
. OTFs, MTFs)

Key

Regulatory remit

FCA regulated ESMA regulated*
Coveredin other Sector Views [ VS 0= aan 0 el an=0le

Bank of England (only) regulated [ Outside FCA perimeter |

Retail investments *To be regulated by the FCA post the Brexit implementation period
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alsoincrease the potential for harm, especially
W h at we fo un d where there are challengesin firms'and regulators'
on h arm oversight of these services.
Wholesale Sector* 2018 2019
In wholesale financial markets, we identified 8 Technology Incidents 94 118
harm themes. We are most concerned about '
harm from the first 4, which we detail below. Cyber Incidents 7 10
Non—Technology Incidents 1 6
Transition from LIBOR progresses, but there
Total 102 134

ismoretodo

Transition from LIBOR to alternative risk-free
rates should, inthe long-run, increase market
integrity. But we are still concerned that the
potential for a disorderly transition could lead
toharm. Firms will also need to manage any
conductrisks arising from transition.

Large numbers of contracts and systems need
updating before the end of 2021, after which
LIBORis expectedto cease. Some markets
have made good progress, but LIBORis still
used heavily, including in new contractsin
some markets. We continue to work closely
with market participants and other authorities
to support the transition effort.

At the end of August 2019, there was
over £25 trillion of outstanding
notional in cleared Sterling LIBOR

derivatives. About half matures
beyond the end of 2021.!

Operational resilience remains a focus, with
therisk of cyber-attack remaining high

Poor operational resilience increases the
chance that firms suffer technological
disruption or failure, potentially leading
tounavailable services, loss of assets, or
compromise of sensitive data.

Thisissue continues to concern us for several
reasons. For example, the sophistication and
availability of cyber-attack toolsisincreasing,
and the number of cyber-attacks and other
technology failures remains high. Many firms
are also going through major operational
change programmes for various reasons,
including Brexitand LIBOR transition. This
increases the risk of operational disruption.

Market concentrationin the provision of

some wholesale services, suchasin certain
infrastructure and third-party services, may

80

*Number of incidents reported to the FCA by firms within the wholesale
sector, specifically exchanges, multilateral trading facilities, organised
trading facilities, wholesale banks, wholesale brokers, principal trading
firms, benchmark administrators, primary information providers and data

reporting services providers.?

Deterring, detecting and pursuing market
abuse remain key to enhancing market
integrity and protecting consumers

Market abuse can enable perpetrators to
gainunfairly at the expense of other market
participants, which canthreaten confidence
and participationin wholesale markets.
Broadly speaking, itincludes misuse of inside
information, market manipulation, and creating
false or misleading impressionsin the market.

The openness, diversity and scale of UK financial
markets requires us to oversee, detect and
enforce to create an environment which deters
market abuse. We continue to seeinstances

of firmslacking controls, oversight, and
understanding of market abuse requirements.
Thisincludes poor control of inside information
andineffective market surveillance systems.
Technological developments continue to create
new challenges for firms' systems and controls.
Brexit also has the potential to affect firm and
regulatory oversight as firms' structures and
activities become more complex.

MiFID Iland the Market Abuse Regulation

help us toreduce harmin this area. Both have
significantly increased the depth and scope of
regulatory reporting which increases our ability
todetectandintervene to address market
abuse. The global nature of financial markets
requires cooperation betweeninternational
regulators, and as a major financial centre,
London's responsibilities are considerable.

5,604 Suspicious Transaction and Order Reports
and 578 other external notifications received and

484 preliminary market abuse reviews opened in the
year to March 2019°




C =P B

Financial Conduct Authority | Sector Views 2020

Chapter 8| Wholesale financial markets

Search Q

Financial crime remains a priority, with a high
threat of cyber-enabled crime

Financial crimeincludes money laundering,
terrorist financing, breaches