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1 Introduction 

1. The Independent Commission on Banking (the Vickers Commission) was established 
by the Government in June 2010 to “consider the structure of the UK banking sector, and 
look at structural and non-structural measures to reform the banking system and promote 
competition”. It will formulate policy recommendations with a view to: 

• “reducing systemic risk in the banking sector, exploring the risk posed by banks of 
different size, scale and function; 

•  mitigating moral hazard in the banking system; 

•  reducing both the likelihood and impact of firm failure; as well as  

• promoting competition in both retail and investment banking with a view to ensuring 
that the needs of banks’ customers and clients are efficiently served, and in particular 
considering the extent to which large banks gain competitive advantage from being 
perceived as too big to fail.”1 

2. The ICB will publish its interim report in April 2011. At that stage we will call Sir John 
Vickers, Chair of the ICB, and his fellow Commissioners to give evidence on their 
developing conclusions. The Government has said that it has yet to set a timetable for 
responding to the Commission’s final report which is expected to be published by the end 
of September this year.2 

3. Much of the debate about the financial crisis has been framed in terms of the effect on 
the economy as a whole, or on the impact on taxpayers. These are extremely important 
issues, but although bank customers have largely been sheltered from the direct effects of 
the financial crisis, consumers will ultimately suffer if the banking system operates in a way 
which inhibits effective competition in retail banking. For this reason, in July 2010 we 
launched an inquiry into competition and choice in the retail banking sector. The terms of 
reference were to: 

• Assess the impact of the financial crisis on competition and choice in both retail and 
wholesale banking; 

• Assess the impact of widespread consolidation among banks and mutuals; 

• Examine the key barriers to entry inhibiting increased competition, including 
regulation; 

• Examine whether competition is inhibited by difficulties faced by consumers in 
accessing information about products; 

 
1 http://bankingcommission.independent.giv.uk/bankingcommission/terms-of0reference/ 

2 Q 1073; HM Treasury Press Notice, Sir John Vickers to chair the Independent Commission on Banking, 16 June 2010 2 Q 1073; HM Treasury Press Notice, Sir John Vickers to chair the Independent Commission on Banking, 16 June 2010 
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• Explore the Government and competition authorities’ strategy to increase competition 
in banking, including the likelihood that new entrants will successfully enter the 
market; 

• Consider the relationship between competition and financial stability; 

• Consider the impact of free banking on effective competition; and 

• Look at the role of foreign–based operators and whether they are likely to return to the 
UK.3     

4. Our inquiry spanned twelve oral evidence sessions. We heard evidence from a wide 
range of institutions, including consumer groups, banks and building societies as well as 
the regulatory and competition authorities.  

5. We are grateful to Adam Phillips, Chairman of the Financial Services Consumer Panel, 
Peter Vicary–Smith, Chief Executive, and Dominic Lindley, Principal Policy Advisor, 
Which?, Philip Cullum, Deputy Chief Executive and Ms Sarah Brooks, Head of Financial 
Services, Consumer Focus, Lord Turner and Hector Sants, Chairman and Chief Executive 
at the Financial Services Authority, Sir Donald Cruickshank, Eric Daniels, then Group 
Chief Executive, Helen Weir, then Group Executive Director, and Patrick Foley, Chief 
Economist, Lloyds Banking Group, Stephen Hester, Chief Executive and Brian Hartzer, 
Chief Executive, UK Retail, Wealth and Ulster, RBS, Benny Higgins, Chief Executive, 
Tesco Bank, Vernon W Hill II and Anthony Thompson, Vice Chairman and Chairman 
respectively at Metro Bank, Bob Diamond, Chief Executive, and Antony Jenkins, Chief 
Executive Global Retail Banking, Barclays Plc, Ms Jayne–Anne Gadhia, Chief Executive, 
Virgin Money, Ms Ana Botin, Chief Executive, Santander UK, John Fingleton and Clive 
Maxwell, Chief Executive and Executive Director respectively at the Office of Fair Trading, 
Douglas Flint, Group Chairman, and Joe Garner, Deputy Chief Executive UK, HSBC plc, 
Neville Richardson, Chief Executive, and Rod Bulmer, Managing Director, Retail, The Co–
operative Financial Services, Graham Beale, Chief Executive, and Chris Rhodes, Executive 
Director, Group Product and Marketing, Nationwide and Mark Hoban MP, Financial 
Secretary to the Treasury for sharing their views on this important subject with the 
Committee. We are also grateful to those who submitted written evidence.  

6. We heard evidence from such a wide and diverse range of institutions to ensure a full 
understanding of the state of competition in the UK retail market. All the witnesses we 
heard from came with their own position and interests to defend. For example, the large 
banks stressed how competitive retail banking in the UK was and how the system delivered 
choice and value for consumers. Conversely, consumer groups and new or growing 
entrants to the market focused on how uncompetitive UK retail banking was and the 
negative impact this had on consumers.  

 
3 Treasury Committee Press Notice, New Inquiry announced into competition and choice in the banking sector, 13 July 

2010 
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7. We would also like to thank Dr Pinar Bagci, Senior Consultant with the Brattle Group 
for her expert advice and assistance in this inquiry and Mark Falcon, Head of Economic 
Regulation, Hutchison 3G UK (‘Three’).4 

Competition: an overview 

8. Competition cannot be divorced from wider regulatory issues, including the ‘too 
important to fail’ problem. The banking crisis of August 2007 onwards revealed major 
structural flaws in banking systems around the world. In particular it exposed the reality 
that Governments felt unable to allow systemically important financial institutions to 
default on, for example, their bonded debt. This exposed the implicit subsidy to these 
financial institutions, as their cost of credit was reduced to take account of probable 
Government bail outs. The ‘too important to fail’ problem is an important barrier to 
competition, but it is not the only such barrier. 

9. We believe effective competition cannot take place in an environment where firms 
which are perceived as ‘too important to fail’ are both protected from the discipline of the 
market place and derive tangible benefits from this status. This moral hazard distorts 
competition and places new or growing firms at a serious disadvantage. Banks which are 
perceived as small enough or not systemically important enough to be allowed to fail not 
only face normal difficulties in breaking into the market. They face higher funding costs 
compared to those who benefit from this implicit subsidy. Financial stability is also 
imperilled, as the absence of the threat of failure can actively encourage greater or excessive 
risk–taking—the moral hazard problem. However, this Report does not deal with these 
issues in detail. The Vickers Commission is examining the too important to fail problem. 
They were also examined by the Treasury Committee in Too important to fail—too 
important to ignore.5  

10. This Report focuses on competition. As the ICB has noted, in a well–functioning 
market existing suppliers not only compete with each other, but have to deal with the 
threat of potential new entrants. This gives them the incentive to provide a choice of 
products to well–informed consumers. Those who succeed in attracting and retaining 
customers—by offering cheaper, higher quality and/or innovative products or services—
prosper, whilst poorer quality or over–priced products are forced out of the market, and 
firms which persist in trying to sell such products ultimately fail.6  

11. Concerns about the effectiveness of competition in the banking market go back many 
years. In 1998, the then Chancellor invited Sir Donald Cruickshank to undertake a review 
of the retail banking sector in the UK. In March 2000, Sir Donald Cruickshank published 

 
4  Relevant Interests of the specialist advisers are as follows:  

    Dr Pinar Bagci:  Economic consultant advising companies on competition and regulatory matters.  Clients have included 
regulators, competition authorities, companies, securities exchanges and investment and retail banks.  I am currently 
not advising any banks on any matter but am working with Visa on the matter of interchange fees 

    Mark Falcon: Head of Economic Regulation, Hutchison 3G UK Ltd (‘Three’), a mobile telecoms operator 

5       Ninth Report of Session 2009–10, HC 261–I 

6 ICB, Issues Paper: Call for Evidence, para, 3.8, p 21 
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his report Competition in UK Banking. The report examined whether competition was 
effective in the markets for money transmission, services to personal customers and 
services to small and medium sized businesses (SMEs). Its conclusion was that 
“competition problems were found in all markets investigated.”7  

12. Since then the Office of Fair Trading (OFT) and Competition Commission (CC) have 
conducted almost twenty inquiries into competition in different parts of the retail banking 
market. Many of these inquiries and investigations have focused on particular segments of 
the market, such as the personal current account market (2008), Cash ISAs (OFT, 2010) 
store card credit services (OFT, 2004, CC, 2006). There have been two studies specifically 
on SME banking, by the Competition Commission in 2002 and the Office of Fair Trading 
in 2007. Most recently the OFT conducted a market study Review of barriers to entry, 
expansion and exit in retail banking.8 There have also been a number of EU inquiries into 
the banking sector, including the European Commission’s 2007 inquiry into retail banking.  
The sheer number of inquiries and investigations suggests long–standing and widespread 
concern about the effectiveness and nature of competition in the banking sector. 

13. The market for retail banking is not like that for restaurant meals, groceries, clothes or 
newspapers, where, as Lord Turner has noted, “the philosophy of free competition and free 
customer choice easily produces good results”. In such markets the customer can assess the 
quality and price of what is on offer and make an informed choice. In contrast, retail 
banking sells many products such as long-term investment and insurance products which 
are: 

• long–term in nature, only revealing their quality many years hence; 

• purchased only once or twice, thereby ruling out learning from repeat purchases; 

• complex, which makes it difficult for consumers to assess. 

Added to this—as in many other product markets—there is asymmetry of information and 
knowledge between consumers and producers.  

14. These characteristics mean regulation will always have an important role to play in the 
retail banking market. However, policymakers should put competition at the forefront of 
regulation of the retail banking sector. A properly competitive market can drive firms to 
provide choice and deliver better outcomes for consumers in a way which reduces the need 
for costly and heavy–handed regulation. The Government has said it believes enhanced 
competition can deliver better outcomes for consumers. Indeed, Mark Hoban, Financial 
Secretary to the Treasury, has gone further and stated that “competition is probably the 
best way of getting the right outcomes for consumers.”9 

 
7 Competition in UK Banking: A Report to the Chancellor of the Exchequer, by Don Cruickshank, p viii, para 10, March 

2000 

8 Ev 241-243 

9 Q 1069 
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15. Competition depends on a number of factors. David T Llewellyn, Professor of Money 
and Banking at Loughborough University noted that “when considering the nature and 
structure of competition in banking and retail financial services, three alternative concepts 
need to be identified: competition, contestability and effective competition”. He detailed 
these as: 

• Competition—“consider factors such as the number of suppliers, the market share 
of the dominant players” 

• Contestability—“a market is said to be contestable if entry and exit barriers are 
low” 

• Effective competition—“competition is only effective in practice if consumers are 
able: 

1) to make rational and informed choices between competitors, and 

2) to exercise choice at low transaction costs.”10 

16. The Cruickshank report on competition in UK retail banking expressed concern about 
the high levels of concentration in UK retail banking, particularly in the personal current 
account and SME markets. The financial crisis—which has resulted in consolidation across 
the sector through mergers and exit from the market—has led to a significant increase in 
concentration in many parts of the retail market. Concentration levels in the personal 
current account market are now higher than at the time of the Cruickshank report.  

17. We also received a large body of evidence suggesting that competition was proving 
ineffectual in certain parts of the retail market. Whilst the CEOs of the large incumbent 
banks told us UK retail banking was “enormously competitive”, a far larger range of 
witnesses and organisations variously described retail banking as a “limited oligopoly” or as 
a “sort of oligopoly.”11 Equally, we received much evidence about low levels of consumer 
satisfaction, poor treatment of consumers and what Lord Turner has described as “a series 
of waves of major customer detriment”.12   

18. For competition to be effective, customers need to know what they are buying and how 
much it costs. They also need to be able to transfer their custom from one provider to 
another. Our inquiry has led us to conclude that these pre–conditions for effective 
competition in the retail banking market are not present.  

19. First, we are concerned at the continuing lack of price transparency and comparability 
in the personal current account market. Without such clear information it is impossible for 
consumers to distinguish between the offers made by rival providers and indeed lack of 
transparency reduces the incentives for those providers to make distinctive offerings. 

 
10 Ev w37 [note: references to ‘Ev wXX’ are references to written evidence published in the volume of additional 

written evidence published on the Committee’s website] 

11 Q 631 

12 Lord Turner speech to British Bankers Association Conference, Protecting Consumers and Winning Trust, 13 July 
2010 
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Second, we are concerned that the switching process—despite improvements—remains 
cumbersome and does not always work smoothly. We believe that effective competition 
will remain a chimera unless urgent steps are taken to improve price transparency and 
comparability and the switching process. In this report we set out the evidence which has 
led us to this conclusion. 

 Embargoed copy, not be reported in full, 
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2 The landscape of retail banking in the 
UK 

What is retail banking?   

20. The Office of Fair Trading (OFT) has categorised retail banking services into three 
broad areas: 

• Core banking services: personal and business current accounts, overdrafts and savings 
products traditionally associated with banks. 

• Secondary banking services: unsecured and secured loans to personal and SME 
customers, including credit cards and mortgages. 

• Peripheral banking services: such as insurance, pensions, wealth management, 
hedging, letters of credit and legal services.  

The OFT notes that peripheral banking services, are not typically considered as retail 
banking services.13 Our focus in this competition and choice inquiry has been on core and 
secondary banking services. 

21. There is no requirement for a retail banking provider to supply both core and 
secondary banking services to personal and SME customers. Indeed, as the OFT notes, 
many providers have entered the retail banking market but concentrated on only a sub–set 
of services and products. The provision of core banking services will typically require 
authorisation from the Financial Services Authority to accept deposits. The provision of 
some secondary banking services will require a consumer credit licence from the OFT or 
authorisation from the FSA. 

22. An alternative way to look at the retail market is through type of provider. There are 
three main types of provider:  

• Retail banks which predominantly accept deposits and use these funds (together with 
funding from the wholesale market) to make loans as well as offering other financial 
products to consumers and firms. Lloyds Banking Group would fall into this category.  

• Universal banks which not only offer retail services but are also involved in wholesale 
and investment banking activities. Barclays, HSBC and RBS would fall into this 
category.  

• Building societies—mutual institutions whose principal purpose is to accept savings 
and make loans. 

Other types of provider include monoline providers—such as Capital One—which focus 
on a single product or product line; credit unions, financial co–operatives owned and 

 
13 OFT, Review of barriers to entry, expansion and exit in retail banking, para 3.3–3.4, p25–26, November 2010 
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controlled by their members and offering banking products; and non–traditional financial 
institutions offering banking products, often through a joint venture or a white label 
agreement14 with an established retail banking provider. Finally, it is worth noting that 
recent years have seen the rise of peer–to–peer facilitators, firms that act as facilitators for 
matching lenders and borrowers.  We discuss the issue of diversity of type of provider in 
greater detail later in this Report. 

23. The choice of distribution channel varies between business models. Channels include 
the use of a branch network, the internet, telephone, post and intermediaries and other 
third parties. The internet is a relatively recent distribution channel which is often seen as 
particularly important as a catalyst for increased competition. However, physical branch 
facilities remain important—the OFT found that 77% of consumers would not consider 
using a retail banking provider that had no branches and only operated an internet and 
telephone service. This figure was lower for savings/investment and loan products.15 As the 
market share tables on the following pages show, stand alone internet banks have only 
limited penetration in most retail markets. 

Drivers of consolidation and increased concentration 

24. The OFT’s Review of barriers to entry, expansion and exit in retail banking concluded 
that “the financial crisis has had a major impact on retail banking in the UK”, outlining 
that “one very visible effect has been the consolidation of a number of well–known banking 
brands resulting in greater concentration across the sector”, although “the degree of 
concentration differs in each product market.”16 

25. The main driver of consolidation in the sector has been a significant increase in 
mergers as well as the exit from the UK market of some overseas operators. Which? noted 
that since April 2008, there have been 14 mergers. Nine mergers involved mutual building 
societies. Ten mergers arose because of concerns over capital or losses incurred through 
the crisis. Of these, the largest by far was the merger of Lloyds TSB and HBOS, which is 
now the market leader in many sectors of the market.17  

  

 
14 A white label product or service is a product or service produced by one company (the producer) that other 

companies (the marketers) rebrand to make it appear as if they made it. 

15 OFT, Review of barriers to entry, expansion and exit in retail banking, figure 7.6, p146, November 2010 

16 Ibid. 

17 Ev 199 
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Table 1: Mergers and Acquisitions in UK Banking (since April 2008) 
Year Financial Institution Merged with/ Acquired 
2008 Santander Alliance & Leicester
2008 Santander (Abbey) Bradford and Bingley (savings and 

branches) 
2008 ING Direct Heritable

Kaupthing Singer & Friedlander 
2008 Chelsea Building Society Catholic Building Society 
2008 Nationwide Building Society Cheshire Building Society 
2008 Nationwide Building Society Derbyshire Building Society 
2008 Lloyds-TSB HboS
2008 Yorkshire Building Society Barnsley Building Society 
2009 Co-operative Financial Services Britannia Building Society 
2009 Yorkshire Building Society Chelsea Building Society 
2009 Nationwide Building Society Dunfermline Building Society 
2009 Skipton Building Society Scarborough Building Society 
2010 Barclays Standard Life Bank
2010 Coventry Building Society Stroud and Swindon Building Society

Sources: Bank of England (2008). ‘Financial Stability Report’, Issue 24, pgs 24-25, pub: Bank of England: London. 
Office of Fair Trading (2010).‘Merger Cases’, accessed at OFT website 
http://www.oft.gov.uk/advice_and_resources/resource_base/Mergers_home/Mergers_Cases/   

26. Virgin Money contrasted the present state of the UK retail market with that prevailing 
twenty years ago when “there were many more providers of personal banking services and 
a much greater variety of providers”. They argued that twenty years ago—in addition to the 
big four—customers could choose as alternatives: 

the two Scottish banks (RBS and Bank of Scotland), the unique TSB, the converted 
bank Abbey National and the about-to-convert Halifax, and a number of building 
societies with national distribution including Nationwide, Cheltenham & Gloucester, 
Woolwich, Northern Rock, Alliance & Leicester and Bradford & Bingley. Many of 
these providers were retail-only, and they competed effectively with the ‘Big Four’ by 
offering a different product focus or service proposition, reflecting the priorities of 
their stakeholders.  

They concluded that now, in the UK, there “was no credible alternative to the large banks 
for full-service banking, except to some extent Nationwide and the UK subsidiaries of 
National Australia Bank”.18 Others took a different view, pointing to the entry, over the last 
twenty years, of many current and former building societies into the personal current 
account and SME markets. They also noted significant entry of providers —often foreign–
based—into the savings, mortgages, loans and credit card markets as well as the entry of 
banks into the mortgage and savings markets over this period. 

27. The financial crisis has resulted in significant consolidation of the UK retail market. 
Well known firms such as HBOS, Alliance & Leicester and Bradford and Bingley have 
either exited the market or merged with rival firms. A large number of building 
societies have merged, undermining the diversity of provision in the sector. Whilst 
these ‘rescues’ were necessary in order to preserve financial stability, the consequence 
has been to reduce competition and choice in the market. We examine the Lloyds 
TSB/HBOS merger as well as diversity of provision and, in particular, the mutual sector in 
greater detail later in this report.  

 
18 Ev 181 
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Market shares and concentration levels in key retail markets 

28. Even though there is considerable variation in the number of firms in particular 
segments of the retail market, there is a high degree of concentration in key parts of the 
market. The Herfindahl–Hirschmann Index (HHI) is a measure of market concentration 
that takes account of the differences in the sizes of market participants, as well as their 
number. It is often used to assess the degree of concentration in a particular market.19 The 
recent OFT/Competition Commission (CC) merger guidelines note that a market with an 
HHI measure exceeding 1,000 could be characterised as ‘concentrated’ whilst a market 
with HHI measures exceeding 2,000 could be characterised as ‘highly concentrated’.20  

29. Personal and business current accounts are dominated by the major banks. The five 
leading banks—Lloyds Banking Group, RBS, HSBC, Barclays and Santander—have an 85% 
share of the personal current account market. The four largest firms in the business current 
account market—RBS, Lloyds Banking Group, Barclays and HSBC—have a 78% market 
share. However, in other parts of the retail market, they appear to face a greater number of 
competitors. For example, the five leading firms in the unsecured personal loan market 
account for 64% of the market and in the savings account market the largest five firms 
account for just 63% of the market.21 In the following sections we examine in greater detail 
the market shares of the leading firms as well as the number of other providers in the 
different segments of the retail market. 

Personal current accounts 

30. The personal current account is the cornerstone of Britain’s retail financial system. 
Broadly speaking, a personal current account can be defined as an account for individual 
consumers, which provides the facility to hold deposits, receive and make payments using 
cheques, debit cards, Direct Debits and standing orders, to use ATMs and to make regular 
payments. Additionally, PCAs often have overdraft facilities. Datamonitor’s most recent 
estimates suggest that 93% of adults in the UK hold a current account and that there were 
approximately 71 million accounts in the UK.22  

31. This market is dominated by the five largest PCA providers—Lloyds Banking Group, 
RBS, HSBC, Barclays and Santander; Lloyds Banking Group has 30% of the market—
almost double the market share of their nearest competitor RBS. When Sir Donald 
Cruickshank examined competition in UK banking in 1998, the four largest banks—at that 
time, Lloyds TSB, NatWest, Barclays and HSBC including all subsidiaries23—had a 68% 
market share; the equivalent today is 73%.  

 
19 The HHI is the sum of the squares of each provider’s market share 

20 CC, OFT, Merger Assessment Guidelines, September 2010 

21 OFT, Review of barriers to entry, expansion and exit in retail banking, table 3.2, 3.6, p 35, 48, November 2010 

22 Data monitor, Banking on change: UK Current Accounts and Savings in the UK 2010, 2010 

23 Competition in UK Banking: A Report to the Chancellor of the Exchequer, by Don Cruickshank, p 104, para 4.8, 
March 2000 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



Competition and choice in retail banking 13 

 

32. The Cruickshank report showed an HHI for current accounts of 1,330 for 1998 which 
was described as “indicating a relatively high level of concentration.”24 Concentration 
increased even after the Cruickshank report, and has been made even more acute by the 
post–crisis consolidation described above. The HHI for the personal current account 
market rose from 1,410 in 2007, to 1,736 in 2010, an increase of 374.25   

Table 2:  PCA market shares pre- and post-financial crisis, by number of customers 

 
Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 3.2) 

Mortgage market 

33. The five largest providers—Lloyds Banking Group, Santander, Nationwide Building 
Society, RBS and HSBC—account for over 75% of gross new lending in the mortgage 
market.  

34. The mortgage market looks less concentrated when examining the existing stock of 
mortgages held by consumers (outstanding balance), where the five largest providers 
account for only 63% of the market. However, at the time of the 1998 Cruickshank report 
the big four banks had only a 17% share of this market when measured by number of 
mortgages.26 Even now, 29% of the stock of mortgages is held by banks described by the 
term ‘other’ category in the table which includes other banks, building societies and 
specialist lenders. The large difference in the figures for this group—15% of gross lending 
market share as opposed to 29% of outstanding balance market share—appears to reflect 
the lower levels of lending made by specialist mortgage providers following the financial 
crisis, in part, due to their reduced ability to source mortgages using wholesale finance. The 
financial crisis has resulted in the disappearance from the market of a significant number 
of specialist or foreign lenders.27 Again Lloyds Banking Group is the largest provider in 
both categories of the mortgage market.   

 
24 Competition in UK Banking: A Report to the Chancellor of the Exchequer, by Don Cruickshank, p 106, para 4.14, 

March 2000 

25 OFT, Review of barriers to entry, expansion and exit in retail banking, p 35, para 3.23, November 2010 

26 Competition in UK Banking: A Report to the Chancellor of the Exchequer, by Don Cruickshank, p 115, chart 4.13, 
March 2000 

27 Ev w13 

PCA Provider June 2007  
market Share 

(%)  

March 2010  
market Share (%)  

Lloyds TSB                                    Lloyds Banking  19  
Halifax Bank of Scotland            Group  14 

30 

RBS Group  17 16  
HSBC (Including First Direct) 14 14 
Barclays  15 13 
Abbey                                          Santander  6 
Alliance and Leicester     3 

12 

Nationwide Building Society  
Co -operative Bank  

5 
Data unavailable  

7 
3 

National Australia Group Europe (Clydesdale 
Bank & Yorkshire Bank)  

3 2 

Others  4 3 

}

}
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Table 3: Total mortgage market shares, gross lending and outstanding balances, 2009 
Mortgage provider Gross lending, 

market share (%) 
Outstanding balance, 
market share (%) 

Lloyds Banking Group 24 28
Santander 18 13
Nationwide Building Society 8 10
Royal Bank of Scotland Group 13 7
HSBC 11 5
Barclays/Woolwich 10 7
Others 15 29

 Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 3.4) 

Savings accounts  

35. There has also been consolidation in the savings account market. The five largest 
providers—Lloyds Banking Group, Santander, RBS, Barclays and Nationwide—account 
for 62% of the market rather than the 56% of the market held by the five largest providers 
in 2006. Lloyds Banking Group once again has the largest presence in this sector of the 
retail market. There is a larger tail of providers with relatively small market shares in the 
savings market as compared to the personal current account market, but even so 
concentration in this market has increased. In 1998, the Cruickshank report noted the HHI 
was 910.28 Although concentration reduced for a while, the HHI in the savings account 
market has risen from 889 in October 2006 to 1,083 in February 2010—an increase of 
194.29  

Table 4: Saving accounts market shares pre-and post-financial crisis, by number of customers 

 
 Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 3.3) 

 
28 Competition in UK Banking: A Report to the Chancellor of the Exchequer, by Don Cruickshank, p 120, para 4.48, 

March 2000 

29 Ibid. 

}

Market share (%) in savings market  Savings account provider  
Oct 2006  Feb 2010  

HBOS  16 
Lloyds TSB                                  LBG  13 

21 

Abbey  7 
Alliance & Leicester                  Santander  4 
Bradford & Bingley  1 

12 

Nationwide  9 9 
RBSG  
 
HSBC  

10 
 

8 

10 
 

8 
Barclays  9 10 
Co-op                                         CFS  2 
Britannia  
NS&I  

1 
Data unavailable 

4 
 

6 
Northern rock  1 2 
ING Direct  2 Data unavailable  
NABG (Clydsdale Bank & Yorkshire Bank)  1 Data unavailable  
Post Office  3 2 
Other bank  2 8 
Other building societies  6 5 
Others  7 2 

}
}
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Unsecured personal loans   

36. The top five providers of unsecured personal loans account for over 60% of this market. 
Once again Lloyds Banking Group has almost double the market share of its nearest 
competitor, Barclays.  

Table 5: Unsecured personal loan market shares, by number of customers, 2009 
Unsecured lending provider Personal loan Sept 

2009, market share (%) 
Lloyds Banking Group 25
Barclays 13
Santander 10
Royal Bank of Scotland Group 9
HSBC 7
Nationwide Building Society 4
Northern Rock 3
Co-op 1
Other high street bank 2
Other building society 0.5
Direct/specialist loan company 7
Retailer 7
Internet only/direct bank 3
Credit card issuer 0.5
Other 11

 Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 3.6) 

SME market 

37. The latest available data (2008) on liquidity management services suggests that four 
banks account for nearly 80% of the SME market. The OFT states that more recent data 
following the financial crisis is not available, though it warns that it is likely that the market 
will have become more concentrated due to recent consolidation in retail banking, in 
particular the merger of Lloyds TSB with HBOS and Santander with Alliance & Leicester. 
The HHI in this segment of the market was 1,604 which the OFT/CC guideline notes 
define as a ‘concentrated’ market.  

Table 6: SME liquidity management services market shares, by number of accounts, 2008 
Provider 2008, market share (%) 
Royal Bank of Scotland Group 23
Lloyds TSB 19
Barclays 18
HSBC 18
Alliance & Leicester 6
HBOS 4
Clydesdale 3
Co-operative Bank 2
Abbey 1
Others 6

Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 3.8) 

Conclusions on concentration levels 

38. There has been a clear increase in concentration levels in parts of the retail market. 
Indeed, concentration in many sectors of the market is now higher than when Sir 
Donald Cruickshank examined competition in retail banking, particularly in the 
personal current account and SME markets. The five large banks—Lloyds Banking 
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Group, RBS, Barclays, HSBC and Santander—have an overwhelming 85% share of the 
personal current account market. In 2008 the market for SME liquidity services was 
dominated by just four firms who shared 80% of the market. Other parts of the retail 
market such as those for savings products and loans, where the number of participants 
is larger, are less concentrated.  

39. Whilst the level of concentration is just one measure of competition in a market, it 
is important. Concentrated markets also make it easier for firms to collude by making 
it easier for competitors to monitor each other. If banks imitate the products and 
services of their competitors the intensity of competition is reduced and this can lead to 
a consumer perception that there is no real difference in the products and services of 
the major banks.    

Does increased concentration matter? 

40. The large incumbent banks acknowledged that the financial crisis had led to 
consolidation within the sector and an increase in concentration levels.30 However, they 
also claimed that there was no necessary link between concentration and the degree of 
competition taking place in a particular market and that the UK retail market was not 
concentrated by international standards or by the standards of other industries. 

The link between concentration and competition 

41. The large banks argued that whilst concentration had increased this had had little or no 
bearing on competition in the sector. Barclays noted that whilst there had “been 
consolidation”, “despite these changes, the landscape remains competitive and dynamic 
with the emergence of new competitors, products and consumer propositions.”31 The large 
banks also pointed to the emergence of new entrants—such as Metro Bank and Virgin 
Money—as proof that competition was taking place.32  

42. Joe Garner, Deputy Chief Executive UK at HSBC addressing the issue of concentration, 
told us that “there seems to be a perception at times that there are three or four major 
players; there are at least six major players in the UK market.”33 Eric Daniels, then Group 
Chief Executive at Lloyds Banking Group, told us that “concentration does not lead to a 
lack of competition”, 34 but at the same time pointed to the large number of firms in certain 
segments of the retail market as proof that competition was working. For example, Mr 
Daniels pointed out that there were “60 competitors” in the mortgage market, that the 
current account market had “about 30” and there were “about 80 competitors in the 
savings market”.35  He said that “you have a very wide variety of players that are offering 
different products”, describing “the number of mortgage products as absolutely 

 
30 Ev 177, Ev 215, Ev 221  

31 Ev 177 

32 Ev 177 

33 Q 844 

34 Q 187 

35 Q 201 
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phenomenal”, concluding that “customers have real choice”36 and that this was “an 
enormously competitive market”.37 This argument was also deployed by Stephen Hester, 
Chief Executive, RBS, who spoke of “60-odd credit card providers or 80-odd savings 
providers,” concluding there were “obviously plenty of second-tier players in banking.”38 

Comparisons with other sectors 

43. Furthermore, Lloyds Banking Group told us that their analysis showed that “the market 
for banking services is significantly less concentrated than those for utilities, grocery retail, 
mobile telecommunications, and the fiercely pro–competitive home broadband and pay 
TV markets.”39 This was a point picked up by Brian Hartzer when he gave evidence. Mr 
Hartzer referred to the supermarket industry, which he described as more concentrated 
than banking, but where the competition authorities had “found good consumer 
outcomes.”40 More broadly, Mr Hartzer was keen to stress the lack of a simple relationship 
between concentration levels and consumer outcomes, stating that “we see markets in 
many industries around the world with different levels of concentration and different 
consumer outcomes”41 Lloyds Banking Group said utilities, grocery retail and mobile 
telecommunications are more concentrated than the retail banking sector. However, we 
note that all the industries highlighted for comparison are either directly regulated 
(such as utilities) or have themselves been subject to multiple competition inquiries and 
regulatory interventions (grocery retail, mobile telecommunications, retail broadband 
and Pay TV). 

International comparisons 

44. Mr Daniels also contrasted the level of concentration in the UK market with overseas: 

if you look at the concentration in the UK market it, in fact, is less than many 
markets. If you look at Australia, or you look at Canada or France, for example, you 
would find even greater concentrations. The US and Germany are often looked at as 
markets that are more fragmented and would display more of the kind of behaviours 
that you had suggested. In fact they are every bit as concentrated if you look by 
region. So if you looked in California, for example, and you looked at the 
concentration levels there, they would in fact be higher than the UK.42  

Mr Daniels said the UK market was a ‘contestable’ one—“if you have a market where you 
have several different competitors and there’s high concentration but there’s high 
contestability—in other words players will seek to gain share and therefore will fight very 
hard on service, on advertising, on trying to reach out to customers—that leads to very 

 
36 Q 201 

37 Q 187 

38 Q 320 

39 Ev 221 

40 Q 319 

41 Q 319 
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good customer outcomes.”43 Joe Garner noted that when “we look around the world and 
we can see markets where there are a greater number of players, they often then tend to be 
regionalised”. He explained that “if you have a greater number of players, but there is only 
one in your locality, it still has not improved choice.”44 We disagree strongly with the 
assertion that the UK retail banking market is contestable. A market is contestable if 
entry and exit barriers are low and whilst this may be the case in certain parts of the 
retail market, it does not appear to be the case in parts of the personal current account 
and SME markets. Furthermore, the financial crisis has demonstrated that exit barriers 
in the UK banking market are anything but low.  

How competitive is retail banking?   

45. Others disagreed with the arguments put forward by the large banks, arguing that high 
levels of concentration combined with the particular dynamics of some parts of the retail 
market had had a negative impact on competition. John Fingleton, the Chief Executive of 
the OFT, characterised the banking sector as “concentrated” whilst his colleague Clive 
Maxwell, Executive Director, OFT, singled out “the personal current account and SME 
markets as the most concentrated as well as suffering from the highest levels of [consumer] 
inertia”.45 Mr Fingleton stressed that “we see many concentrated markets where there is 
very good performance in terms of competition” adding that “concentration is not itself 
the source of the problem” but that one needed to examine “how the dynamics of the 
market work.” He argued that retail banking: 

[...] is clearly much less competitive than a lot of the sectors we look at. In huge 
sectors of the economy—retailing, distribution, airline transport, and so on—we see 
high levels of competition, innovation, costs coming down and no real difficulty in 
firms earning a profit for their shareholders and managing to pass on low prices to 
customers, being very innovative in the process and driving up productivity growth 
in the economy. That picture does not characterise the banking sector.46 

He concluded that he was “on the side of thinking that the market could be more 
competitive” again singling out the personal current account and SME markets as 
particular areas of concern.47 The particular dynamics of the market singled out by Mr 
Fingleton and the OFT were the lack of transparency, low levels of switching and strong 
customer inertia.  

46. This was a theme picked up by Benny Higgins, Chief Executive, Tesco Bank, when we 
questioned him whether the market for current accounts was competitive: 

Let’s address the question: is the market for current accounts competitive? Well, if we 
go back to first principles: what would make a market competitive? A market would 
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be competitive if there was a sufficient number of suppliers offering a sufficient range 
of choice to customers in an environment where the customers are well informed 
through transparency and full availability of information and where there are no 
perceived or real barriers to switching. If we address the PCA market against that 
level of criteria, I think it becomes very clear that we don’t need to hint at a 
conclusion. It’s an unequivocal conclusion that the market is not competitive.48 

47. We asked the CEO of another growing entrant in the sector, Jayne–Anne Gadhia, Chief 
Executive, Virgin Money, whether she agreed with comments by Stephen Hester, Eric 
Daniels and other representatives from the large banks that retail banking in the UK was 
“enormously competitive”. Ms Gadhia disagreed strongly: 

I think the comments are surprising because, in my mind, one of the most significant 
barriers to entry, competition and consumer choice in the UK is what is, I believe, an 
effective oligopoly of the five big banks, and while I’ve seen in evidence that a 
number of the big banks have said that the market is very competitive, when you 
look at the facts—and I think they’re important—that those five big banks together 
operate almost 90% of the current account market and more than 90% of the SME 
market, I think that it’s hard to say that the market that customers should be 
enjoying is, in any way, properly competitive so that consumers get the best deal.49 

48. Ms Gadhia’s reference to consumers getting a good deal was also made by Hector 
Sants, Chief Executive, FSA, who told us that there was “a credible argument to be made 
that some benefits would accrue from reduced concentration in certain areas.”50 Lord 
Turner, the Chairman of the FSA, also agreed that “a somewhat wider set of retail banks 
[...] could be a good thing.” 51  

49. The relationship between concentration and competition has been noted by the 
Independent Commission on Banking who have stated that: 

The degree of concentration in a market—for example, as measured by the market 
shares of the largest firms—is not always a reliable indicator of the degree of 
competition. Competition can be strong in quite concentrated markets and weak in 
markets that are not highly concentrated.  

Nevertheless the Commission concluded that there was “a tendency, all else equal, for 
markets to be less competitive when more concentrated”.52 

50. We note the argument of the large banks that there is no necessary link between 
concentration levels and the degree of effective competition. Indeed, we agree that 
certain markets are highly competitive whilst on some measures also being highly 
concentrated. Nevertheless, the bulk of our evidence argued that the banking market 
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was not competitive. Like the Independent Commission on Banking we consider there 
is “a tendency, all else equal, for markets to be less competitive when more 
concentrated”; it is legitimate to be concerned about the state of competition in the 
retail banking sector. 

51. We examine the issue of price transparency, low levels and perceived difficulties with 
switching as well as whether the UK’s free–banking system hinders competition in greater 
detail in the following chapter.   

Low levels of customer satisfaction 

52. Effective competition should deliver good consumer outcomes. The theme of low levels 
of customer satisfaction and lack of choice reverberated through the course of our inquiry. 
Which? has conducted satisfaction surveys of its members for savings, current accounts 
and mortgage providers in 2008, 2009 and 2010. As Which? noted, the results for these 
surveys have shown both significant variation across different banks, with new entrant or 
internet-only banks performing especially well, with continued poor performance by the 
largest of the high-street banks. For current accounts, their survey results found the main 
high street banks performing poorly compared to internet banks and many of the smaller 
or new entrant banks and building societies. Table 7 below summarises their results. 

Table 7: Survey on satisfaction results for personal current account brands 
Bank 2008 2009 2010 
Lloyds Banking Group (a) 59% 55% 49% 
(HBoS) 56%  
RBS (b) 61% 57% 55% 
HSBC 57% 60% 58% 
Barclays 53% 55% 53% 
Santander (c) 44% 58% 52% 
Average ‘Big 5’ (excluding 
Santander for 2008) 

(57%) 57% 53% 

Banks achieving 70% or greater satisfaction results 
First Direct* 85% 90% 88% 
Virgin One - - 88% 
Co-operative bank 82% 84% 86% 
Smile 88% 91% 85% 
Nationwide 79% 79% 72% 
First Trust - - 72% 
Cahoot* 82% 84% 71% 
Intelligent Finance* 72% 74% - 

Source: The 2010 Which? Current account survey, Ev 194. Note: * = internet only brands operated by one of the 
Big 5 banks 

53. Which? told us that the main areas of dissatisfaction were the level of interest payments 
or charges applied to accounts followed by the provision of up to date information on rates 
and charges. They said some of the Big 5 also performed poorly for provision of internet 
and phone banking services and resolution of problems whilst customers of the Big 5 were 
most satisfied with the accuracy and timelines of statements and availability of branches. 
They recorded similar results for savings and mortgages. Whilst the average satisfaction 
score amongst the Big 5 for savings accounts was only 47%, First Direct and Co-operative 
Bank were the only brands to score 70% or higher. The worst performing bank brands 
were Santander at 39%, followed by Cheltenham & Gloucester, Bank of Scotland and 
Halifax (all operated by Lloyds Banking Group).  
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54. With respect to current account provision, Which? recorded that the main areas of 
dissatisfaction were the level of interest and keeping customer informed on rates and 
charges. Customer satisfaction in the mortgage market was similar, with the Big 5 scoring 
an average of 55% satisfaction compared to the best result of 87% (First Direct). The main 
reported reason for dissatisfaction was lenders failing to pro-actively inform customers 
when more suitable or better mortgages were available.53 

55. Which? concluded that “despite the Big 5 banks’, at best, average satisfaction ratings 
they continue to dominate the provision of key retail financial services, emerging as clear 
winners of the financial crisis.” The conclusion they drew was 

that a poor quality service for customers is irrelevant to the growth of significant 
market power, a clear sign that normal competition is failing.54 

56. Metro Bank executives agreed. Vernon W Hill II, Vice Chairman, Metro Bank—who 
was the founder of the US bank Commerce Bank—stressed that “the customer 
dissatisfaction rates in Britain for banks are at levels I have never seen in America” and that 
many survey results show British consumers were “very dissatisfied with the British 
banking system.”55 Mr Hill told us the net promoter score which measured the percentage 
of a bank’s customers who would recommend the bank to a friend minus those who would 
not. Mr Hill told us that First Direct scored +57%, but that Lloyds Banking Group had a 
dissatisfaction score of -19% whilst Barclays scored -35%. He also told us that Santander 
had a “dissatisfaction rate of 67%” and that overall “in Britain 42% of customers are 
dissatisfied with their banks.”56 

57. Mr Hill was scathing about the major banks, describing them as “essentially offering 
the same products in the same way” with the customer ending up with very little “choice”.57 
His colleague Anthony Thompson, Chairman, Metro Bank, explained that, in contrast, 
Metro Bank saw themselves as “a retailer.” He explained that “the UK [non–banking] retail 
market was highly competitive, so retailers are open from early in the morning until late at 
night, they are open seven days a week.” As a result Metro Bank was “open from eight until 
eight Monday to Friday, eight until six Saturday, eleven until four Sunday.” He contrasted 
this with the large banks which were “open from nine until five” concluding that “if there 
was a competitive market we would see changes in that.”58 ‘Choice’ was also stressed by 
Jayne–Anne Gadhia and Adam Phillips, Chairman of the Financial Services Consumer 
Panel. Ms Gadhia told us that: 

as a member of the industry, that there are differences between the current accounts 
offered by, for example, Santander and Lloyds, but looking at it through a 
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consumer’s eyes, I think it’s quite difficult to understand what those differences really 
are.59 

Whilst Mr Phillips who described a “small number of large banks” as “resembling an 
oligopoly,” also noted that the large banks had “prices that are very similar, and deliver 
service that is very similar,” concluding that “therefore the consumer had no choice.”60 

58. Competition policy should maximise the benefit to the consumer. Our evidence 
suggests that this is not happening. The large banks perform poorly on many consumer 
satisfaction surveys relative to other providers. Survey evidence consistently shows 
customers are dissatisfied by service quality and the lack of real choice on offer in the 
marketplace. In a genuinely competitive market we would expect firms which provide 
superior service, choice or prices to gain significant market share from rival firms, but 
we see little evidence that this is happening.  

Large size and economies of scale 

59. Economies of scale are the cost advantages that a business obtains due to expansion 
which cause a producer’s average cost per unit to fall as scale is increased. In retail banking 
these include the need for a branch network, building a trusted brand and access to capital. 
We received evidence that consumers benefit from the presence of large banks and the 
accompanying economies of scale. RBS asserted that “larger, more diversified companies 
have the ability to achieve greater synergies and create economies of scale. This enables 
banks to provide services at lower cost to the consumer whilst also delivering a sustainable 
return to investors.”61 However, when pressed on this point, Stephen Hester explained that 
he did not mean that big banks were the only model that should exist, telling us that: 

[...] an advantage of size, if it is size in particular marketplaces, as opposed to size 
thinly spread everywhere, can be those sorts of economies that allow you to offer 
customers more. So that is an advantage. It doesn’t mean to say there are no 
disadvantages and it doesn’t mean to say that if you’re small you can’t come at it 
from different ways, but I do believe that our scale, when properly configured and 
used—which it wasn’t in all cases before; we hope it will be in the future—can be an 
advantage to our customers and our shareholders, and we try hard to do that by 
economies of scale.62 

60. Vernon Hill was dismissive of the arguments deployed by RBS and Mr Hester—he told 
us that there was “no proof that scale gets you economies of scale” going on to say that: 
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Let us look at that statement: they fail, they don’t provide service and their cost is 
higher. There’s no proof in America that these large banks can deliver better service 
at lower cost—in fact the reverse is true.63 

John Fingleton considered that if a market was “not particularly competitive” then “we 
would be very sceptical that the incentives are there to exploit those efficiencies” and that 
even where those efficiencies were exploited “the incentives won’t be there to pass them on 
to the customer.” He added that he had: 

seen no evidence that suggests that you need a 33% or a 30% market share to achieve 
minimum scale. There may be evidence suggesting that below 5% or 10% of the 
market, it may be difficult to have the sort of scale to deal with the IT investment 
we’ve seen [...] So none of the evidence I’ve seen suggests that the minimum efficient 
scale is at 25% or 30% of the market. There might be some efficiencies about being 
able to spread your IT investment over such a wide market share, but it’s not clear 
that it’s of such a magnitude or that they would be passed on to the consumers.64 

61. The large banks have told us that ultimately consumers will benefit from lower 
prices resulting from the economies of scale and synergies provided by larger more 
diversified banks. We agree that there are economies of scale/minimum efficient scale 
in retail banking which will ultimately limit the total number of firms in the market. 
However, we question whether the need for economies of scale justifies banks having a 
30% share of the market or whether such benefits, if they exist, will be passed onto 
consumers in a market where competition is deficient. Indeed, such economies of scale 
benefits are likely to be outweighed by the negative impact on competition by those 
providers who are perceived to be ‘too big to fail’.   
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3 The current account market and 
switching  

62. As we discussed previously, some segments of the market appear to be more 
concentrated than others. The current account market appears to be the most 
concentrated, and concentration has increased significantly. Lord Turner considered the 
importance of the personal current account market derives in large part from its perceived 
role as a gateway product—that is, as an avenue through which consumers access, and 
firms sell, other potentially more profitable financial products. He described the personal 
current account as “essentially a loss leader, [...] a classic loss leader, or at least a low return 
leader”, which banks provide in order to get hold of a relationship on which they can then 
sell other products.” He argued this acted as a catalyst for “aggressive selling” because 
providers were “trying to make up for the low profitability of the core product.”65   

63. In its recent market study Barriers to entry, expansion and exit the OFT concluded that 
“the PCA continues to remain an important gateway product in retail banking”, although 
their research showed that cross–selling rates varied considerably with respect to different 
retail financial products (see Table 8 below).66 Jayne–Anne Gadhia, CEO of Virgin Money, 
concurred with the OFT’s conclusions stating that “the reason that banks want to attract 
current account customers—and big banks do—[...] and want to talk about free banking is 
because a lot of profitability comes off the analysis that is subsequently undertaken to 
enable big banks to sell different products to customers”.67 As Benny Higgins said: 

What the current account acts as a fulcrum for all of the other products that banks 
sell. So for example, 88% of savings products will be sold by the bank that has the 
current account.68 

Table 8: Current account cross-selling conversion rates, by product type, Sept 2009 
Retail banking product Proportion of PCA customers who hold this product with their 

PCA provider (%) 
Savings account 88% 
Credit card 53% 
Cash ISA 42% 
Unsecured personal loan 42% 
Mortgage 27% 

Source: OFT, Review of barriers to entry, expansion and exit in retail banking (Table 7.1) 

64. Many of the incumbent banks took a more nuanced position on the extent to which the 
personal current account continued to act as a gateway product. The two arguments they 
used were that cross–selling rates had declined over time and that cross–selling rates were 
low in the UK compared to other countries. Eric Daniels told us “the cross–over between 
them [the different market segments] is very, very small” adding that it would be “very 
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normal” for “a typical consumer” to “have a mortgage with one bank, a credit card with yet 
another and a current account with a third institution. That’s very normal behaviour.”69 
When quizzed on the discrepancy between the OFT’s figures which showed an 88% cross–
selling rate on savings accounts and his earlier answer that “cross–over is very, very small” 
Ms Weir said that the OFT “numbers sound very high to me”.70 Mr Daniels also argued 
that international comparisons showed cross–selling was far higher elsewhere—“If we look 
at the comparisons, if you look at Europe and other international comparisons, the 
concentration of a customer’s wallet—in other words the number of products they buy 
from an individual institution—is much higher in Europe than it is in the UK because 
customers shop around for different banks, different products.”71 However, Brian Hartzer 
acknowledged cross–selling “was an important part of what we are trying to do because in 
the end [...] our strategy is to be a full service provider.” Indeed, Mr Hartzer’s key regret 
was that RBS needed to get “better at cross–selling”. He explained that “at the moment just 
under 40% of our customers only have one product with us, and so we think that’s a pretty 
big opportunity, and about one-third of customers have two products with us.”72 

65. We are concerned by the significant increase in concentration in the personal 
current account market in particular and the dominance of a handful of large banks. 
Despite the larger banks’ protestations, we consider the current account remains a 
“gateway” product which means dominance in this market by the large banks has 
competition implications elsewhere in the sector. This means that barriers to 
competition in the personal current account market need to be scrutinised particularly 
carefully. 

‘Free banking’  

66. The UK’s ‘free banking’ model may be a significant barrier to competition. The features 
of the ‘free banking’ model are a free–in–credit charging structure, where regular fees for 
operating the account are not charged but credit interest tends to be low and explicit 
charges are levied for certain types of transaction or service, which have been historically 
related to overdrafts.73 Before 1985 the transaction–based model, under which consumers 
were charged per transaction or per block of transactions was predominant in the UK. 
Free–if–in–credit banking was introduced by Midland Bank in 1984. Its introduction led 
Midland to gain approximately 450,000 customers in the following year. As a result, other 
large current account providers moved towards this model with the end result that the 
free–if–in–credit personal current account model came to dominant the market.74  

67. Recently some banks have introduced packaged accounts in which customers pay a 
monthly fee for the package which can include a mixture of banking services, insurance 
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policies, and unregulated services. The FSA estimated that over 14 million customers hold 
such accounts and noted that such accounts “now provide a significant source of fee 
income for banks.”75 

Costs, revenues and profitability of current account provision 

68. One of the problems with the ‘free banking’ model is that costs and profitability 
become extremely obscure, as does the price paid by the consumer. We spent some time in 
our inquiry trying to establish how much it costs to provide current account banking 
services, what the customer ‘paid’ and how profitable such services were.  

Revenues  

69. In its 2008 market study on personal current accounts in the UK the OFT estimated 
that the banks earned £8.3 billion in revenues from personal current accounts in 2006 and 
that average bank revenue from a current account was £152 per customer per annum. The 
£8.3 billion came primarily from the following sources: 

• Net credit interest, defined as the difference between the interest paid on credit 
balances to consumers and the income derived from the bank from these funds 

• Net authorised overdraft interest charges 

• Net unauthorised overdraft interest charges 

• Insufficient funds charges 

• Packaged fees, and 

• Ancillary sources.76 

John Fingleton told us that the OFT had not subsequently updated the £8.3 billion figure.77   

  

 
75 Ev 228; The OFT’s 2008 market study on personal current accounts estimated that banks generated revenues of £560 

m from packaged accounts in 2006 

76 OFT, Personal current account market study, p 17–18, July 2008 

77 In Review of barriers to entry, expansion and exit in retail banking, the OFT cite a figure of £9 billion for 2009. This 
figure comes from Datamonitor  
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Figure 1: Composition of industry PCA revenue in millions, total 8.3 billion, 2006 
 

 
 
Source: OFT, Personal current accounts in the UK: An OFT market study, 2008, p 18, 

70. The above chart shows the breakdown of revenues from these six sources. As can be 
seen net credit interest alone amounts to almost half the revenues earned by the banks 
from current accounts. Helen Weir, Group Executive Director, Lloyds Banking Group, 
told us that this 50:50 split held for Lloyds and that “foregone credit interest would be 
approximately half of the total income on personal current accounts”. She went on to 
explain that the total net credit interest figure for Lloyds would be “approximate to our 
broad market share”, which would be around 25–30% of £4.1 billion or between £1-1.25 
billion.78  

Profitability of current accounts  

71. The OFT has previously tried to establish whether current account provision is 
profitable on a stand–alone basis. It concluded that banks typically assess profitability at 
the wider retail banking level rather than for individual product lines and that they had 
“judged that it would have been disproportionate for the purposes of this market study 
[OFT’s 2008 market study on the personal current account market] to require the banks to 
collect cost data at a product level purely in order to enable us to assess profitability of 
accounts.”79 When John Fingleton was asked whether current accounts were profitable on 
a stand–alone basis he explained that the banks did not attribute their costs by product 
line, going on to tell us that consequently it was not possible to make that assessment.80 

72. When questioned about the cost of current account provision to the bank itself Helen 
Weir told us that: 

The cost of a current account is quite significant, as you’ll appreciate [...] Typically 
the cost of the branch network, the cost of providing ATMs, cheque facilities, the 
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debit cards, so there are a number of services that go along with the current 
account.81 

HSBC gave a similar answer, Joe Garner arguing that it was “pretty much impossible to 
isolate the cost of providing a current account to an individual customer”. This was 
because: 

The reason for that is that you would have to make an assumption over how much of 
your branch network, your ATM network, your purchasing system, your internet 
usage, et cetera each customer used; all of those things you would have to factor in to 
make an individual calculation. I don’t think that either it is really practical to do or 
very useful.82 

Mr Garner said that it was possible to produce an average figure for the cost of products by 
taking “the total cost of running a bank and dividing it by the number of customers which 
gives you a number.” However he warned that such a figure would produce an average and 
would not “be representative of a large number of customers”83 In contrast, Co–operative 
Financial Services were more forthcoming about the cost of current account provision, 
informing us that “each individual current account customer [...] costs us £85 per year” on 
average.84  

73. We asked bank executives whether the provision of current accounts was profitable on 
a stand–alone basis. Helen Weir told us that their “current accounts are profitable but not 
excessively so” and that Lloyds were “getting a hurdle benchmark rate of return on the 
capital that’s employed in that business”.85 Later she described overall current account 
provision as “not significantly profitable”.86 Brian Hartzer described the overall RBS retail 
customer business as “profitable”, but explained that “profitability tends to slosh around in 
a bank from one thing to another, depending on where interest rates are and how people 
behave.” He explained that: 

At the moment, as interest rates have fallen, what has happened is that the 
profitability of deposits has become probably break-even at best and in some cases a 
loss, and the margins on mortgages and some loan products are wider, so in a sense 
are contributing to a larger portion of our profitability. If rates rise that situation 
could very easily reverse [...] which is that profit dynamics are constantly in flux. 

74. Peter Vicary–Smith had little sympathy for banks who complained about the limited 
profitability of operating current accounts, telling us that in their position he would be 
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“quite happy to have personal current accounts as a loss leader” given “the enormous 
amount of data they can use” and “all the other things it enables me [the banks] to do.”87  

Costs to consumers and clarity of overdraft charges  

75. We also asked about the cost to consumers of current account provision, including net 
interest foregone, which is the increased return consumers could earn by placing their 
current account deposits in, for example, higher interest savings accounts. Ms Weir told us 
that for a typical customer with an average current account balance of less than £1,000 the 
net interest foregone would be £5 a year. When pressed on what the cost of net interest 
foregone would be in a more typical year, i.e. with base rate higher than 0.5%, she replied 
that a base rate of 3.5% would imply net interest foregone of £35 per annum.88 She went on 
to compare the cost of a current account to consumers with the price of coffee, telling us 
that: 

The typical amount a customer pays for their current account, including foregone 
interest, is approximately the same as a cup of coffee a week89 

76. Ms Weir seemed confident that consumers would know the cost to them of operating a 
current account, telling us that “most consumers would have a pretty good idea of what 
they are paying for their current [account] banking. However, when we pressed her to say 
how much she paid in terms of interest foregone herself, she was unable to answer.90 Ms 
Weir was not the only witness who was unable to tell us the cost of their current account. 
Lord Turner explained that he did not know, although unlike Ms Weir he did not argue 
that most consumers would know.91 Adam Phillips was similarly unable to tell us how 
much he was paying for his current account.92 Benny Higgins stated “very few people” 
would be able to quantify the cost of their current account and concluded that the inability 
of most consumers to calculate such costs “strikes at the heart of the issues around 
competition within current accounts.”93 

77. The distinguished list of financial services experts unable to tell us the cost to them 
of their current account indicates a serious problem. If they cannot estimate the cost of 
their accounts, we hold little hope that members of the public are able to do so. Greater 
disclosure of information on cost is a pre-condition to greater competition in this 
market. 
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89 Q 154; The figure of a price of coffee per week appears to come from adding the £35 net interest foregone figure 
to half of the OFT’s £152 given that 50% of Lloyds revenues derive from charges, overdraft fees levied on 
consumers. This results in an annual figure of £111 per annum which roughly equates to a £2 cup of coffee per 
week. 
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Winners, losers and cross–subsidy under the free–in–credit model 

78. We also examined who were the winners and losers from the free–in–credit banking 
model. Helen Weir considered that for the “average” customer, current account provision 
represented “good value”:  

the average customer pays—and that’s including foregone interest—less than a cup 
of coffee per week for their banking. For that they get access with our group to over 
3,000 branches, a wide ATM network, money transmission service, use of debit card 
and so forth. If you compare that with things like mobile, with Sky and a number of 
other things that’s good value.94 

She revealed that approximately 30% of Lloyds customers would pay fees associated with 
an overdraft whilst the remaining 70% of customers did not go into overdraft and had 
[positive] credit balances in their account.95 When Joe Garner, HSBC’s Deputy Chief 
Executive in the UK, was asked what proportion of HSBC customers ended up paying for 
their current account, he told us that it was “a very difficult question”, but that “the vast 
majority pay additionally no or very low overdraft charges” whilst “a small minority” did 
pay more in overdraft charges and that these customers did “need particular care and 
attention.”96 

79. Adam Phillips was keen to expose the fact that whilst free banking was “notionally free 
[...] it’s not actually free”. He said the effect of this was “to favour certain kinds of people 
against others.”97 John Fingleton explained that beneficiaries under the current model were 
“people who have average balances that don’t go into overdraft and who manage their 
accounts very well. People with average balances of less than the £1,000 a year are far more 
likely to go into overdraft. As that number comes down, you get numbers that go into 
overdraft, say, six times a year. If you go into overdraft six times a year, the chances are you 
are paying way above the average cost of a bank account.”98 Mr Fingleton described the 
model as “truly a cross–subsidy, because people who don’t pay anything over the year for 
their current account clearly have cost something to the supplier”.99 He described this 
cross–subsidy as having an “important distributional impact”: 

Some of the people at the lower end of the income distribution are cross-subsiding 
people perhaps in the middle. Perhaps some people at the higher end of the 
distribution with high average balances, on the foregone interest, are also cross-
subsiding some of the people in the middle.100 

When questioned as to whether he believed such cross–subsidy was bad per se or was bad 
because of the lack of transparency, Mr Fingleton replied that “cross–subsidy is not in itself 
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something that would concern us” [the OFT] and used the example of airline pricing to 
illustrate his point: 

If you think about airline pricing, people who book late cross-subsidise people who 
book early, and that happens in quite a competitive market. So we don’t necessarily 
think that cross-subsidies are inconsistent with the competitive market situation.101 

80. So–called free banking is not free. The term free–in–credit banking is a misnomer, 
given that consumers with positive balances pay through interest foregone. It misleads 
the consumer. It is also clear that so–called free banking has important distributional 
consequences. A minority of consumers, often those on lower incomes, pay explicit 
charges associated with overdrafts. This results in high prices and poor outcomes for a 
sub-set of consumers. Meanwhile, other consumers, often on higher–incomes do not 
pay explicitly for their current account provision, in spite of the fact that their PCA 
provision clearly does incur a cost to the provider. Whilst it is undesirable from the 
perspective of ‘fairness’, cross-subsidy is not always wrong. For example, cross–subsidy 
exists in the airline industry where customers who book early are cross–subsidised by 
those who book later. However, pricing is far more transparent and customers can 
easily switch airline provider. These conditions are not currently present in the 
personal current account where cross–subsidy is opaque and switching costs are high.  

Price transparency  

81. John Fingleton argued that his key concern was “the inability of people to know what 
they pay for their bank account and, as a result of that, the inability to make any 
meaningful comparison between them.102 The bulk of current account revenues come from 
foregone interest and overdraft charges, which Mr Fingleton said were “probably two of 
the areas the consumer had the least information on which to make an assessment of what 
they were paying their existing bank, or to compare prices between banks”. He concluded 
that it was “very difficult for consumers to choose between competing suppliers if they 
can’t see the prices of the aspects where the most revenue is earned”.103 Jayne–Anne Gadhia 
argued that “free banking is a fallacy” and that: 

customers are being misled to stay with the big banks who claim to offer free banking 
when actually these non-transparent charges are really what’s making them 
money.104 

82. Consumer groups were also critical of the opacity of charges, which they said had two 
consequences. It made it difficult for many consumers to understand the true cost of their 
current account and made it difficult for consumers to compare costs across providers. For 
example, Consumer Focus said that: 
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Under the prevailing model of so called free banking, charges are hidden and 
punitive and present barriers to comparison. A consumer will not make decisions 
and cannot make comparisons on the basis that they are likely to encounter financial 
difficulties. Penalty charging is not a fair business model and is difficult for a 
consumer to predict or manage.105 

The Financial Services Consumer Panel said that the “hidden” nature of charges presented 
a barrier to comparison. They told us that charges were often not disclosed in advance, 
telling us that information about overdraft charges did not have to be specifically disclosed 
to a customer opening an account, it is enough that the charges are made available via a 
telephone helpline, a website; or by asking staff. Finally, the Consumer Panel were also 
critical of charges that were labelled in different ways that prevent comparison.106 The 
Consumer Financial Education Body (CFEB) expressed concerns about developments in 
the current account market which “have meant that products are not necessarily 
transparent, readily comparable or understandable”. They cited packaged accounts and 
other products tied to current accounts which competed, by their nature, on a variety of 
features as well as price, noting that “the FSA has flagged that this may not be of benefit to 
all who use them.”107 

83. John Fingleton explained that the OFT had focused its transparency effort on “those 
areas where the banks make their money—on foregone interest and overdraft charges”.108 
His colleague Clive Maxwell, Executive Director at the OFT, expanded on this: 

the banks have committed to being clearer about the charges that they’re applying to 
individual customers, and to setting them out much more clearly on their 
statements. That is already starting to happen. They’ve committed to state people’s 
average balances [...] That is happening in some cases already; it is beginning in other 
cases over the course of the next year or so.109 

Mr Fingleton considered setting out the average balance over the year was “a good step, 
because if you don’t have your average balance, it’s very difficult to have a quantity to apply 
the interest rate to.”110 Other initiatives currently being undertaken in conjunction with the 
banks on a voluntary basis include: 

• Enhanced monthly information 

• An annual summary of the cost of their PCAs; and 

• Illustrative scenarios showing unarranged overdraft costs. 
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A number of providers have now published illustrative charging scenarios on their 
websites, whilst links to the charging scenarios of the major providers in Great Britain can 
be found on the OFT’s Consumer Direct website. Furthermore, the OFT has reported that 
the major PCA providers in Great Britain have all confirmed that they will implement the 
remaining transparency initiatives by or around the end of 2011.111 

84. When asked whether these initiatives would be sufficient to improve transparency and 
comparability, Mr Fingleton said “we think it needs to go further.”112 He touched on a 
number of areas, including foregone interest—“being clear about if one bank is offering a 
higher rate of interest than another bank. Given your transaction pattern, how could you 
compare those two prices?”113 Jayne–Anne Gadhia agreed that this was an area to focus on, 
arguing that “it’s possible to show—certainly against, let’s say, base rate—how much 
interest is foregone” but cautioned that “a lot of work [needs to be] done to understand 
how best to communicate that in a simple, clear, straightforward way. Joe Garner from 
HSBC, however, told us his firm did not show interest foregone because their “view is that 
a current account is for daily purchases” and that HSBC had “savings accounts for those 
who want to accrue interest”. When pressed on whether this represented a cost to the 
consumer, he replied “no more than the cost of keeping money in a wallet.”114  

85. Another area where Mr Fingleton felt more needed to be done was the tendency to 
“simply to flood consumers with information and say then, ‘Everything is transparent.’”. 
Instead, “maximum transparency—giving consumers lots and lots of information” was 
not:  

necessarily any better than giving them no information. You’re catching a waterfall 
with a teacup; it’s not very helpful. So, it’s giving consumers the information that is 
relevant to them.115 

Nationwide also noted that “a balance must be struck between achieving greater 
transparency and avoiding information overload that could potentially increase, rather 
than reduce, consumer inertia and apathy, precisely because there is too much information 
to digest.”116  

86. Lord Turner considered greater transparency was a necessary but not sufficient 
condition for greater competition, given the particular dynamics of the retail market.117 
The FSA’s submission to this inquiry expanded on some of these dynamics, arguing that 
across the retail market there was “substantial evidence to suggest that consumers generally 
do not use the information provided to make decisions or shop around and that “even 
when they read the documents, research indicates that many find them daunting, with 
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some terms difficult to understand.” The FSA also noted that products were “becoming 
increasingly complex (the growth of the structured product market is one example), and as 
a result it was “increasingly difficult for consumers to understand descriptions of a number 
of mainstream retail products.” They concluded by “acknowledging the limitations of 
disclosure, by itself, to facilitate effective consumer choice and to secure good outcomes for 
consumers.”118 

87. Sir Donald Cruickshank identified problems with price transparency and the 
difficulty of comparing products in his 2000 report on competition in the banking 
sector. Over a decade on those problems remain acute. The OFT is working with the 
banks to try to ensure greater transparency. It is vitally important to ensure 
information is provided in a way which enables meaningful comparability. We believe 
that, as a matter of priority, the OFT and the banks must examine how best to present 
information to consumers on net interest foregone. ‘Information overload’—the 
tendency to simply ‘flood’ consumers with information, acting to increase consumer 
inertia must be avoided.  

A barrier to competition? 

88. A number of witnesses to this inquiry argued that so–called free banking discouraged 
and hindered competition in the current account market. Lord Turner argued that it 
“probably is the case that free–if–in–credit banking does create a bit of a barrier to new 
entrants.” This was because, as discussed previously, the current account was “loss making” 
or only marginally profitable for providers, which Lord Turner explained “makes it more 
difficult for new entrants to come in, because they cannot make profit just out of the core 
product” with the consequence that “they had to immediately be able to cross–sell other 
products as well.”119 Lord Turner also made the point that there were “other important 
barriers to new entrants”. 

89. One aspiring new entrant to the personal current account market—Virgin Money—
argued that the widespread availability of ‘free banking’ meant that all banks seemed the 
same to consumers, and there was no obvious financial incentive for customers to switch 
their current accounts. They believed that even where customers were considering 
switching between current account providers, ‘free banking’ meant that it was not easy to 
assess likely charges, and it was not possible to compare the levels of service offered by 
different banks, except by hearsay. Virgin Money concluded that ‘Free banking’ makes it 
very difficult for new entrants to the PCA market” and that “new entrants are not able to 
compete by offering lower prices (than zero) or by innovating with simpler, lower-cost 
products.”120  

90. For many consumers there may be little financial incentive to switch. Mr Rhodes from 
Nationwide discussed how “customers actually believe that a current account, with the 
exception of interest foregone on any balance, is free” adding that “for 80% of the 
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population that is correct”. He considered that in consequence it was “incredibly difficult” 
to “create [...] pull demand in a market where 80% believe it [PCA banking] is free.” He 
dismissed the possibility that competition would take place on interest foregone saying that 
was “a very few pounds.”121 When pressed on this point Mr Rhodes said that “the average 
in credit balance in a UK current account is about £1,500, so if you put base rate as an 
anchor rate to do a calculation, you get £7.50 a year.”122 When quizzed on the unusually 
low current base rate, Mr Rhodes redid the calculation: “If you put your best instant access 
rate that you could get from a high street provider, about £30 a year. That is your foregone 
interest cost.” He argued that this simply was: 

not a lot in terms of convincing you to move your account even if you put an in 
credit interest—even if you disclosed that number, worked out the price, it is not a 
significant driver to cause you to switch your current account [...] Whereas the 
charges are more significant but most people believe they will never pay them, and 
80% in reality never do.123 

He told us the result was it was difficult to attract new consumers by saying “come to 
Nationwide because you have your free account”, so “a whole range of other incentives“ 
had to be added, which made “it very expensive to recruit new personal current account 
customers” and “then your earnings only occur at the back end of the process when 
customers start to incur the overdraft structures that we know so much about. So, unless 
you have a back book of current account customers, day one you have no income”.124 
Tesco Bank told us that new entrants were “placed at a further disadvantage by the ability 
of incumbent banks to offer attractive rates to new customers, which they pay for by giving 
very low rates to their existing customers”. This they said was also a common practice in 
the savings market.125    

91. But price is not the only driver of competition as Metro Bank told us. Representatives 
from Metro Bank, whilst saying competition could take place within the free-banking 
model, did not believe such competition was primarily driven by price. Anthony 
Thompson, Chairman, noted a recent OFT report which: 

said that only 7% of people move their current account because of rate, for 93% it’s 
around service and convenience. So the banks, I think, seem to have persuaded 
everyone that this is a rate driven environment. The reality is it is not rate driven. 
People want value, they want fairness, they want transparency and value is an 
amalgam of many, many different things, not just rate.126 
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The future of free banking? 

92. There has been a growing debate around the future of so–called free banking. For 
example, former Barclays Chief Executive, John Varley, has publicly stated that “it is 
possible that free–in–credit banking is a structure that has outlived its time”, adding that 
the concept was “idiosyncratic by the standards of the world” and “worth re-examining”.127 
When John Fingleton was asked about the future of so–called free banking, he said that he 
“wouldn’t favour saying that you should regulate to have fixed fees for banking” adding 
that “seem to be heavy-handed”. Mr Fingleton believed that greater transparency—
discussed earlier in this chapter—and “paring away at hidden charges, so that you are 
forcing the banks to put more and more of it up front” could lead to the emergence of 
“more products with up-front fees”. In such a scenario, “you might still have some free-if-
in-credit banking, but cross-subsidised in a more transparent way that enables better 
switching between consumers”. He argued “that type of diversity in the consumer offering 
might be better than trying to impose a standardised approach”.128 Ms Ana Botin argued 
the key issue was “choice” and spoke of packaged products which Santander was 
introducing in the UK as evidence that the market was evolving to provide greater choice 
for consumers: 

We have brought out a number of products of packaged accounts. I believe it’s a very 
interesting product. We did a lot of that in Banesto in Spain129, so we would have a 
flat fee account and you would pay anything from €5 a month to €15 and would get a 
different value for that. This is not a very big market right now in the UK, but some 
customers like it and we have brought out different models of it. What’s important is 
choice.130 

Joe Garner spoke of how HSBC was trying to increase choice for its customers. He 
explained that HSBC had introduced “a £15 a month current account with no charges 
whatsoever” which it was “impossible to incur charges on.” He said the account had “not 
taken off to a great degree”.131  

93. RBS argued that “there is a widespread perception amongst the UK public that core 
banking services such as current accounts and credit cards should be provided for free”. 
The consequence of this, they argued, was “that it would be commercially difficult for a 
bank, as a first mover, to start charging for fees.”132 Ms Ana Botin concurred saying that the 
free banking seemed “an ingrained model for the UK banking consumer” and it was 
something “people value and it seems to work”.133 This viewpoint was echoed by Which? 
whose research showed “that consumers would be very price sensitive if faced with an 

 
127 Financial Times, Barclays chief calls for rethink on free banking, 3 December 2010 

128 Q 813 

129 Banesto, a Spanish bank, was Ms Botin’s former employer 

130 Q 755 

131 Qq 854-855 

132 Ev 218 

133 Q 755 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



Competition and choice in retail banking 37 

 

explicit charge, such as monthly or annual charges for operation of their current account, 
and would switch to a non-fee account.”134  

94. Which? considered that the only direct measure to change current account charging 
models would be a form of price-control: regulating banks’ charging structures to ensure 
explicit regular charges for holding a bank account. This they concluded would be “a 
complex and significant intervention in the market.” They warned of the “serious risk of 
unintended consequences” unless “regulation to impose an explicit fee also then set 
controls on any other charging options or price structures that may also be adopted”, 
claiming that failure to this would risk creation of both an upfront fee and continuation of 
hidden or opaque charging models.135 This would be an extremely intrusive level of 
regulation. 

Supreme Court decision on assessing fairness of unauthorised overdraft 
charges 

95. £3.6 billion, almost 50% of total bank revenues from current account provision derive 
from overdraft, insufficient funds and other charges. In March 2007 the OFT opened an 
investigation into the ‘fairness’ of certain charging terms relating to unarranged overdrafts 
under the Unfair Terms in Consumer Contracts Regulations 1999 (UTCCRs). 
Subsequently, in July 2007 the OFT entered into a litigation agreement with eight PCA 
providers and commenced a test case to assist in securing a clear and orderly resolution of 
the fairness of these charges. The test case ultimately led to a Supreme Court judgment, 
dated 25 November 2009, which overturned previous High Court and Court of Appeal 
rulings that unarranged overdraft charging terms could be assessed in full for fairness. The 
United Kingdom regulations transposed a European Directive, which specified that an 
assessment of unfairness could not relate to the definition of the main subject matter of the 
contract or the adequacy of price or remuneration as against the goods supplied in 
exchange.136 The Supreme Court considered that overdraft charges were provided as part 
of a package of terms and conditions and that individual aspects of that package could not 
be considered for unfairness as ancillary items. John Fingleton told us that the OFT was 
“surprised” to lose the Supreme Court case on unauthorised overdraft charges but said the 
OFT had “to accept the Supreme Court’s interpretation of the law.”137 

96. After detailed consideration of the judgment and of the various options available to it, 
the OFT concluded that any investigation it were to continue into the fairness of current 
unarranged overdraft charging terms under the UTCCRs would have a very limited scope 
and low prospects of success. Given this, it decided against taking forward such an 
investigation. Instead, the OFT decided to work together “with the major PCA providers in 

 
134 Ev 202 

135 Ev 202 

136 Council Directive 93/13/EEC, Article 4(2) 

137 Q 759 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



38    Competition and choice in retail banking 

 

Great Britain to voluntarily agree to implement a number of initiatives that will make the 
costs of PCAs more transparent.138  

97. Lord Turner emphasised that “there was a clear legal decision [...] that the banks were 
justified in doing this”, but he stressed that “the appropriate regulatory authority should be 
directly looking at both the transparency and indeed the level of unauthorised overdraft 
charges.”139 Which? told us that they did not believe “that the current voluntary, market 
driven initiatives to address concerns about unauthorised overdraft charges” were 
“delivering sufficient improvements for consumers” adding that they did not believe 
“sufficient improvements will be delivered without the Government taking legislative 
action.” They pointed to “developments in the market since the Supreme Court handed 
down its decision last year. While banks are becoming more transparent about their 
unauthorised overdraft charges, the fees are still extremely high and, for some consumers, 
are now higher than prior to the Supreme Court decision.” Consumer Focus considered 
that unauthorised charges had been creeping up again and authorised overdraft charges 
had increased significantly to ensure profit margins are retained.140 

98. The predominance of so–called free banking in the UK appears to suggest a clear 
consumer preference for this particular model. However, consumers are not provided 
with sufficient information about charges to make an informed choice. The 
predominance of this model prejudices competition in the personal current account 
market by obscuring those costs, and probably also by increasing the advantages 
enjoyed by existing banks. Greater transparency will alter consumer behaviour not least 
by revealing the hidden charges inherent in the free-in-credit model. Complex 
regulatory interventions in the market to constrain free banking could well be 
counterproductive to competition and are likely to increase costs to business and the 
consumer. However measures to increase transparency do not carry these 
disadvantages. We strongly support the OFT’s efforts to improve the information that 
banks give on costs and charges. We recommend that the Independent Commission on 
Banking should examine the impact of free-in-credit banking on competition in the 
personal current account market, and, in particular, what is appropriate action to 
ensure the provision of adequate information to consumers to enable them to make 
meaningful choices. 

Switching  

99. Even if changes were made to improve price transparency, competition would not be 
efficient if customers found it difficult to change provider. The ease of ‘switching’ from one 
current account provider to another was identified as a problem in the Cruickshank report 
and remains a barrier to competition. The switching process has a number of stages.  

• Awareness: Consumers are prompted to switch by becoming aware that they may not 
be getting the best deal. 
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• Information gathering/obtaining advice: Consumers gather information about 
alternative products and/or obtain advice from a third party. 

• Choose/buy: Consumers weigh up the different options and make a decision as to 
which to buy. 

• Execute: Consumers execute the switch and/or contact their provider / providers who 
executes the switch for them. 

• Post mortem: Consumers reflect on the costs and benefits of their decision and decide 
whether to switch products again. 

100. The OFT in Review of barriers to entry, expansion and exit in retail banking concluded 
that “new entrants face significant challenges in attracting personal and SME customers”, 
specifically referring to “low levels of switching” as a key barrier.141 Tesco Bank said the 
effect of such “inertia” was “most seriously and negatively felt by new entrants seeking to 
establish themselves in the current account market.”142 

101. Benny Higgins stressed the importance of switching to competition, saying that “the 
freedom to switch between suppliers was ‘a necessary component of competitive markets’”, 
and that “disclosure, full information” and “a minimum number of barriers to switching” 
were prerequisites for “a competitive market”.143 

102. Our inquiry explored how long it typically took to switch current account providers. 
The estimates we were given ranged from two weeks to two months; transferring direct 
debits was identified as the part of the process most likely to cause delay.” 144 

103. We tried to establish how many people were switching personal current accounts. Eric 
Daniels told us that at Lloyds Banking Group it was “somewhere between 7% to 11% of the 
customer base every year”. He described this figure as both “very high” and “about the 
international norm.”145 Brian Hartzer gave the comparable figures at RBS as “about 9% of 
accounts” which he described as 50% higher than in Australia.146 Benny Higgins was 
dismissive of these figures, claiming that if you take out secondary accounts, the real 
underlying switching rate was “probably more like 3%. It’s very, very low.”147 Jayne–Anne 
Gadhia was similarly dismissive of the 7% to 11% figure, telling us “that the underlying rate 
of switching is probably less than 5%.”148 She believed that the level of switching had fallen 
since the financial crisis began because “people have been less ready to take the risk of 
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switching accounts”, describing this as “unfortunate.”149 Of the five largest current account 
providers only Ana Botin of Santander acknowledged that “the level of switching is low.”150  

104. Some of the banks suggested that the switching statistics under–estimated the number 
of people changing accounts, because as Antony Jenkins pointed out most consumers have 
2.4 personal current accounts. He said “many of those [accounts] are with different 
institutions, so people try before they buy”.151 Nevertheless, the OFT—using research from 
the EC Consumer Market Scoreboard—identified an annual switching rate in the “PCA 
market of 9.2% in 2009 compared to around 6% in 2006.” They concluded that “overall, 
switching rates for both PCAs and business current accounts remain low” when compared 
to other sectors.152 

105. The OFT’s view that switching rates in current accounts was low in comparison with 
other sectors was shared by Consumer Focus. That organisation contrasted switching rates 
for current accounts, described as having “lagged at around 7% for the last 10 years”, with 
utilities such as energy and phones which showed “switching rates well in excess of this, 
starting at 26%”. Benny Higgins contrasted the current account with the credit card market 
where “in the last twelve months no less than 27% of customers have either taken a new 
card or a first card and [...] 14% closed the card they had. The lesson was that, in a market 
with “transparency around what you get charged” and “where there is an ease of 
switching”, “customers will be more active.”153 

106. There are a number of possible explanations for the relatively low level of switching in 
the personal current account market—namely, difficulties whether real or perceived with 
the switching process, the fact that the majority of consumers are satisfied with their 
current account provider or consumer inertia.  

Problems with switching   

107. The industry has removed the need for customers to write a new Direct Debit 
mandate to each service provider with new bank account details. Instead, the new bank 
takes care of informing the customer’s service providers of the new account details. This is 
a major improvement for the customer but they can still have a problem with a Direct 
Debit payment if: 

• The new bank is slow to request the customers direct debit and standing order details 
from the original bank 

• The original bank is slow to send the information to the new bank, and  

• The service providers are slow to update their records in a timely fashion to avoid 
charges being requested from the old account; and finally 
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• The remitter—frequently the customer’s employer—is slow to change their records. 

A further and growing problem with switching is that the ‘remitter’ (for Direct Credits) is 
not just a customer’s employer, but increasingly a large number of other people. With the 
growth of internet banking (and rapid decline in cheques), consumers increasingly use 
bank account details to make payments for goods and services (and for person to person 
payments). Switching bank accounts therefore creates the significant risk of such payments 
going astray—and this is a further deterrent to switching. Moreover, there is currently no 
system or simple solution to address this problem. 

108. Cut Loose154 confirmed that “the vast majority of accounts are switched without any 
problems for the customer”, but said that “for every customer who is inconvenienced there 
will be many who hear about the problems and decide not to switch”: 

The personal risk that bills won’t be paid or salaries won’t go to the correct account is 
at the heart of customer concern when switching. The inconvenience and 
embarrassment to the customer when payments going ‘wrong’ is high and customers 
run the risk of such an error negatively impacting their credit reference score. 
Correcting these problems is time consuming and frustrating for the customer. 
These potential issues undoubtedly contribute to the low level of account switching 
experienced in the UK, with customers preferring to open multiple current accounts 
or simply stay with their existing bank.155 

This viewpoint was shared by Vernon Hill, who said “customers are scared to death that 
something is going to go wrong. The story we hear all the time is, “Oh, my God, the Sky 
TV payment is not going to get moved over, my Sky is going off.”156 He argued direct 
debits were at the heart of the problem: 

What makes it structurally harder in Britain than in America is the direct debit 
system you have or standing orders. That doesn’t exist in America so it’s easier to 
move accounts. When people move to us—and they’re moving every day to us—we 
have to line up their direct debits and their direct credits to make it happen. It takes 
more effort and it takes more time. We do it by doing it for the customer but your 
system of direct debits does inhibit accounts moving.157 

Jayne–Anne Gadhia referred to the perceptions that the switching process might go wrong 
—“the trouble is that so many people think it might not happen perfectly, and, “I need it to 
happen perfectly and my life’s too busy to worry about my direct debit.”158 Benny Higgins 
told us that OFT data showed that “a quarter of customers who switched said they 
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wouldn’t do it again” whilst “a third of customers who switched said they wouldn’t 
recommend it to a friend or member of their family.”159  

Fraud and fear of switching 

109. We were keen to understand if the fear of fraud, in particular regarding online 
banking, was discouraging customer from switching and using internet only accounts. 
Mike Bowron, Commissioner of the City of London Police told us that: 

I can understand why some people would be reluctant to switch, but I suppose it is 
incumbent on us to help to educate people to have the confidence of knowing what 
to look for in terms of crime.160  

When we pressed him about whether a customer is at higher risk of fraud with internet 
banking he conceded: 

I suppose, logically, you are when you switch to internet banking because you're 
transferring your personal details over the ether.161 

Although he did explain that he was personally very comfortable with using internet 
banking: “I use it, and I’m confident when I use the internet to do my own personal 
banking.”162 

John Fingleton responded in a letter to our concerns about internet fraud and the possible 
impact on customer inertia: 

[...] there is a common perception that the internet is susceptible to fraud... however, 
this concern is often uncorrelated with the number of fraud cases occurring. For 
example, in 2009, reported internet fraud in the UK decreased by 15% from 2008, 
whilst internet transactions increased by 14% during the same period.163 

He said that the OFT had, as part of their work on retail banking explored the reasons why 
consumers were reluctant to switch. Mr Fingleton’s conclusion was that their research had 
“not identified the fear of fraud as a key factor—the most significant factor deterring 
switching was a fear that the process was too complicated and problems occurring that 
disrupt regular financial transactions.”164 Given that a much greater share of the market 
is likely to be taken in by the internet in later years it is surprising how little work has 
been done to improve security, and the lack of detail apparently available to the police 
concerned us. We recommend that the regulatory and competition authorities return 
to this. 
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110. The OFT placed a different emphasis on their research on switching with Clive 
Maxwell describing “significant improvements in the switching process being driven by 
BACs, which is the central organiser of the payment system around this”. He boasted that 
the number of complaints around switching had “fallen from something like 30%, 32%, [...] 
of customers down to less than 10% of customers who have switched current accounts”—
concluding jubilantly “We’ve seen some improvements there.”165 Nonetheless, Which? said 
the results of their membership survey on the switching process showed “nearly 80% found 
the process easy”; “10% reported “having to manage the process themselves, and 
consequently found it much more difficult to do so”; “40% experienced a problem with 
direct debits or standing orders being transferred incorrectly, a problem with the 
helpfulness of their old bank or with the length of the overall process.”  

Account portability 

111. Sir Donald Cruickshank said that “retail banking markets lack a dynamic seen in most 
parts of the economy in that customers chose not to switch supplier even after having been 
subject to high costs and/or very poor levels of service.” He attributed this to:  

the cost to the customer of time, hassle and, it is feared, the potentially costly 
disruption of relationships with providers of other services who rely on standing 
orders or direct debit payments. Despite recent improvements to the switching 
process, this is still a major problem. 

Sir Donald Cruickshank argued that: 

a regulator, armed with independent authority over money transmission systems 
would make a huge difference, certainly in retail markets where the current account 
market is key. Why shouldn’t a retail customer’s bank account numbers be personal 
and recognised as that by the systems used to communicate between banks and to 
transfer value between bank accounts? Why shouldn’t the hassle and cost of 
transferring a personal account from one bank to another be suffered by the banks 
and their engineers (who incidentally, if my experience of introducing number 
portability for telephony is anything to go by, would relish the challenge). There are 
other changes that an independent regulator of money transmission systems could 
deliver eg credit card transactions at cost, but improving the dynamic of the market 
for current accounts would be key. 166 

Sir Donald Cruickshank expanded on these points in oral evidence, stressing that the 
current account is so important to the bank because of our inertia, and their opportunities 
to sell on other products [...] breaking that hold, or rather making it absolutely clear that 
they had to serve you well, clearly and faithfully, would make a huge difference.”167  
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112. When quizzed on the feasibility of account portability, Sir Donald Cruickshank 
referred to his time as regulator of the telecommunications sector, telling us that “number 
portability, which you all enjoy now in telecoms, was something that I drove through in the 
1990s, first on the fixed line and then mobile.”  

In each case the estimates of the cost were huge. You could get an engineer sitting in 
front of a body like this demonstrating how expensive it was going to be. However, if 
you drive it through, that same engineer is delighted to have the challenge and the 
costs are trivial. The engineers get at it, they are legitimised to get at the issue and in 
today’s world they should be able to deliver it very easily. I would go further: they 
should be able to deliver it in ways that are cost saving for the bank, as well as service 
improving for us.168 

113. We asked witnesses whether they agreed with Sir Donald Cruickshank that greater 
account portability could be a solution to problems around switching. Many of the so–
called challenger banks, including Virgin Money were supportive. Jayne–Anne Gadhia 
said: 

a key issue from a transfer point of view, is, wouldn’t you feel so much more 
confident if you could simply move your account number to me or to Metro and 
know that all your direct debits and standing orders moved with it? 169 

Ms Gadhia was dismissive of those who argued it was technically difficult or too expensive, 
telling us that “if we can give everybody a single National Insurance number, and we’ve 
been able to do that for decades—we can change everybody’s telephone number whenever 
they want to change between phone providers—we should be able to change people’s bank 
accounts”. She concluded that such a change “would revolutionise the way in which the 
banking system worked”.170 Although Vernon Hill initially told us that moving accounts 
from bank to bank with the same account number was “a good idea”, but “very unlikely to 
happen” due to differences in IT systems,171 Metro Bank subsequently told us they believed 
account mobility was possible and was “a practical solution to providing customers more 
freedom of choice”, adding that “we urge this option be explored.”172 

114. John Fingleton picked up on the analogy between telephone number portability and 
account portability raised by Sir Donald, stressing there was “an important difference”: 

It is critically important with telephone numbers that everybody else knows your 
telephone number. Therefore, changing your telephone number is very costly: you 
have to change your business cards; you have to tell everybody; you risk losing 
contact with people you haven’t seen for a while, and so on, when you change your 
telephone number. [...] you can function [...] without everybody you know knowing 
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your bank account number, so the benefits of that and the costs associated with 
switching are slightly different.173 

His conclusion was that “the benefits of having number portability here are probably lower 
than with telephone numbers.” Mr Fingleton stressed that the cost of number portability 
also needed to be brought into the equation and that his “intuitive hunch would be that it 
could be very costly and not worth while doing it in the short term.”174 However, whilst 
saying that number portability wouldn’t be his “top priority” in the “next year or two”, he 
confessed that he was “attracted to it as a long-term vision for the market”. Mr Fingleton 
sketched one possible way forward: 

if you said, “From 2020 or from 2025 that is what we expect”, you might give the 
banks the time to make sure that the upgrades to IT systems that happen over the 
next 10 years move in that direction; so you set it as a longer term objective. That 
would be a much less costly way of achieving it.175 

115. Others were less supportive of portability, arguing variously that the costs would 
outweigh the benefits, that it could be technically difficult, that consumers would end up 
picking up the tab, and that there were more cost effective ways to improve the switching 
process. Antony Jenkins admitted it was “possible to create a portable account number for 
customers”, stressing “there was no doubt about that” and that “with enough time and 
money, the technology exists to do that”. However, “the cost of doing that would be very 
significant—at least in the hundreds of millions, probably in the billions.”176 Mr Jenkins 
questioned “whether the benefit of improving the switching process outweighs the cost” 
and that the Barclays view “would be that it would not.” Eric Daniels also acknowledged 
that it was “not beyond the wit of man to figure out a different system” but was also 
sceptical “that you would ever be able to justify that investment.”177 Stephen Hester also felt 
that the benefits of account portability, which he described as “the incremental ease of 
switching” would be “outweighed by the disbenefit”, which Mr Hester said would be 
“massive”.178 Even Mr Higgins who thought portability “was the embryo of a very good 
idea” feared it would be very expensive.”179 

116. Helen Weir cautioned that such costs “would ultimately be borne by the customer”.180 
Antony Jenkins also questioned whether the diversion of resources into developing a 
system of account portability would really be in the interests of consumers: 

in addition to the investment required to retool the whole payments infrastructure, 
there would be a massive opportunity cost in the deflection of technology and 
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resources to that sort of activity, away from some of the innovations that I was 
referencing before in terms of branch refurbishment, mobile, internet, contact lists 
and so on.181 

117. The technical way in which account portability is secondary: what matters is that 
switching should be simple and safe. Cut Loose considered that improvements could be 
made within the current system to “allow a customer to switch accounts without the 
potential for transactions to go wrong during the switching period.” They explained how 
this could be done. 

As part of the existing switching mechanism, banks submit a request via BACS to the 
original bank to send details of the customer's Direct Debits and Standing Orders. 
This request could be used by BACS to set up a cross-reference holding both the old 
and the new Sort Code and Account Number details. 

When BACS routes transactions, they check the cross-reference and if it holds a new 
Sort Code and Account Number the routing is done to the new bank.182 

Vocalink, the company jointly owned by the major UK banks and building societies which 
processes all BACS payments (Direct Debits and Direct Credits) told us in their written 
evidence said that the current system was working well. 

We believe the consumer inconvenience in switching banks has been largely 
removed by the ToDDaSO [Transfer of Direct Debits and Standing Orders] service, 
although there is potential for further innovation in this area.183 

118. A supplementary submission from the Payments Council explained that: 

there is scope for reviewing the ToDDaSO service to see how it can be improved for 
customers and we will be working with Bacs, which runs the service, to consider this. 
Additionally, we will be proactively engaging with our members to see what further 
collaborative arrangements, beyond those under ToDDaSO could better facilitate the 
process of switching for customers. 

119. The Payments Council also agreed that account portability would be considered 
although they pointed out that previously they had come to the conclusion that this was 
not the best way to facilitate switching. 

Whilst we have no reason to believe that the evidence that led the industry, as well as 
external commentators, to conclude that this was not the best way of facilitating 
switching has changed in any material respect, we will nevertheless commit to 
reviewing this again.184 
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120. There are other measures which could improve the switching process. Tesco Bank 
suggested a range of measures:  

• Penalties—the company forfeits payment for the month if they attempt to take funds 
from the old account; 

• incentives—league tables for the best/worst performers; 

• contractual liability to the customer—the Direct Debit payee is liable to pay damages 
for late transfer; or 

•  enforcement through a central agency, possibly funded by Direct Debit payees, which 
would undertake the switching process on behalf of customers.185 

121. Competition can only be effective if consumers feel confident in switching to new 
providers. Although there is evidence that the system has improved, the perception 
remains that there are still risks involved in switching, and levels of switching remain 
low. We believe it should be possible to find technical ways of making switching easier 
without excessive cost—one such suggestion has already been submitted by Cut Loose. 
We recommend an independent technical study should be done into how account 
portability could operate. There are also ways in which switching can be made easier 
without new technical infrastructure. These need to be explored more urgently by the 
regulator. This should include provisions that the provider, not the customer, should 
be penalised if things go wrong.  
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4 Competition for SME business 

Finance for SMEs 

122. A more competitive banking sector could benefit small and medium sized enterprises 
(SMEs). Financing a private sector recovery, published by the Department for Business, 
Innovation and Skills and HM Treasury pointed out that: 

There are around 4.8 million SME businesses (99.9 per cent of all UK businesses), 
accounting for over half of private sector employment and turnover. 

SMEs have generally experienced greater difficulties than their larger counterparts in 
accessing finance primarily due to the higher risk they represent, especially those 
without a significant credit history or track record. 

Around a third of SMEs do not use formal sources of external finance at all, relying 
instead on retained earnings or personal finance to fund investment and growth. 
Those SMEs that do seek external finance are almost entirely reliant on banks.186 

123. The Governor of the Bank of England, when giving evidence to the Committee on 
Monetary Policy last year, felt that there had been a particular problem in getting finance to 
SMEs following the banking crisis.187 He argued that “we should try to encourage new 
entrants into the banking system because they will not have the same problems of legacy 
balance sheet difficulties.”188  He also believed that competitive pressure could come from 
other sources telling us “we have to make sure there are other sources to which those SMEs 
can turn for finance.”189  

124. The Financial Secretary to the Treasury agreed that competition for the business of 
providing finance and services to SMEs from new entrants in the banking sector was 
important. He told us that he “would like to see more challenger banks. I would like to see 
more new entrants into the banking sector to offer better deals and different products to 
SMEs.”190 He also agreed with the Governor of the Bank of England that there should be 
greater flexibility and a more diverse range of funding sources such as “equity or direct 
access to debt markets” than at present.191 

125. Some banks considered that the supply of finance was not the major problem. Antony 
Jenkins told us that “demand for credit, particularly in the SME sector, has contracted 
because customers are less confident about the future.” Barclays Chief Executive Bob 
Diamond emphasised the willingness of Barclays to lend to SMEs as lending to their 
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customers was the “core business” of Barclays.192 HSBC Chairman Douglas Flint also 
pointed out that most SMEs were able to get finance: 

There was a report at the end of 2010 from the Department of Business Innovation 
and Skills that recorded that SMEs were able to get finance—the vast majority—from 
the first port of call and those who couldn’t from the first port of call got it from the 
second, and that the cost of finance had not gone up between 2009 and 2010.193  

Mr Flint conceded that in 2008/2009 the cost of banking did rise but as he explained “I 
think history would show, with hindsight, that risk had been mispriced.”194 

126. On the other hand Neville Richardson, of The Co-operative Financial Services, told us 
that funding for SMEs had been reduced by the financial crisis and the regulatory response 
to it. 

[...] to lend money out to SMEs we have to take money in. Over recent times, the 
wholesale markets have become very expensive, so to borrow money is becoming 
expensive as banks are having to repay the Special Liquidity Scheme and the other 
government schemes. So, to lend out to them we have to borrow in. I think the 
second is regulation, where the regulators are increasingly asking organisations such 
as ourselves and across the financial services sector to hold more capital and more 
liquidity. The more capital that you hold, the more liquidity that you hold, the less 
you can lend out.195 

127. This Government like the previous administration has intervened to encourage bank 
lending. As part of the ‘Merlin’ agreement between the banks and the Government, 
announced on 9 February 2011, the Chancellor announced that there was “a commitment 
from the four major banks, as well as Santander, to make much more money available for 
lending to small and medium-sized business.” He explained that “the banks commit to 
lend £76 billion this year. That is £10 billion more gross new lending to small and medium-
sized businesses.”196  

128. We asked the Governor of the Bank of England about the Merlin agreement. He was 
keen to clarify that the Bank of England had not been involved in the negotiations. He said: 
“Let me make it clear we were not involved in the discussions on Project Merlin at all.”197 
He also pointed out important differences between the promised increases in ‘lending’ and 
the Bank’s own definition of bank lending  

As I understand it, the Project Merlin definition includes facilities. That is money 
that companies could borrow but have not yet borrowed, and our definition would 
include only loans that had been made—facilities versus actual lending. There is the 
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difference between the two measures of gross lending, and of course then there is net 
lending, which at present to the corporate sector as a whole from the Banking sector 
is negative.198 

129. He felt that SMEs were still under great pressure: 

I think there is no doubt that anyone who goes round the country and meets small to 
medium-sized businesses meets a lot of people who feel that they have been denied 
access to credit. I just find it very, very hard not to go round the country and get that 
impression.  

[...] credit conditions have improved for bigger companies, but there’s no real sign 
that they’ve improved for small to medium-sized companies. I can understand why 
people running those companies still feel under great pressure.199  

He explained that the Bank would be publishing figures on lending according to the 
Project Merlin definition and also the Bank of England’s own definition.200 

130. The Merlin Agreement is welcome. We hope that it does deliver the amount of 
SME lending that it promises, and given that there remains scepticism about this we 
shall examine the Bank of England’s reports carefully. We are also concerned that the 
FSA’s requirements on capital may inhibit the lending that is needed.  

Customer service 

131. The Office of Fair Trading commissioned a survey of SME banking in 2006. This 
found that only a minority of SME customers chose their bank due to them ‘offering the 
best prices’(13%). Far more customers chose the bank due to other reasons such as 
convenience, service or due to a recommendation.201 The importance of the customer 
service provided to small businesses and the improvement that needed to be made was 
recognised in the ‘Merlin’ agreement. The Chancellor said “the banks have committed to 
greatly to improve their customer service to small businesses.”202 

132. Some of our witnesses felt that at the moment SMEs were not being well served. Since 
starting Metro Bank, Vernon Hill and Anthony Thomson said that he had underestimated 
the demand for their services from SMEs and that they had originally been understaffed to 
serve the SME response. They put this down to poor customer service on the part of the 
other banks: 
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It is interesting to observe that of the SMEs that have approached us, by far the 
majority are approaching us because they want service, and they want a human being 
to talk to. Very few are actually seeking credit.203 

Adam Philips, Chairman of the Financial Services Consumer Panel, also felt that rather 
than focusing on what customers wanted banks were focused on pushing products onto 
customers, and this was particularly a problem for SMEs. 

What they want to do is move the product they want to do. This is why the SMEs 
have a problem, because they’re not thinking about building the business in their 
community. They’re thinking about what their lending requirements are and 
whether they want to suck in money or push it out again. There is a lack of 
engagement with their customers.204 

The ICAEW report of 2009 on SMEs found that many of them were very dissatisfied with 
their banks: 

Before September 2008, the relationships between SMEs and their banks were felt to 
be fairly healthy. Since then, they have become increasingly strained. This is largely 
believed to be the fault of the banks being less supportive and existing direct 
relationships weakening, for example as branch managers’ decisions on funding are 
countermanded by head office.205 

133. Vernon Hill, Chief Executive of Metro Bank said that in his experience customers 
were more concerned with service and building a relationship with the bank than price. He 
also felt that local, smaller banks, were best able to serve customers well: 

For the SME segment—and in fact the middle market segment—their first concern is 
not about the price. What they care about is—and we have a phrase—“local lenders 
making local loans”. They want an old-fashioned banker who handles their £1 
million credit, their house mortgage and their kid’s car loan.[...] That is a completely 
different model from the one you see in large banks—whether large banks in 
America and Britain—and it’s why the American small banks end up serving the 
majority SME segment, because the customer wants a banker and not a phone 
number.206 

Ana Botin, Chief Executive of Santander, agreed that big banks may find it harder to serve 
SME customers well: 

I think size makes it harder when you’re very big, but we’re not at that point yet in 
the UK. You’re right: at some point, having systems might mean having automated 
systems that are faster, but more rigid.207 
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134. The debate on SME banking has often only been focused on the availability and 
cost of credit. Good customer service for SMEs can be as, or even more, important to 
SMEs. Competition and the ability to switch, is the most important spur to better 
service. 

Concentration 

135. Although there may be wider reasons for the decline in lending and problems with 
customer service than competition, a more competitive market could have reduced 
problems. Professor Llewellyn told us that there were deficiencies in the competitiveness of 
the SME market: 

It is evidently the case that the degree of contestability varies between sub-markets.  
While new entrants have entered some banking sub-markets, other markets have 
been untouched. 

[...] there are few suppliers, and high entry barriers, in the markets of general-
purpose business loans for SMEs208 

He also considered that concentration was higher in the SME banking market than in 
other markets: 

[...] aggregate concentration in the UK banking sector is comparatively low but is 
high in some sub-markets such as SME banking products and services.209 

Market concentration was raised by other witnesses. Jayne-Anne Gadhia the Chief 
Executive of Virgin Money considered there was an “effective oligopoly of the five big 
banks” and that the “five big banks together operate [...] more than 90% of the SME 
market.”210 Such concentration has been considered an issue for many years. In 2002 the 
Competition Commission reported on the supply of banking services by clearing banks to 
small and medium-sized enterprises. It found “the market for SME banking to be highly 
concentrated especially with regard to the four largest clearing groups (Barclays, HSBC, 
Lloyds TSB and Royal Bank of Scotland Group) that accounted for over 90% of liquidity 
management services in each geographic region.”211 In 2007 the OFT considered that 
competition in the market had increased. They pointed out that “several of the smaller 
banks have increased their market share in England and Wales (HBOS, Alliance & 
Leicester and Abbey have moved from around three per cent to nine per cent collectively)”. 
In particular they pointed to HBOS and Alliance & Leicester as the strongest challengers.212 
Since then HBOS has become part of Lloyds Banking Group and Alliance & Leicester has 
joined with Abbey which is now branded as Santander. There are still very high levels of 
market concentration for SME banking even though the sale of some of the RBS 
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branches to Santander means the ‘Big 4’ in the SME sector could in future become the 
‘Big 5’. Two ‘challenger’ banks which were cited in 2007 as a sign of improving 
competition have since been subsumed into larger banks. 

Barriers to entry 

136. Even in a market which is highly concentrated the threat of new entrants can result in 
good outcomes for customers. However there are significant barriers to entry in the SME 
market. Virgin Money told us: 

[...] organic entry to SME banking is very difficult. To enter SME banking, a new 
entrant would have to offer current accounts and other SME banking products, 
recruit experienced customer-facing and credit personnel, and invest in appropriate 
infrastructure—and would probably have to open branches, since many SMEs visit 
branches frequently for advice and to make payments. Credit management is also 
challenging for a new entrant, without historic customer information. Even if these 
could all somehow be resolved, there would remain the difficulty of demonstrating a 
reputation for good service in SME banking. SME banking is different from many 
other businesses in that both the customer and the bank expect a long term 
relationship in which the unquantifiable aspect of service is as important as the 
quantifiable aspect of price. A reputation for delivering the required quality of service 
can only be achieved through being in the business. So, in a perverse sense, an SME 
bank “has to be in the business to enter the business.”213 

Research commissioned in 2006 by the OFT showed that the majority of small businesses 
also had personal accounts with the same bank and that this was the most popular reason 
given for opening a small business account with the bank.214 

137. The need for a branch network is a further significant barrier to entry. The 
importance of this was highlighted in a report on SME banking by the OFT in 2007: 

In terms of servicing existing customers, some SMEs continue to make relatively 
heavy use of branches. The OFT customer survey found that 79 per cent of SMEs 
were still conducting some or all of their business in person through a branch, with 
42 per cent conducting over half their banking by this method. Most obviously, cash 
handling businesses require convenient local facilities for making transactions. In 
addition 78 per cent of respondents to the FSB's membership survey in 2006 felt that 
access to local banking facilities was 'important'.215 

138. The Campaign for Community Banking Services (CCBS) also raised the importance 
of a branch for small businesses. It considered that branch–dependent small businesses in 
over 1,000 urban and rural communities “effectively have no choice of banking provider”. 
The organisation provided two suggestions for resolving the problem: 
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• An improved and better promoted Inter-Bank Agency Agreement (IBAA) service. 
to provide a convenient service to business customers who find the accessibility of 
their own bank’s branches difficult.  

• Neutral shared branching to provide a basic counter and related services delivered 
by a third party provider on behalf of participating bank. on behalf of participating 
banks.216 

A report commissioned by the OFT in 2006 revealed that very few SMEs knew about the 
current Inter bank agency agreements: 

Inter bank agency agreements offer a facility where SMEs are able to deposit and 
withdraw money at another banks branches (as well as conduct a prescribed range of 
other services). The 2006 survey included a question to examine awareness of these 
agreements amongst SMEs. 

Awareness of inter bank agency agreements was low. Only a quarter (25%) of 
businesses definitely knew agreements existed. A further 11% felt their bank might 
well offer it but were not sure, whilst the remaining two thirds either thought their 
bank did not have such an arrangement (32%) or did not know of their existence 
(32%). Smaller businesses, (with a turnover of up to £500K) were more likely to say 
their bank did not offer such an arrangement (37%).217  

139. The importance of branches to many SME customers presents a significant barrier 
to new entrants and therefore to competition. We recommend that the Independent 
Commission on Banking considers solutions such as an improved Inter Bank Agency 
Agreement and neutral shared branches as part of its remit to promote competition in 
banking. 

140. Neither Virgin Money or Tesco Bank currently provide a full range of banking 
services for SMEs and although Virgin Money expressed an interest in entering the SME 
market in the future it is not currently involved in the market. One of the reasons for this 
may be the difficulty and risk involved in serving SME customers. Ana Botin, the Chief 
Executive of Santander told us that “SME lending is the most difficult business for any 
bank”218 and also it’s a higher risk business.219 Stephen Hester, Chief Executive of RBS 
considered that some of the new entrants were only interested in certain customers and 
products: 

[...] some of the competition expressed itself in people cherry-picking with specialist 
business models in specialist areas. The lists of people that want to come into the UK 
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in a mainstream banking full service way—which is what we are offering—is short to 
negligible.220  

In their written evidence Metro Bank told us that in their opinion the SME sector were “the 
most under-served” customers of British banks.221 Metro Bank plans for its customer base, 
“over time, should be “half-consumer and half-SME”,222 however they currently only have 
branches in Greater London. 

141. The Enterprise Finance Guarantee scheme provides a limited government guarantee 
for certain loans to SMEs. In their written evidence Metro Bank argued that this scheme 
should be improved and extended and felt it could learn from a similar scheme in the 
United States which they felt had “been extremely successful.” They also pointed out that 
the scheme, which commenced in 2009, was not open to new entrants and suggested that 
the Government should consider “allowing new banks to enter as lenders.”223 

142. Potential entrants to the SME market are faced with the same problems of 
customer inertia and fear of the switching process as face those entering the personal 
current account market. SMEs need access to a branch network and staff who 
understand their circumstances. It is unsurprising that the growth of new entrants in 
this market is slow. It is all the more important that Government policies positively 
encourage them and are designed in ways that recognise the challenges they face.  

Alternatives for SMEs 

143. Competition may not simply be a matter between banks but between banks and other 
forms of finance. The Governor of the Bank of England told us to “make sure that we find 
ways of encouraging new banks and new sources of finance that will pose a competitive 
threat to those banks” explaining that: 

If people want to jeopardise client relationships they will just lose business. We have 
to make sure there are other sources to which those SMEs can turn for finance.224   

The importance of other forms of finance was also highlighted by the Financial Secretary to 
the Treasury, who noted that the European Commission was doing work on encouraging 
equity investment into SMEs:    

[...] we do need to see a broader range of finance. That means more players in the 
lending market, but also, crucially, it means businesses not just being reliant on debt 
and looking for equity from business angels, VCs, direct access to capital markets.225 

144. In the paper Financing business growth the Government notes. 
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The serious under-capitalisation of British small businesses, especially compared to 
their counterparts in the US, both in the start-up stages and subsequently, needs to 
be addressed.226 

Financing business growth details initiatives designed to increase equity investment which 
include: 

• Over £300 million over the next four years through Enterprise Capital Funds. 

• A £1.5 billion Business Growth Fund set up by a number of banks working through 
the BBA (British Bankers Association)227 

145. The internet is also providing new possibilities in terms of finance for businesses. 
Individuals can now lend their money to businesses on exchanges such as Funding 
Circle,228 a website which acts as an exchange helping to match lenders with businesses 
who need to borrow. While the market for lending is currently very small this is a growth 
area which is a viable alternative to bank finance for some small companies. However the 
lending through such exchanges is more like investing in a company bond rather than 
having a deposit at a bank; it is not covered by the deposit protection scheme. 

146. While we welcome the Government initiatives to increase equity investments, they 
are very small in comparison to the £10 billion extra lending pledged from large banks 
as part of the ‘Merlin’ agreement. Non-bank funding such as equity or web based 
lending may increase the competitive pressures on banks but there may be limits to 
their attractiveness. SME owners may not wish to dilute their equity or may find debt 
financing more tax effective; lenders may consider direct lending to small businesses 
unduly risky. We recommend that the Independent Commission on Banking consider 
the extent to which non-bank lending can offer competition for banks and whether 
there are ways to increase the attractiveness of other sources of financing. In particular 
they should consider the effects of the regulatory and fiscal framework—such as the 
different tax treatment for debt and equity. 
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5 Encouraging greater competition and 
new entry 

147. In this chapter we examine how concentration levels could be reduced and how new 
entry into the market could be encouraged, as well as how barriers to entry and expansion 
can be reduced and barriers to exit made credible. Reduction in concentration levels in the 
retail banking sector could be achieved in two ways: firstly, through new entry or secondly 
through what Hector Sants described to us as “structural reform”. Mr Sants told us a 
reduction in concentration levels could be achieved “in both ways”, but did not express a 
view as to which route would be most effective or which he preferred. 229 

New entrants—the new kids on the block 

148. It has been argued that the financial crisis has created opportunities for potential new 
entrants, especially given the damage done to the reputation of some incumbent firms.230 
Recently, new firms have entered retail banking in the UK and others are expected to enter 
the market. 

149. We took evidence from three new or growing entrants to the sector: Metro Bank, 
Virgin Money and Tesco Bank, who are sometimes referred to as ‘challenger’ banks. Of the 
three firms, only Metro Bank has already entered the personal current account and SME 
market; the other two firms have plans to enter the personal current account market over 
the next few years.  

• Metro Bank describe themselves as the first new entrant into the UK market in 100 
years.231 Their Vice–Chairman is Vernon Hill II, who was the founder and former 
Chairman and president of Commerce Bank in the United States. Metro Bank received 
authorisation from the FSA in March 2010 and opened its first branch in Holborn in 
London on 29 July 2010. At the time of writing, the company has five branches—the 
others located at Earl’s Court, Fulham, Borehamwood—and Tottenham Court Road. 
The company envisages growing to 200 stores by 2020, located largely in London and 
the surrounding areas, and is considering an Initial Public Offering in 2013.232  

• Virgin Money was established in 1995. It now has over two and a half million 
customers and offers a range of financial products, including credit cards, savings and 
insurance. It plans to enter the current account market in the next twelve months and is 
also considering entering the SME market.233 It also has plans to “open a limited 
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national branch network” with the aim of opening 70 branches over the next five 
years.234  

• Tesco Bank currently offers insurance products, savings accounts, unsecured loans, 
credit cards and travel money. It has over 6 million customer accounts, a loan book 
worth £4.8bn and total savings deposits of £4.5bn.235 It plans to enter the mortgage 
market in the middle of 2011 but do not yet have a fixed date for entry into the personal 
current account market.236  

Other aspiring new entrants to the UK retail market include NBNK, who have recently 
appointed former Northern Rock Chief Executive Gary Hoffman as their CEO and 
who have received initial City capital backing. 237 

150. Despite the evidence that new firms were seeking to join the market, John Fingleton 
cautioned against expecting immediate competition effects from new entrants saying that 
“even in other, highly competitive markets [...] the entry process and the process by which 
firms grow is slow.” He used the analogy of the airline sector: 

If you think about airline liberalisation, the first liberalisation measures happened in 
’87 at a European level, and they happened from ’87 through to ’97. The low-cost 
airlines business model really only took off in the last decade as a serious 
phenomenon; even in that market, with very high levels of switching and very high 
levels of customer transparency, the incumbents retained market share for quite a 
long time. But what we have seen there is that the incumbents brought down their 
prices and became much more efficient over time.238 

The OFT Review of barriers to entry, expansion and exit in retail banking concluded that 
“new entrants face significant challenges in attracting personal and SME customers” and 
“expanding their market share in retail banking.” They argued that this was “through a 
combination of low levels of switching, high levels of brand loyalty and consumers’ 
preference for providers with a branch network.”239 We examine switching separately.  

Brand recognition 

151. Although the OFT report identified brand recognition as a key barrier to entry and 
expansion,240 Jayne–Anne Gadhia observed that “so much trust has broken down in the 
banking sector” and that customers “were looking for a trusted brand”. She quoted external 
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analysis which showed “people are as likely to buy from a Virgin bank as they are from any 
of the big five.”241 

Branch network 

152. Adam Phillips explained that the “big banks” derived “an advantage” through their 
branch networks. He explained that this was because, whilst “you can do a lot on the 
internet”, many “people need access to branches at various times.”242 Mr Phillips believed 
this meant that whilst Tesco Bank could draw on their extensive store network, other new 
entrants would not have this advantage.243 Mr Phillips concluded that he did not believe 
anything could be done about this.244  

153. Metro Bank plan to open 200 branches in the Greater London area by 2020245 whilst 
Virgin Money plan to open 70 branches over the next five years.246 By comparison, Lloyds 
Banking Group had 3000 branches in 2009, RBS had 2,280, Barclays 1,700247 and 
Nationwide approximately 700.248   

154. Jayne–Anne Gadhia told us that Virgin Money’s new branches would “be distributed 
across the nation.”249 She stressed “growing branches [...] takes time” and that they 
intended to be “as accessible as possible” through other distribution channels such as 
“online [...] over the telephone and on digital phones if people want it.”250 Metro Bank’s 
decision to focus on the Greater London area has led to accusations that some new entrants 
will merely ‘cherry–pick’ affluent parts of the country. Vernon Hill was unapologetic about 
Metro Bank’s plans, telling us that: 

You have to start some place and, as a retailer, we know the more stores we put in the 
same market, the better those stores all do. You wouldn’t do a model in New York, 
with 10 stores in New York, 10 in Chicago and 10 in Los Angeles. You would 
concentrate in certain markets, build them out, then begin the next one. We had to 
start some place in Britain and London is the obvious place.251 

155. We received evidence from The Campaign for Community Banking Services (CCBS) 
who told us that nearly a 1,000 communities had lost all their bank branches whilst a 
further 1,050 communities had only one bank branch. This they said meant “effectively [...] 
no choice of bank unless they are prepared to lose time and incur cost in banking 
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elsewhere.” CCBS said “the 500 communities with only two banks remaining offer limited 
competitive choice.”252 The Financial Services Consumer Panel also raised the issue of 
variations in banking provision, telling us that “the issue of regional monopolies in both 
Scotland and Northern Ireland warrants specific attention.”253 They also told us that not all 
consumers were well provided for and raised the issue of branch closures which were 
detrimental for certain consumers. 

There is little differentiation according to needs of different communities or different 
segments of the population. The recession and failures of firms has seen services 
increasingly being withdrawn from less profitable areas, evidenced by branch 
closures, rationing of credit provision, and withdrawal of products that were less 
risky propositions for low income consumers such as the National Savings and 
Investment scheme.254 

156. Some new entrants, for entirely sound commercial reasons, initially plan to restrict 
their branches to certain geographical locations. This means that competition and 
choice may improve in certain areas whilst other areas will benefit much less from new 
entry into the market. This is an issue of particular importance given evidence we have 
received that concentration levels and so–called ‘regional monopolies’ are higher in 
areas like Scotland and Northern Ireland or certain English regions than in other parts 
of the country. 

157. Given the continuing importance many consumers attach to a branch network 
especially for current account services, new entrants without access to an extensive 
branch network will be at a considerable disadvantage to established banks for the 
foreseeable future. 

Breaking up the banks on competition grounds 

158. In normal circumstances new entrants might be expected to acquire one another. 
However, although this would add scale in ‘transactional’ products such as credit cards and 
insurance, it would not address the strategic objective of establishing a branch network, or 
of acquiring current account lending; for that more radical measures could be necessary.  

159. The Independent Commission on Banking is examining the structure of the UK retail 
banking market as part of its examination of the UK banking system. In its September 2010 
issues paper, it noted that some divestiture of bank assets in the UK had been required by 
the European Commission to meet conditions for the approval of public support to Lloyds 
Banking Group and RBS under EU Treaty provisions on state aid. The Independent 
Commission on Banking, however, raised the possibility, that “such divestitures could, in 
principle, go further”, arguing that “the Government’s ownership stakes in RBS, Lloyds 
Banking Group and other banks may provide a means for pro–competitive restructuring.” 
Amongst the options floated by the Commission were: 
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• requiring the UK’s largest banks to divest assets with a view to creating a more 
competitive market structure 

• imposing a limit on the size of bank’s overall operations, for example, through limiting 
the maximum size of a bank’s balance sheet to no more than a certain percentage of 
GDP.255 

RBS and Lloyds divestments  

160. As a condition for approving the Government recapitalisation of RBS and Lloyds 
Banking Group, the EU using its state–aid powers required both banks to make a number 
of divestments to reduce their share of certain markets. 

161. To meet the EU conditions RBS will divest the Royal Bank of Scotland branch–based 
business in England and Wales, the NatWest branch network in Scotland, its Direct SME 
customer base and certain mid–corporate customers across the UK. This will result in the 
divestment of 318 branches and supporting infrastructure and services. The business will 
include approximately 1.8 million retail customers, 230,000 SME customers, 1,150 
corporate customers and £20bn of assets. The divestment represents 2% of the UK retail 
banking market and 5% of the UK SME and mid–corporate markets respectively.256 The 
terms of the State Aid agreement required that the buyer of the divestment must, in 
combination with the divestment business, have a UK SME market share of no more than 
14%.257 Santander won the bidding process for the RBS divestments on 4th August 2010,258 
but has yet to assume formal ownership of the assets. The formal transfer is expected to be 
completed by the end of 2011.   

162. Lloyds Banking Group’s final approved restructuring plan consists of the divestment 
of a retail banking business with at least 600 branches, a 4.6% share of the personal current 
accounts market in the UK and up to 19% of the Group’s mortgage assets. The number of 
branches to be disposed of represents approximately 20% of the current Lloyds Banking 
Group network. The business would consist of: 

• The TSB brand 

• The branches and branch based customers of Lloyds TSB Scotland and a related 
banking licence 

• The branches, savings accounts and branch based mortgages of Cheltenham & 
Gloucester 

•  Additional Lloyds TSB branches in England and Wales with branch based customers 

• The Intelligent Finance brand and all its customers and accounts. 

 
255 ICB, Issues Paper: Call for Evidence, September 2010, p38, para 4.29 

256 Ev 216 

257 Ev 264 

258 RBS Group PLC Press Notice, RBS agrees sale of branches to Santander, 4 August 2010 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



62    Competition and choice in retail banking 

 

The divestment must be completed by November 2013. Under the agreement with the 
European Commission, it is a requirement that the buyer or buyers of the divested business 
have a post–acquisition current account market share of no more than 14% in the UK. 
Lloyds Banking Group have stated that “the assets [...] if sold today, would enable a new 
entrant to the UK market to become the 7th largest bank in the UK”.259 

163. Virgin Money stressed the importance of the divestments as a means to increase 
competition in the retail market. They explained that growth through acquisition was 
“challenging” for a new entrant. This meant the RBS and Lloyds Banking Group 
divestments and the sale of Northern Rock were “critically important if further 
competition is to be introduced into UK banking”.260 

RBS divestment 

164. Virgin Money explained that they had “expressed strong interest” in the sale of the 
RBS assets, but that the eventual sale of the assets to Santander showed “that a new entrant 
can be beaten by an incumbent which is able to deliver cost–saving synergies and funding 
benefits by integrating the acquisition with its existing business, while meeting the market 
share threshold set by the EU regardless of other competition issues”.261 Peter Vicary–
Smith, Chief Executive of Which?, was critical of the decision to award the RBS 
divestments to Santander, since he considered they “could have been used to kick–start a 
new player in the marketplace”.262   

165. When challenged as to whether the disposal to Santander had increased competition 
in the UK market, Stephen Hester replied he had “sold it to someone [Santander] who 
came within those [EU] requirements”.263 Mr Hester claimed some of the other (potential) 
bidders were “people cherry–picking with specialist business models in specialist areas”. 
Mr Hester said that he had always thought the divestment would be sold to an in–market 
player and that there wouldn’t be demand from others unless “at knockdown prices”.264 He 
said that, if this had happened, it would have been “a straight giveaway from the taxpayer 
to other people to subsidise them”.265 HM Treasury told us the sale of the divestment to 
Santander would have a positive impact because “Santander UK currently have a small 
presence in the UK SME market and the sale will serve to increase competition in that 
sector.”266 

166. The previous Chancellor of the Exchequer, Alistair Darling, in a statement to the 
House on Banking Reform on 3rd November 2009, had also stressed the importance of 
using the Lloyds and RBS divestments to kick–start competition: 
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Together, these businesses could potentially amount to about 10% of the retail 
banking market in the UK. And, Mr Speaker, in each and every case, we will insist 
these institutions should not be sold to any of the existing big players in the UK 
banking industry. So Lloyds and RBS will each be required to sell their retail and 
SME businesses, as a single viable package, to a smaller competitor or new entrant to 
the market. And this, together with Northern Rock, will potentially create three new 
banks on our high-street in the space of five years.267 

Table 9 below shows the market shares of Santander and RBS in a number of (non–SME) 
retail markets prior to Santander’s acquisition of RBS. They show that, whilst Santander 
may have only had a small share of the SME market (figure), in a number of other key 
market segments they were in 2nd or 3rd position with respect to market share.    

Table 9: Market shares of RBS Group and Santander across retail banking markets.268 
 Personal 

current 
accounts 

Mortgages 
(gross 
lending) 

Mortgages 
(amounts 
outstanding) 

Personal 
loans 

Savings 
accounts 

Credit 
cards 

Santander  12% (5th) 18% (2nd) 13% (2nd) 10% (3rd) 12% (2nd) 6% (7th)
RBS 16% (2nd) 13% (3rd) 7% (joint 4th) 9% (4th) 10% (joint 3rd) 19% (3rd)

Source: Oft, review of barriers to entry, expansion and exit, pp35-48 

167. The sale of the RBS divestments to Santander was a missed opportunity to inject 
more competition into UK retail banking. Whilst Santander may have met the EU state 
aid criteria and enjoyed only a small share in the SME market, it was already a leading 
player in other areas.  

168. The RBS divestment goes to the heart of the trade off between maximising revenue 
and increasing competition. If the divestments had been sold to some of the other 
potential bidders it might (in the words of RBS) have represented “a straight giveaway 
from the taxpayer.” However, whilst acceptance of an alternative bid may not have 
maximised short–term revenue for RBS and the taxpayer as the majority shareholder, it 
might have provided a greater impetus to competition in the sector.  

Lloyds divestment 

169. The Lloyds Banking Group divestment, as well as the sale of Northern Rock, are still 
to come. Lloyds is required to approach potentially interested buyers no later than 30th 
November 2011, and is required to complete the divestment by 30th November 2013.269 A 
number of organisations—including Which? and Virgin Money—have proposed the 
introduction of a public interest test for the sale of these assets. Peter Vicary–Smith 
believed that the divestment “should not just be a matter of looking for the absolute highest 
price. It needs to get a good return, but not the £1 more than the nearest bidder”. He 

 
267 Statement by the Chancellor of the Exchequer, Alistair Darling MP, to the House of Commons, 3 November 2009 

268 This table shows the market shares of Santander and RBS in five retail banking markets. All numbers are market 
shares based on the data reported in the OFT barriers to entry study, however the credit card data is the percentage 
of customers who have a credit card with that provider and therefore the totals in the OFT document sums to more 
than 100% due to multiple product holdings. 

269 Ev 220 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



64    Competition and choice in retail banking 

 

argued the test should also look at “what is this going to do to competition within the 
banking sector and is it going to enhance competition”. Mr Vicary–Smith pleaded that: 

we have a once in a generation opportunity to increase competition through 
enabling a new entrant to get to scale quickly through these disposals, and it would 
be tragic if we didn’t use that opportunity and instead flogged it off to one of the 
existing incumbents.270 

Virgin Money argued that the public interest test should not be “judged just on the short 
term economic value they deliver to shareholders, but also on the long–term value they 
create for society, including stimulating greater competition”. Additionally, they said 
consideration should be given to factors such as “the retention of jobs and the commitment 
to lending made by the potential acquirer”.271  

170. We asked Eric Daniels about whether a public interest test should be applied to the 
Lloyds disposals. He replied that he was “not sure what the shape of that public interest has 
to be” and so “would find it very difficult to answer the question.” When pressed on this 
issue he said one: 

of the conditions of the European accord was in fact to sell to a party that had no 
more than 14% current account market share. So I believe there is already some 
thought toward trying to create a new competitor in the marketplace.272 

Mark Hoban, when asked about the introduction of a public interest test, side–stepped the 
question, and told us that the Government had been “very clear that we are prepared to use 
the sale of our stakes in the banks that we own to facilitate competition.”273 

Role of UKFI 

171. The sale divestments raises the issue of the role of UK Financial Investments Ltd 
(UKFI) which was set up in November 2008 to manage the Government’s investments in 
financial institutions including the Royal Bank of Scotland, Lloyds TSB/Halifax Bank of 
Scotland (Lloyds Banking Group), Northern Rock and Bradford & Bingley. As well as 
managing the Government’s stakes in the banks, UKFI’s mandate also charges it with 
developing and executing an investment strategy for disposing of the Investments in an 
orderly and active way through sale, redemption, buy-back or other means within the 
context of protecting and creating value for the taxpayer as shareholder and, where 
applicable, as provider of financial support, paying due regard to the maintenance of 
financial stability and acting in a way that promotes competition.274 Peter Vicary–Smith 
reminded us that ‘competition’ was one of UKFI’s objectives, but he saw “scant evidence 
that anything that it’s doing is increasing competition in banking” going on to say that “the 
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prime example of that was the sale of the RBS branches and payment centre to 
Santander.”275 

172. UKFI is charged with drawing up and executing a disposal strategy, but as Mr Robin 
Budenberg, the Chief Executive, told us  

ultimately, it will be our decision to make a recommendation to the Chancellor. In 
relation to disposals such as the disposal of Northern Rock, the Chancellor does have 
the ultimate decision-making power, so he will assess the basis on which we have 
made our recommendation.276 

173. The RBS divestment to Santander illustrates the importance of giving greater 
consideration to competition when considering divestment policy. There may be a 
trade off between maximising revenue from the divestments by the part–state owned 
banks, and maximising the increase in competition through the divestments. The 
creation of a more competitive retail market is essential to secure lasting benefits for 
consumers. Maximising competition through the divestments will ultimately bring 
greater longer–term economic benefits to the UK through a higher overall GDP and 
subsequent higher tax yield. 

174.  Whilst none of the large five banks will be able to bid for the Lloyds divestments, 
we still believe a public interest test based on competition considerations should apply 
both to the Lloyds divestments and the sale of Northern Rock. A failure to introduce 
such a test would be tantamount to admission that the Government has no real interest 
in promoting competition and is concerned solely with revenue maximisation.   

Lloyds/HBOS merger 

175. RBS and Lloyds Banking Group are in the process of divesting assets as a condition for 
EU approval of the Government recapitalisation of the two banks. The Independent 
Commission on Banking has raised the possibility of going further and “requiring the UK’s 
largest banks to divest assets with a view to creating a more competitive market 
structure”.277 Subsequently, Clare Spottiswoode, a member of the Commission, has raised 
the possibility of reversing the Lloyds TSB/HBOS merger, stating “we might suggest 
reversing what happened on that day a few months back when Lloyds took over another 
bank.”278  

176. The Lloyds TSB/HBOS merger was announced in September 2008279 at the height of 
the financial crisis amid serious concern that HBOS would collapse without some form of 
external support. The OFT submitted a report to the Secretary of State on the proposed 
merger, concluding that they: 
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found a realistic prospect that the anticipated merger would result in a substantial 
lessening of competition in relation to PCAs and banking services for SMEs. The 
OFT's concerns on PCAs were nationwide, while its concerns about SMEs were 
focused on Scotland.280  

However, the then Secretary of State, using new powers, concluded that the stability of the 
UK financial system outweighed the competition concerns identified in the OFT’s report, 
and decided not to refer the case to the Competition Commission.281 

177. We asked John Fingleton whether the merger had resulted in a diminution of 
competition as the OFT had feared at the time of the merger. Mr Fingleton explained that 
he did not know because the OFT had not “gone and looked at measuring competition in 
the market since the Lloyds–HBOS change.”282 He explained that if “we do an ex post 
analysis of what has happened in a merger, typically we would wait three to five years to see 
how the market has settled down”, going on to stress that “this market is anything but 
settled down. We would have great difficulty in separating out contraction of supply issues, 
divestment issues and other issues, and in working out what the marginal impact of the 
Lloyds-HBOS merger is on competition.”283 

178. Mr Fingleton stressed that “at the time, we were pretty damn convinced this merger 
was going to reduce competition”, but explained that since then the EU had required 
Lloyds Banking Group to make a number of divestments. He also explained that opposing 
an original merger decision did not necessarily mean supporting its reversal:  

once a merger has gone through and been consummated, if the answer to the 
question, “Would the merger have been a bad idea in the first place?” is a clear “yes”, 
it doesn’t obviously mean that undoing the merger later is the right thing to do, 
because there could be very big costs associated with doing that.284 

When asked whether consideration should be given to breaking up one or both of Lloyds 
Banking Group and RBS in the interests of increasing competition, Mr Fingleton said he 
agreed “that consideration should be given to it”, but said he did not “know what the right 
answer to that question is.”285 

179. Eric Daniels, then CEO of Lloyds Banking Group, reacted to the possibility of 
reversing the Lloyds/HBOS merger by stating in a newspaper interview that: 

One of the things that characterises most modern governments is that when you 
make an agreement with the state, it's an agreement with the state, independent of 
which political party is in power [...] 
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There was a sentiment [then] that financial stability was more important and that the 
issue of competition took second place. As a result of that, the secretary of state 
signed off the deal. That is a matter of public record.286 

John Fingleton sketched out some broader points about competition policy from the 
Lloyds/HBOS merger. He referred to “the signal it sends more broadly” about “the 
incentive it creates for others to lobby for political protection from anti-competitive 
mergers”, adding that: 

I think that people feel that getting an anti-competitive merger through by political 
clearance can create incentives for lobbying and rent-seeking, long term, and I think 
if people feel that is not a lifelong guarantee for a business, that it’s an important 
consideration as well. So that is another factor to be weighed in the balance. So it’s 
not just the impact within the banking market but the broader signal it sends about 
merger policy.287 

180. Lloyds Banking Group is currently the market leader in most parts of the retail 
market. In some segments, Lloyds market share is almost double that of its nearest 
competitor. As yet, there has been no assessment to see what impact Lloyd’s strong 
position has had on competition in the retail market. We are concerned by the 
emergence of such a powerful player in the retail market and the potential competition 
implications. The divestments required by the EU will go some way towards addressing 
this concern as well as (in conjunction with the RBS divestments) reducing 
concentration levels in the sector. That said, Lloyds Banking Group will retain a leading 
position in many market segments even post–divestment.  

181. Government credibility would be undermined if a merger arrangement approved 
by one administration was unpicked by another. This would risk politicising 
competition policy, create incentives for political lobbying and create considerable 
uncertainty for business. However, we do not believe that the need to respect the 
merger should inhibit the Independent Commission on Banking from proposing 
radical changes to the market as a whole, if it thinks this is necessary to promote 
competition and choice. 

Promoting mutuals 

182. The Coalition Agreement said: 

We want the banking system to serve business, not the other way round. We will 
bring forward detailed proposals to foster diversity in financial services, promote 
mutuals and create a more competitive banking industry.288 

The Building Societies Association in its written evidence provided a number of areas 
where they felt they were different to banks. These included: 

 
286 ‘Lloyds chief in HBOS appeal’, Financial Times, 25 November 2010  

287 Q 794 

288 HM Government, The Coalition agreement: our programme for government, May 2010, p9 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



68    Competition and choice in retail banking 

 

• Mutuals bring diversity. They pursue alternative strategies to banks as a 
consequence of the customer being the primary stakeholder. 

• Mutuals tend to take less risk than banks. Mutuals have been less reliant on 
wholesale funding than plc banks and the proportion of mortgage loans that is in 
arrears is typically much lower at mutuals than across the market as a whole. 

• Mutually owned financial firms deliver higher levels of satisfaction and trust. 
Research conducted in 2010 showed that mutuals outperformed plc banks across 
eleven aspects of customer service.289 

183. Some witnesses suggested that in some cases the diversity brought by the mutual 
model could be overstated. Sir Donald Cruickshank pointed out that “diversity is good as 
long as conditions of mutuality are real and not just a brand.”290 Lord Turner felt that it had 
been a “mistake [...] to allow our mutual sector [...] in some cases to extend beyond the core 
business of prime real estate lending”.291 He told us that reversing some of the 
liberalisations of the 1980s and 1990s should be considered. 

I think there is an unfinished part of our regulatory agenda as to whether we should 
reverse some of the liberalisations of the building society rules that occurred in the 
1980s and 1990s, which gave us precisely the problems that we had in the 
Dunfermline Building Society.292  

Mr Beale disagreed and said that any major changes would mean Nationwide would be 
unable to compete with the banks. 

I am very comfortable with the parameters in which we operate at the moment, but I 
think you took evidence from Lord Turner a couple of weeks ago where he was 
talking about deliberalising building societies. That would have very severe 
consequences for our business model in narrowing it and making us unable to 
compete with the banks. So I think the first thing is that I want a level playing field 
with the banks. I am not looking for any additional powers in terms of what we can 
do as a business, but I do not want any constraints either.293 

In written evidence Nationwide told us that there was already a “more restrictive legislative 
framework” for Building Societies which along with other differences to banks meant they 
were “inherently less-risky”.294  
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Policy approaches to mutuals and smaller banks 

184. It is clear that the Government wishes to see a diverse financial sector, even though 
there may be arguments about the extent to which mutuals are radically different from 
plcs. Our witnesses were concerned that they had yet to see any actions to ‘foster diversity’ 
and ‘promote mutuals’, and considered many aspects of the regulatory approach were 
biased against them. Graham Beale, Chief Executive of Nationwide Building Society, felt 
more could be done by the Government.  

I think that there are a number of things that the Government can do. I think the 
first thing is that the Coalition statement about fostering diversity and promoting 
mutuality, at the moment I have not seen any substance that sits behind that as a 
comment, is the first point I would make.295 

Neville Richardson, the Chief Executive of The Co-operative Financial Services, considered 
that regulators were sometimes slow to considering the mutual sector, telling us that 
“legislation is being discussed by the regulators with the plcs in mind, and then as an 
afterthought, the mutuals.”296 In particular both Mr Richardson of the Co-operative and 
Mr Beale of Nationwide drew our attention to the issue of capital requirements.297 The 
Building Societies Association made this point clearly in their written submission to the 
Committee:  

Regulatory changes should not discriminate against mutual institutions. It is 
essential that the Government ensure that amendments to the Capital Requirements 
Directive enable mutuals to raise external capital that is consistent with mutual 
ownership.298 

Mr Beale felt that progress had been made in this area explaining that “we have seen the 
HMT material in terms of their positioning on this, and it is very supportive.”299  

185. Yorkshire Building Society also raised the issue of new and proposed regulation 
pointing out that it typically represented “a greater proportionate cost to small firms”.300 
They also noted that some of the government support mechanisms had not been suitable 
for smaller institutions. 

YBS was in a position to utilise the Credit Guarantee Scheme (CGS), which was for it 
a potentially suitable vehicle. Although in principle the scheme was the perfect 
vehicle to strengthen depositors' and broader market confidence in the mutual 
sector, in practice, it was much less accessible to the mutual sector than to banks, 
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when the need arose, because many building societies were too small to issue debt 
securities which this initiative sought to underwrite with State support.301 

They also pointed out the disadvantageous treatment of a consolidated group of businesses 
within a mutual compared with a plc with numerous banking licences.  

In particular, the way in which building society regulation has developed over time 
has created an anomalous position in which the FSCS—and, [...]—applies to the 
consolidated group of businesses within a mutual, whereas for a plc with banking 
licences per brand, the consumer protection is multiplied by the number of banking 
licences it possesses. This could sustain an existing behavioural incentive for 
understandably risk-averse depositors to see banks rather than mutuals as the best 
home for their savings.302 

They felt that this and other issues resulted in regulators giving the “impression that they 
find it easiest to deal with large deposit-taking institutions, based on a plc model” and 
considered that this had “the effect of further legitimising the plc model in preference to 
the mutual one.”303 

186. Another issue raised by both the Co-operative and Nationwide was the Financial 
Services Compensation Scheme (FSCS). Mr Beale felt it was unjust that Nationwide’s 
members were paying the price for the recklessness of banks with riskier business models. 

The failure of Bradford and Bingley and the Icelandic banks will cost Nationwide, in 
the full term, we think between £250 million and £330 million, i.e. between a quarter 
and a third of a billion pounds. It is the cost to Nationwide, to Nationwide’s 
members, for the failure of those institutions. That is because the compensation 
scheme is driven by the proportion of retail liabilities—i.e. savings deposits—that 
you have on your balance sheet. Of course in the mutual sector, and Nationwide in 
particular, we hold very large quantities of retail deposits. So it seems wrong that 
failures in much riskier models—take the Bradford and Bingley model—are paid for 
by the much less risky organisations such as the mutual sector.304 

Mr Richardson suggested that the Co-operative was low risk, as its loans were fully covered 
by retail deposits and told us that “quite bizarrely [...] we have to pay more towards the 
compensation scheme because it is based on retail deposits, and that just seems wrong to 
us.”305Mr Beale felt that the levy contribution to the Financial Services Compensation 
Scheme “should be risk-based so that the higher-risk entities pay a greater proportion of 
any failure than the lower-risk entities.”306 When we put this point to the Financial 
Secretary his response was that he was “very wary of making some statements about the 
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level of risk associated with particular institutions”, pointing out that Dunfermline 
Building Society had got into trouble. He also pointed out that: 

It is very easy to say, “My sector shouldn’t get hit now for the levy because it’s 
somebody else’s problem”. The time may come when it is members of that sector 
who have to pick up all the bill and they would be grateful for some of the cross-
subsidisation that is on offer through the FSCS.307 

187. In its Report The run on the Rock, the Treasury Committee in the previous Parliament 
recommended both a pre funded Deposit Protection Fund and that once the Fund had 
been established, there could be a case for introducing risk based premia. In its 2008 
response the then Government told us that “The Financial Services Authority is planning 
further consideration of risk based levies and to consult on any changes to the criteria for 
calculating deposit contributions if appropriate in due course”.308 To date a risk based levy 
has not been introduced, although last year the European Commission proposed draft 
Directives on deposit guarantee and investor compensation schemes. The Government has 
indicated that it does not support the Commission’s risk based levy.309 

188. We welcome the Government’s intention to foster diversity and promote mutuals. 
This will only be possible if both Government and regulators take the sector into 
account from the very beginning of the policy making process. The evidence we 
received from the sector confirms our concern that this is not the case. In the Plan for 
Growth the Government has said it will “assess whether changes are required to update 
building societies legislation.” We will study that assessment carefully. All market 
participants should be consulted at all stages on the basis that a level playing field exists 
for mutuals compared to companies based on the PLC model. To clarify matters and 
allay the concerns of the mutual sector the Treasury, working with the regulator, 
should set out the terms of the Government commitment to bring forward “detailed 
policies to foster diversity in Financial Services and promote mutuals.”  

189. The Committee also took evidence regarding the arguments over whether mutuals 
are treated fairly by the FSCS, where the arguments are finely balanced. We 
recommend the FSCS levy should be reviewed as a matter of priority. We accept there is 
work going on at European level, but an assessment of the United Kingdom scheme would 
help inform consideration of Commission proposals.  

Remutualising Northern Rock 

190. We explored the possible remutualisation of Northern Rock with a number of 
witnesses. Neville Richardson, Chief Executive of The Co-operative Financial Services 
explained he thought it “would be a good idea, but there are issues that would have to be 
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dealt with”310 Mr Beale, Chief Executive of Nationwide, expressed a similar view.311 The 
Building Societies Association in written evidence said that “remutualisation would help to 
foster diversity and promote mutuals, and deserves serious consideration by the 
Government.”312 The New Economics Foundation felt the Government should look wider 
than Northern Rock and should “seriously consider remutualisation as part of any forced 
demergers or sales by large banking groups”.313  

191. Other witnesses did not feel it was such an important issue. Sir Donald Cruickshank 
told us: 

I would personally be indifferent as to whether the business of Northern Rock was 
floated as a separate entity on the markets, was created as a new mutual or, indeed, 
was sold to a new entrant.314 

192. Lord Turner declined to give an “immediate response” when asked about the possible 
remutalisation of Northern Rock. He considered it was “not a regulatory issue for the 
FSA”.315  

193. All witnesses asked about a potential remutualisation agreed that it could provide a 
return to the taxpayer but do so over the longer term than other divestment routes. Mr 
Beale argued that it was therefore a political decision. 

I think there would be a return, but it would be over a much, much longer period. I 
think that is the choice, in terms of, do you want to have a socially useful animal—to 
quote somebody else—or do you want to have an early payback of taxpayers’ money? 
That has to be a political decision, at the end of the day.316 

Mr Beale explained to us that if Northern Rock were to be remutualised there were two 
possible methods. 

It could be remutualised directly, which I think would be quite complicated to 
achieve, or it could be merged with an existing mutual entity.317 

He agreed that if it were to be directly mutualised there would be a large debt on the 
balance sheet to be paid back over many years which would place constraints on Northern 
Rock. He felt that the constraint of having to pay back the taxpayer over many years could 
be better managed if it were to be done by a new larger mutual formed from a merger with 
Northern Rock to take place.318  
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194. UK Financial Investments confirmed that the remutualisation of Northern Rock was 
an option that they were considering. Keith Morgan, Head of Wholly Owned Investments 
told us: 

I think it is a realistic possibility, and the reason for saying that is that we have to take 
account of value to the taxpayer—that’s what we’ve been asked to focus on, and 
we’ve been asked to focus on paying due regard to competition. So value will be very 
important. I think there are some elements of value that would have to be looked 
into very carefully with regard to mutualisation. Not least among those would be the 
ability for mutuals to raise capital—clearly, that’s an important factor in the mutual 
market—the rate at which Government would get its money back, and the value that 
represents to taxpayers. We would have to assess those, let’s say, characteristics of 
mutualisation against the other options, the full range of which would include sale to 
other companies, IPO, or merger with other smaller players. I think it’s a realistic 
option to evaluate.319 

195. While Mr Morgan explained the value obtained for taxpayers would have to be 
carefully scrutinised he agreed that “it’s entirely possible that the characteristics of that 
would be seen to be value-creating”.320 When we raised possibility of remutualisation with 
the Financial Secretary he also felt it was an option which had “elegant circularity” and told 
us “my mind is not closed to that”. He emphasised that the “taxpayer has a £1.4 billion 
holding in that and I think that the taxpayer would expect some return on its 
investment”.321 He did however suggest that the longer time frame for taxpayer repayment 
could be a stumbling block for the mutualisation telling us that “taxpayers have a limited 
degree of patience.”322  

196. There are attractions to the mutual model. A remutualisation would certainly lend 
credibility to the Government’s desire to foster diversity and promote mutuals. We 
would urge UKFI, notwithstanding the timescales for a return on its investment to the 
taxpayer, to honour that commitment by giving due consideration to a mutual option 
when considering the disposal of Northern Rock. This should be facilitated by taking 
expert advice on re-mutualising Northern Rock, placed at the appropriate time in the 
public domain.  

Other barriers to entry 

197. A number of other barriers to entry or growth were raised by our witnesses, and we 
discuss them below. 
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Bank authorisation 

198. Obtaining authorisation or approval from the appropriate regulatory authority (bank 
authorisation) is another potential barrier to entry. It is important that the process is 
rigorous, but also that suitable applicants are approved without undue difficulty or delay.  

199. Under the Financial Services and Markets Act 2000, a firm that wishes to accept 
deposits in the UK must be authorised by the FSA (often referred to as a banking licence) 
or be exempt.323 A firm wishing to offer credit must obtain a consumer credit licence from 
the OFT. Applications for a banking licence must be accompanied by supporting 
documents including a business plan, policies and procedures, governance arrangements, a 
risk assessment and capital requirements.  

200. As part of the authorisation process, the FSA carries out approved person checks on 
key staff, typically including the Chairman, the Chief Executive Officer, the Head of Risk, 
the Chief Financial Officer and the Head of Treasury as well as other executive and non–
executive directors.  

201. The FSA has a statutory obligation to make a decision as to whether to grant a licence 
or not within the earlier of six months of receiving a complete application or 12 months of 
receiving an incomplete application. Mr Sants said that the average time to process an 
application form varied “between seven and 10 months” and that this was because “the vast 
majority of these applications were, broadly, incomplete.”324 

202. Mr Sants considered the authorisation process was not a barrier to entry, quoting the 
OFT’s conclusion that “firms do not face significant barriers to entry arising from 
regulatory requirements that must be met in obtaining authorisation to accept deposits or 
offer mortgages.”325 Lord Turner concurred—“our regulatory processes are not a 
significant barrier to entry”, suggesting there were, however, “other barriers to entry that 
are important”.326 Mr Sants explained that the FSA had recently made significant changes 
to its licence application process and that the criticisms of the process predated those 
changes.327 Mr Sants was responding to the OFT’s observation that “a small number of 
respondents indicated that the uncertainty, length of time of and cost of the application 
process had proved insurmountable and that they had decided not to apply for a licence.” 

203. Clive Maxwell told us that the OFT had been speaking to people about the FSA’s 
authorisation process and the message they received was that “things probably had 
improved over recent months.”328 The OFT in Review of barriers to entry, expansion and 
exit was slightly more cautious, concluding that “it is too early to tell whether the changes 
introduced recently by the FSA [...] have reduced the extent to which current and future 
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applicants will face the barriers outlined above.”329 Those who had recently sought a licence 
felt that the process was not a significant barrier: Benny Higgins did not see this as “a 
leading issue,” citing other non–authorisation barriers to entry and expansion he 
considered more significant.330 Anthony Thompson felt “the FSA was extremely good to 
deal with.” 

204. The one exception was the ‘catch 22’ situation identified by the OFT where potential 
entrants are unable to obtain a banking licence without making capital investments to meet 
licensing requirements, but have had difficulty in raising the capital required without some 
assurance that this would lead to them becoming licensed. Vernon Hill told us that he “had 
to invest a very substantial amount of money in leases and IT, with people not knowing 
that we were sure of getting the licence.” However, Mr Hill welcomed the fact the FSA had 
looked again at its rules in this area and changed them to give applicants a ‘minded to’ 
letter subject to conditions.331   

205. The Financial Services Authority has made changes to the bank authorisation 
process which appear to have improved the process for firms seeking authorisation, 
though it remains difficult for applicants to be certain of the rules on suitability. We 
welcome these changes and will monitor their effectiveness. 

Other regulatory issues 

206. Some of the smaller banks also considered that they were disadvantaged in some 
areas. Tesco Bank told us that regulation was “resource intensive, particularly for smaller 
banks” and that it “posed a disproportionate burden on small banks”.332 Jayne-Anne 
Gadhia explained to us that the current Basel regime that allowed big banks with many 
years of experience to hold less capital requirements disadvantaged newer and smaller 
providers. 

The point that we're trying to make in our submission is that the regulatory capital 
regime, understandably in some cases, clearly differentiates between the big 
incumbents and the smaller providers, and for smaller providers, therefore, there's a 
requirement to hold more equity. At one level, I understand that, but if we look at 
what's happened in the recent crisis, quite clearly the Basel II regime that has allowed 
the big banks to reduce their capital requirement because of historic experience, 
has—I would go as far as saying this—failed to identify the systemic risks that those 
banks themselves introduce to the system, and that capital should be held against 
those systemic risks, especially at particular times of the cycle.333 

207. The OFT in their report on retail banking of 2010 also considered the effect of 
regulations and capital requirements on smaller firms. They concluded 
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Capital and liquidity requirements are currently undergoing significant change as a 
result of the Basel III process and associated changes to EU law. It appears that new 
capital requirements, along with liquidity standards, could have the potential to 
exacerbate differences between incumbents and new entrants, for example, by 
imposing higher fixed costs of compliance. However, some parties have argued that 
other proposed changes may also reduce any discrepancies, such as removing certain 
financial instruments most commonly used by large banks from the list of permitted 
capital. As the new requirements take effect, it may be appropriate for the prudential 
regulators to consider and monitor the impact on competition of these changes.334  

208. We have been told that the Basel II capital requirements currently disadvantage 
small banks. The move to Basel III may remove some of the disadvantages smaller 
banks face compared to their larger competitors. However smaller banks may suffer 
higher fixed costs of compliance which will disproportionately affect them. The 
Government and regulators should ensure that any competitive advantage accruing to 
incumbents is not unfairly reinforced through regulation. 

Access to information and industry initiatives 

209. The industry itself may take actions which while intended to address real problems or 
make service improvements incidentally inhibit competition. For example, Tesco Bank 
raised the issue of ‘access to information’ in their submission to this inquiry. The 
information they were referring to concerned financial information—for example, around 
income and expenditure—about consumers which enables providers to offer appropriate 
products to consumers as well as the appropriate level of credit. Tesco described access to 
such information as “important to ‘ensure that we lend responsibly.’” Tesco Bank said that 
they faced barriers to acquiring such information about consumers because: 

the established banks routinely share current account data which can be used to 
calculate income and expenditure, as well as wider product holdings, through a 
closed user group.   

concluding that this placed “smaller players at a disadvantage.”335 

210. We quizzed Benny Higgins about this when he appeared before us. Mr Higgins told us 
that “unequivocally, there is a closed user group made up of the large banks and some of 
the other banks.”336 The eligibility criterion he told us was “one million current accounts” 
and that was why he described it as “a closed user group.”337 He argued the importance of 
having access to such data lay in “understanding affordability” and that, as a result, 
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“anyone who is lending in the UK should have access to that affordability data”.338 Tesco 
Bank later confirmed that they had indeed raised the issue with the OFT.339 

211. RBS Chief Executive Stephen Hester appeared to think it ironic that Tesco Bank were 
complaining about ‘access to information’ given that: 

Tesco’s great claim to fame in trying to penetrate financial services markets is their 
incredible database, which is no doubt proprietary to them, with the tens of millions 
of people who shop with them, which they intend to use to attack our market. I think 
that’s terrific. That’s their competitive edge. Let them use it. It will keep us on our 
toes, but it seems to me it’s much more likely to be the other way around in terms of 
benefit of access to data. That’s why they’re coming into the market, to use that.340 

 Subsequently, Callcredit—a Credit Reference Agency described on their website as experts 
in UK and international consumer information management—wrote to the Committee, 
explaining that “just over 4 years ago, Callcredit launched its unique Over-Indebtedness 
Initiative (OII) created in association with the UK’s leading high street banks” and in 
response to “growing concerns about borrower over–commitment”. The role of Callcredit 
is to facilitate the sharing of debt and income data which they told us “is available to both 
current account and non current account providers”. Such “credit data is shared by banks 
with Credit Reference Agencies (CRA’s) under the rules governing Principles of 
Reciprocity” and the banks do not “share data directly with each other.” The letter did not 
address Mr Higgins’s central charge that this was a closed user group with eligibility 
restricted to firms with over one million current accounts. Since then, Tesco Bank have 
sent a supplementary memorandum stating: 

As outlined in our written and oral evidence to the Treasury Select Committee’s 
inquiry into Competition and Choice in Banking, Tesco Bank remains concerned 
that access to information remains an advantage to large incumbent players. As a 
result of their evidence to the inquiry, we will discuss further with Callcredit to 
establish what can be done to create a more level playing field. 

212. We have heard evidence that suggests smaller banks are denied access to 
information about consumers that the large banks share with one another. We urge the 
OFT keep a close watch on the extent to which differential access to information 
disadvantages smaller banks. 

Competition and the new regulatory framework 

213. In our inquiry into Financial Regulation we considered whether the Consumer 
Protection and Markets Authority (as the proposal then was, now renamed the Financial 
Conduct Authority (FCA)) should have a competition remit and concluded that “The 
CPMA should have competition as a primary objective. This will benefit consumers 
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directly and indirectly. Not only will there be a greater choice available for consumers, but 
the transparency which effective competition brings should reduce the need for heavy-
handed regulation.”341 

214. The Government’s most recent paper proposes that the FCA should have a strategic 
objective “protecting and enhancing confidence in the UK” and three operational 
objectives: 

“a. facilitating efficiency and choice in the market for financial services; 

b. securing an appropriate degree of protection for consumers; 

c. protecting and enhancing the integrity of the UK financial system”. 

In addition there should be a general provision that “The FCA must, so far as is compatible 
with its strategic and operational objectives, discharge its general functions in a way which 
promotes competition.”   

215. The Government claims that its approach is appropriate because: 

• it focuses on the positive outcomes of greater competition, rather than on competition 
per se; 

• it reflects the fact that actions taken in pursuance of any of the operational objectives 
may impact on competition 

•  it reflects the Government’s approach of providing each authority with a single 
strategic objective to ensure clarity of purpose and focus—given this approach, the 
FCA’s competition mandate needs to be balanced carefully alongside its primary 
objective. The FCA will not be expected to pursue greater competition in a way that is 
incompatible with its strategic objective, or indeed any of its operational objectives; 

• furthermore, in key regulatory areas potentially impacting on competition, the PRA 
will have a major role, over which the FCA will have limited or no responsibility or 
locus —accordingly the proposed approach realistically reflects the way the FCA will be 
able to achieve better outcomes for consumers; and 

• it reflects the continuing role in this area of the competition authorities.  

216. We are disappointed that the Government has not gone further in making 
competition at least one of the operational objectives of the FCA. We repeat our earlier 
recommendation that the FCA should have competition as a primary objective. This 
will benefit consumers directly and indirectly. Not only will there be a greater choice 
available for consumers, but the transparency which effective competition brings 
should reduce the need for heavy-handed regulation. We do not understand how the 
FCA will be able to facilitate efficiency and choice in the market while treating 
competition as a secondary consideration. 
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6 Barriers to exit 

Too important to fail—too big to compete against? 

217. The ICB’s remit goes beyond competition to the structure of the banking system. The 
two are intricately linked. For there to be healthy competition it is important that there is, 
as far as is possible, a level playing field for all competitors. As we noted earlier, the 
important issue is that banks that are seen as systemically important and perceived as too 
important to fail may receive an unfair advantage. The Governor of the Bank of England 
explained in a recent newspaper interview that he considered there was still a problem that 
needed to be solved. “We’ve not yet solved the ‘too big to fail’ or, as I prefer to call it, the 
‘too important to fail’ problem. The concept of being too important to fail should have no 
place in a market economy.”342 Lord Turner in evidence considered that this was an issue 
that needed examining. 

A problem that we have to fix is that where there is a perception that some banks are 
too big to fail, they might clearly—and this is more to do with corporate customers 
and institutional investors—have a slight funding advantage, because people will 
deposit money with them at a lower price than they would with smaller banks. That's 
not the case, of course, at the retail customer level, because deposit insurance tends to 
even out the playing field for them.343 

218. Jayne-Anne Gadhia also considered that this was an issue and told us that “we have to 
make sure that there is no bank that is too big to fail. I do believe, therefore, that banks 
should be smaller than the very big banks are today.”344 She also believed that this was an 
issue that directly affected the competitive landscape. 

I think that switching of banks has become even less over the time of the crisis and 
that's been unfortunate. As trust has been eroded, I think people have been less ready 
to take the risk of switching accounts, so that, perhaps, has locked the market still 
further. I think, too, that when customers effectively get a sovereign guarantee on a 
big bank, why wouldn't they put their money in that bank while the market is in flux? 
I think that, as a consequence of the necessary response to the financial crisis—I have 
to say clearly, in terms of financial stability, it was very important—competition and 
the movement of customers have been reduced.345 

Clive Maxwell from the OFT explained that if market participants couldn’t fail the impact 
of competition would be limited. 

If you look at competition, the impact of competition is felt first within a firm, and it 
forces its management to think differently; second, you have rivalry between the 
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firms that exist in the marketplace; and, third, you have a potential for bigger 
dynamic change from new entrants coming into the market with disruptive 
technologies. I think if you have an absence of exit from a market it makes the 
second and third types of competition much less likely to occur.346 

The Financial Services Consumer Panel also considered that there was a problem that 
needed to be resolved so that small or new entrants could become real challengers. 

If the market is to be opened to more new entrants there needs to be resolution of the 
implicit Government subsidy of banks that are “too big to fail.” This distorts 
competition by weakening the ability of small or new entrants to become real 
challengers and destroys the functioning of an effective market.347 

Bob Diamond considered that Barclays was not “too big to fail” but explained that it was 
the diversification of their universal banking model which helped them be financially 
stable.  

No, I don't think Barclays is too big to fail. That's the simple answer; let me give a 
little bit more colour around it. I think the business model that we employ of the 
integrated universal banking model is an important starting position. It gives us great 
diversification of earnings, great diversification of our clients, but also great 
diversification of our deposits, both institutional and retail, and of our funding 
sources; we just raised money in dollars in the US late last week. So that 
diversification is a very important part of being financially stable.348 

219. The Bank of England’s Financial Stability report of December 2010 highlighted the 
subsidy available for the most important financial institutions.  

The distress or failure of a systemically important financial institution (SIFI) is likely 
to entail large-scale economic costs. These costs engender expectations of 
government support and so allow SIFIs to benefit from an implicit funding subsidy 
from taxpayers.349 

The report provided a chart which gave an estimate of government subsidy for banks and 
building societies in 2007, 2008 and 2009.  
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Figure 2: Estimated size of total implicit funding subsidy to UK Banks and Building Societies split by 
size (a)(b)(c) 

 

 
 

(a) The implicit subsidy is calculated by comparing the difference in funding costs calculated at end of 
year for individual UK banks and building societies, based on the difference in the average funding 
cost of UK financial institutions rated at the support rating and the average funding cost for UK 
financial institutions rated at the standalone rating. This difference is then multiplied by the rating-
sensitive liabilities of the bank or building society. 

(b) Rating-sensitive liabilities are defined as deposits from banks and other financials, financial liabilities 
designated at fair value, debt securities in issue (excluding securitisations) and subordinated liabilities. 

(c) The ‘large’ category includes Barclays, HSBC, Lloyds TSB and RBS. The ‘medium’ category includes 
Nationwide and Northern Rock (until 2008). The ‘small’ category includes Chelsea, Coventry, Leeds, 
Principality, Skipton, West Bromwich and Yorkshire building societies.  

Source: The Bank of England’s Financial Stability report, December 2010 

In each year the total subsidy for the large banks was the largest and in 2009 it was 
estimated to be over £100bn. However in 2007 and 2008 the medium sized banks and 
building societies (which included Northern Rock) were judged to have received the most 
subsidy relative to the size of their non-derivative liabilities. Interestingly in all years the 
small banks were judged to have received the lowest subsidy in proportion to their size. 

220. We asked the Financial Secretary about this large subsidy and the implications for 
competition. He agreed that there was a “legitimate argument” that it lead to problems for 
other competitors. 

I think there is an argument about the extent to which it undermines competition in 
the sense of whether there is an uneven playing field that that implicit support 
enables them to operate to the detriment of other players in the market. I think there 
is legitimate argument there.350 

He outlined four possible solutions to the problem. 
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You can have global capital surcharges on SIFIs, which is one way of doing it; you 
could go through subsidiarisation; you could have a split between retail and 
wholesale banking; or you could decide to do what Paul Volcker suggested, which 
was split off proprietary trading, which is a variation on the theme of Glass-
Steagall.351 

221. Sir John Vickers in his speech of January 2011 explained that one of the areas which 
the Independent Commission on Banking was looking at was the ring-fencing of retail 
banking from investment banking activities: 

One response to this concern could be somehow to ring-fence the retail banking 
activities of systemically-important institutions and require them to be capitalized on 
a stand-alone basis. A variant of this idea would be to require the ring-fenced retail 
banking activities to be relatively strongly capitalized, while adopting a lighter 
regulatory policy towards the other activities (if any) of banks, thereby focussing 
(and limiting) the need for heightened capital requirements on the key retail 
services.352 

222. Banks which are seen as too important to fail are also too big for fair competition. 
They receive an implicit subsidy to their funding costs placing them at an unfair 
competitive advantage to other smaller and less systemically important banks. It also 
means that providers who offer poorer quality or over–priced products face little threat 
of being forced out of the market, as they would do in any other industry. Solving the 
too big to fail problem is critically important from a competition as well as a financial 
stability perspective. The Independent Commission on Banking must address this 
problem which is crucial to achieving the objectives outlined in its terms of reference. 
We are encouraged by signs that it is already considering ring fencing as a possible 
solution which would provide a more level playing field to all market participants. 
Furthermore, we expect the Government to respond to our predecessor Committee’s 
Report on this issue when it responds to the ICB. 
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7 Conclusion  

223. Our inquiry has led us to conclude that further measures are required to promote 
competition in the retail banking sector and ensure improved outcomes for consumers. 
Poor consumer outcomes can be addressed by reducing barriers to entry and expansion 
—in order to promote greater competition between existing players and to encourage 
new entry. A focus on tackling concentration without tackling these issues would do 
little to promote a more competitive market. New and expanding entrants will only 
succeed in growing in key markets, such as the current account and SME markets, if 
impediments to their expansion—primarily problems with switching and the lack of 
transparency and comparability—are tackled.  

224. New entry and reductions in barriers to entry and expansion may alone prove 
insufficient to tackle the problem of ineffective competition. As a result, we would urge 
the Independent Commission on Banking to also seriously examine whether there is a 
case for further structural reforms, over and above the RBS and Lloyds Banking Group 
divestments, to reduce concentration and promote competition. In particular, we call 
on the Commission to ensure that the Government’s need to maximise revenue from 
the sale of the wholly or partly–state owned banks does not trump the creation of a 
more competitive environment or a more resilient banking sector. Indeed we believe 
that such a trade off does not exist in the long run—maximising competition through 
the divestments will ultimately bring longer–term economic benefits to the UK through 
a higher overall GDP and subsequent higher tax yield. 
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Conclusions and recommendations 

The landscape of retail banking in the UK 

1. The financial crisis has resulted in significant consolidation of the UK retail market. 
Well known firms such as HBOS, Alliance & Leicester and Bradford and Bingley 
have either exited the market or merged with rival firms. A large number of building 
societies have merged, undermining the diversity of provision in the sector. Whilst 
these ‘rescues’ were necessary in order to preserve financial stability, the consequence 
has been to reduce competition and choice in the market. (Paragraph 27) 

2. There has been a clear increase in concentration levels in parts of the retail market. 
Indeed, concentration in many sectors of the market is now higher than when Sir 
Donald Cruickshank examined competition in retail banking, particularly in the 
personal current account and SME markets. The five large banks—Lloyds Banking 
Group, RBS, Barclays, HSBC and Santander—have an overwhelming 85% share of 
the personal current account market. In 2008 the market for SME liquidity services 
was dominated by just four firms who shared 80% of the market. Other parts of the 
retail market such as those for savings products and loans, where the number of 
participants is larger, are less concentrated. (Paragraph 38) 

3. Whilst the level of concentration is just one measure of competition in a market, it is 
important. Concentrated markets also make it easier for firms to collude by making 
it easier for competitors to monitor each other. If banks imitate the products and 
services of their competitors the intensity of competition is reduced and this can lead 
to a consumer perception that there is no real difference in the products and services 
of the major banks. (Paragraph 39) 

4. Lloyds Banking Group said utilities, grocery retail and mobile telecommunications 
are more concentrated than the retail banking sector. However, we note that all the 
industries highlighted for comparison are either directly regulated (such as utilities) 
or have themselves been subject to multiple competition inquiries and regulatory 
interventions (grocery retail, mobile telecommunications, retail broadband and Pay 
TV). (Paragraph 43) 

5. We disagree strongly with the assertion that the UK retail banking market is 
contestable. A market is contestable if entry and exit barriers are low and whilst this 
may be the case in certain parts of the retail market, it does not appear to be the case 
in parts of the personal current account and SME markets. Furthermore, the 
financial crisis has demonstrated that exit barriers in the UK banking market are 
anything but low. (Paragraph 44) 

6. We note the argument of the large banks that there is no necessary link between 
concentration levels and the degree of effective competition. Indeed, we agree that 
certain markets are highly competitive whilst on some measures also being highly 
concentrated. Nevertheless, the bulk of our evidence argued that the banking market 
was not competitive. Like the Independent Commission on Banking we consider 
there is “a tendency, all else equal, for markets to be less competitive when more 
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concentrated”; it is legitimate to be concerned about the state of competition in the 
retail banking sector. (Paragraph 50) 

7. Competition policy should maximise the benefit to the consumer. Our evidence 
suggests that this is not happening. The large banks perform poorly on many 
consumer satisfaction surveys relative to other providers. Survey evidence 
consistently shows customers are dissatisfied by service quality and the lack of real 
choice on offer in the marketplace. In a genuinely competitive market we would 
expect firms which provide superior service, choice or prices to gain significant 
market share from rival firms, but we see little evidence that this is happening.  
(Paragraph 58) 

8. The large banks have told us that ultimately consumers will benefit from lower prices 
resulting from the economies of scale and synergies provided by larger more 
diversified banks. We agree that there are economies of scale/minimum efficient 
scale in retail banking which will ultimately limit the total number of firms in the 
market. However, we question whether the need for economies of scale justifies 
banks having a 30% share of the market or whether such benefits, if they exist, will be 
passed onto consumers in a market where competition is deficient. Indeed, such 
economies of scale benefits are likely to be outweighed by the negative impact on 
competition by those providers who are perceived to be ‘too big to fail’.  (Paragraph 
61) 

The current account market and switching 

9. We are concerned by the significant increase in concentration in the personal 
current account market in particular and the dominance of a handful of large banks. 
Despite the larger banks’ protestations, we consider the current account remains a 
“gateway” product which means dominance in this market by the large banks has 
competition implications elsewhere in the sector. This means that barriers to 
competition in the personal current account market need to be scrutinised 
particularly carefully. (Paragraph 65) 

10. The distinguished list of financial services experts unable to tell us the cost to them of 
their current account indicates a serious problem. If they cannot estimate the cost of 
their accounts, we hold little hope that members of the public are able to do so. 
Greater disclosure of information on cost is a pre-condition to greater competition 
in this market. (Paragraph 77) 

11. So–called free banking is not free. The term free–in–credit banking is a misnomer, 
given that consumers with positive balances pay through interest foregone. It 
misleads the consumer. It is also clear that so–called free banking has important 
distributional consequences. A minority of consumers, often those on lower 
incomes, pay explicit charges associated with overdrafts. This results in high prices 
and poor outcomes for a sub-set of consumers. Meanwhile, other consumers, often 
on higher–incomes do not pay explicitly for their current account provision, in spite 
of the fact that their PCA provision clearly does incur a cost to the provider. Whilst it 
is undesirable from the perspective of ‘fairness’, cross-subsidy is not always wrong. 
For example, cross–subsidy exists in the airline industry where customers who book 
early are cross–subsidised by those who book later. However, pricing is far more 
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transparent and customers can easily switch airline provider. These conditions are 
not currently present in the personal current account where cross–subsidy is opaque 
and switching costs are high.  (Paragraph 80) 

12. Sir Donald Cruickshank identified problems with price transparency and the 
difficulty of comparing products in his 2000 report on competition in the banking 
sector. Over a decade on those problems remain acute. The OFT is working with the 
banks to try to ensure greater transparency. It is vitally important to ensure 
information is provided in a way which enables meaningful comparability. We 
believe that, as a matter of priority, the OFT and the banks must examine how best to 
present information to consumers on net interest foregone. ‘Information overload’—
the tendency to simply ‘flood’ consumers with information, acting to increase 
consumer inertia must be avoided.  (Paragraph 87) 

13. The predominance of so–called free banking in the UK appears to suggest a clear 
consumer preference for this particular model. However, consumers are not 
provided with sufficient information about charges to make an informed choice. The 
predominance of this model prejudices competition in the personal current account 
market by obscuring those costs, and probably also by increasing the advantages 
enjoyed by existing banks. Greater transparency will alter consumer behaviour not 
least by revealing the hidden charges inherent in the free-in-credit model. Complex 
regulatory interventions in the market to constrain free banking could well be 
counterproductive to competition and are likely to increase costs to business and the 
consumer. However measures to increase transparency do not carry these 
disadvantages. We strongly support the OFT’s efforts to improve the information 
that banks give on costs and charges. We recommend that the Independent 
Commission on Banking should examine the impact of free-in-credit banking on 
competition in the personal current account market, and, in particular, what is 
appropriate action to ensure the provision of adequate information to consumers to 
enable them to make meaningful choices. (Paragraph 98) 

14. Given that a much greater share of the market is likely to be taken in by the internet 
in later years it is surprising how little work has been done to improve security, and 
the lack of detail apparently available to the police concerned us. We recommend 
that the regulatory and competition authorities return to this. (Paragraph 109) 

15. Competition can only be effective if consumers feel confident in switching to new 
providers. Although there is evidence that the system has improved, the perception 
remains that there are still risks involved in switching, and levels of switching remain 
low. We believe it should be possible to find technical ways of making switching 
easier without excessive cost—one such suggestion has already been submitted by 
Cut Loose. We recommend an independent technical study should be done into how 
account portability could operate. There are also ways in which switching can be 
made easier without new technical infrastructure. These need to be explored more 
urgently by the regulator. This should include provisions that the provider, not the 
customer, should be penalised if things go wrong.  (Paragraph 121) 
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Competition for SME business 

16. The Merlin Agreement is welcome. We hope that it does deliver the amount of SME 
lending that it promises, and given that there remains scepticism about this we shall 
examine the Bank of England’s reports carefully. We are also concerned that the 
FSA’s requirements on capital may inhibit the lending that is needed.  (Paragraph 
130) 

17. The debate on SME banking has often only been focused on the availability and cost 
of credit. Good customer service for SMEs can be as, or even more, important to 
SMEs. Competition and the ability to switch, is the most important spur to better 
service. (Paragraph 134) 

18. There are still very high levels of market concentration for SME banking even though 
the sale of some of the RBS branches to Santander means the ‘Big 4’ in the SME 
sector could in future become the ‘Big 5’. Two ‘challenger’ banks which were cited in 
2007 as a sign of improving competition have since been subsumed into larger 
banks. (Paragraph 135) 

19. The importance of branches to many SME customers presents a significant barrier to 
new entrants and therefore to competition. We recommend that the Independent 
Commission on Banking considers solutions such as an improved Inter Bank 
Agency Agreement and neutral shared branches as part of its remit to promote 
competition in banking. (Paragraph 139) 

20. Potential entrants to the SME market are faced with the same problems of customer 
inertia and fear of the switching process as face those entering the personal current 
account market. SMEs need access to a branch network and staff who understand 
their circumstances. It is unsurprising that the growth of new entrants in this market 
is slow. It is all the more important that Government policies positively encourage 
them and are designed in ways that recognise the challenges they face.  (Paragraph 
142) 

21. While we welcome the Government initiatives to increase equity investments, they 
are very small in comparison to the £10 billion extra lending pledged from large 
banks as part of the ‘Merlin’ agreement. Non-bank funding such as equity or web 
based lending may increase the competitive pressures on banks but there may be 
limits to their attractiveness. SME owners may not wish to dilute their equity or may 
find debt financing more tax effective; lenders may consider direct lending to small 
businesses unduly risky. We recommend that the Independent Commission on 
Banking consider the extent to which non-bank lending can offer competition for 
banks and whether there are ways to increase the attractiveness of other sources of 
financing. In particular they should consider the effects of the regulatory and fiscal 
framework—such as the different tax treatment for debt and equity. (Paragraph 146) 

Encouraging greater competition and new entry 

22. Some new entrants, for entirely sound commercial reasons, initially plan to restrict 
their branches to certain geographical locations. This means that competition and 
choice may improve in certain areas whilst other areas will benefit much less from 
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new entry into the market. This is an issue of particular importance given evidence 
we have received that concentration levels and so–called ‘regional monopolies’ are 
higher in areas like Scotland and Northern Ireland or certain English regions than in 
other parts of the country. (Paragraph 156) 

23. Given the continuing importance many consumers attach to a branch network 
especially for current account services, new entrants without access to an extensive 
branch network will be at a considerable disadvantage to established banks for the 
foreseeable future. (Paragraph 157) 

24. The sale of the RBS divestments to Santander was a missed opportunity to inject 
more competition into UK retail banking. Whilst Santander may have met the EU 
state aid criteria and enjoyed only a small share in the SME market, it was already a 
leading player in other areas. (Paragraph 167) 

25. The RBS divestment goes to the heart of the trade off between maximising revenue 
and increasing competition. If the divestments had been sold to some of the other 
potential bidders it might (in the words of RBS) have represented “a straight 
giveaway from the taxpayer.” However, whilst acceptance of an alternative bid may 
not have maximised short–term revenue for RBS and the taxpayer as the majority 
shareholder, it might have provided a greater impetus to competition in the sector.  
(Paragraph 168) 

26. The RBS divestment to Santander illustrates the importance of giving greater 
consideration to competition when considering divestment policy. There may be a 
trade off between maximising revenue from the divestments by the part–state owned 
banks, and maximising the increase in competition through the divestments. The 
creation of a more competitive retail market is essential to secure lasting benefits for 
consumers. Maximising competition through the divestments will ultimately bring 
greater longer–term economic benefits to the UK through a higher overall GDP and 
subsequent higher tax yield. (Paragraph 173) 

27.  Whilst none of the large five banks will be able to bid for the Lloyds divestments, we 
still believe a public interest test based on competition considerations should apply 
both to the Lloyds divestments and the sale of Northern Rock. A failure to introduce 
such a test would be tantamount to admission that the Government has no real 
interest in promoting competition and is concerned solely with revenue 
maximisation. (Paragraph 174) 

28. Lloyds Banking Group is currently the market leader in most parts of the retail 
market. In some segments, Lloyds market share is almost double that of its nearest 
competitor. As yet, there has been no assessment to see what impact Lloyd’s strong 
position has had on competition in the retail market. We are concerned by the 
emergence of such a powerful player in the retail market and the potential 
competition implications. The divestments required by the EU will go some way 
towards addressing this concern as well as (in conjunction with the RBS divestments) 
reducing concentration levels in the sector. That said, Lloyds Banking Group will 
retain a leading position in many market segments even post–divestment.  
(Paragraph 180) 
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29. Government credibility would be undermined if a merger arrangement approved by 
one administration was unpicked by another. This would risk politicising 
competition policy, create incentives for political lobbying and create considerable 
uncertainty for business. However, we do not believe that the need to respect the 
merger should inhibit the Independent Commission on Banking from proposing 
radical changes to the market as a whole, if it thinks this is necessary to promote 
competition and choice. (Paragraph 181) 

30. We welcome the Government’s intention to foster diversity and promote mutuals. 
This will only be possible if both Government and regulators take the sector into 
account from the very beginning of the policy making process. The evidence we 
received from the sector confirms our concern that this is not the case. In the Plan for 
Growth the Government has said it will “assess whether changes are required to 
update building societies legislation.” We will study that assessment carefully. All 
market participants should be consulted at all stages on the basis that a level playing 
field exists for mutuals compared to companies based on the PLC model. To clarify 
matters and allay the concerns of the mutual sector the Treasury, working with the 
regulator, should set out the terms of the Government commitment to bring forward 
“detailed policies to foster diversity in Financial Services and promote mutuals.”  
(Paragraph 188) 

31. The Committee also took evidence regarding the arguments over whether mutuals 
are treated fairly by the FSCS, where the arguments are finely balanced. We 
recommend the FSCS levy should be reviewed as a matter of priority. (Paragraph 
189) 

32. There are attractions to the mutual model. A remutualisation would certainly lend 
credibility to the Government’s desire to foster diversity and promote mutuals. We 
would urge UKFI, notwithstanding the timescales for a return on its investment to 
the taxpayer, to honour that commitment by giving due consideration to a mutual 
option when considering the disposal of Northern Rock. This should be facilitated by 
taking expert advice on re-mutualising Northern Rock, placed at the appropriate 
time in the public domain. (Paragraph 196) 

33. The Financial Services Authority has made changes to the bank authorisation 
process which appear to have improved the process for firms seeking authorisation, 
though it remains difficult for applicants to be certain of the rules on suitability. We 
welcome these changes and will monitor their effectiveness. (Paragraph 205) 

34. We have been told that the Basel II capital requirements currently disadvantage small 
banks. The move to Basel III may remove some of the disadvantages smaller banks 
face compared to their larger competitors. However smaller banks may suffer higher 
fixed costs of compliance which will disproportionately affect them. The 
Government and regulators should ensure that any competitive advantage accruing 
to incumbents is not unfairly reinforced through regulation. (Paragraph 208) 

35. We have heard evidence that suggests smaller banks are denied access to information 
about consumers that the large banks share with one another. We urge the OFT keep 
a close watch on the extent to which differential access to information disadvantages 
smaller banks. (Paragraph 212) 

Embargoed copy, not be reported in full, 

or in part, before 00.01 2 April 2011



90    Competition and choice in retail banking 

 

36. We are disappointed that the Government has not gone further in making 
competition at least one of the operational objectives of the FCA. We repeat our 
earlier recommendation that the FCA should have competition as a primary 
objective. This will benefit consumers directly and indirectly. Not only will there be a 
greater choice available for consumers, but the transparency which effective 
competition brings should reduce the need for heavy-handed regulation. We do not 
understand how the FCA will be able to facilitate efficiency and choice in the market 
while treating competition as a secondary consideration. (Paragraph 216) 

Barriers to exit 

37. Banks which are seen as too important to fail are also too big for fair competition. 
They receive an implicit subsidy to their funding costs placing them at an unfair 
competitive advantage to other smaller and less systemically important banks. It also 
means that providers who offer poorer quality or over–priced products face little 
threat of being forced out of the market, as they would do in any other industry. 
Solving the too big to fail problem is critically important from a competition as well 
as a financial stability perspective. The Independent Commission on Banking must 
address this problem which is crucial to achieving the objectives outlined in its terms 
of reference. We are encouraged by signs that it is already considering ring fencing as 
a possible solution which would provide a more level playing field to all market 
participants. Furthermore, we expect the Government to respond to our predecessor 
Committee’s Report on this issue when it responds to the ICB. (Paragraph 222) 

38. Our inquiry has led us to conclude that further measures are required to promote 
competition in the retail banking sector and ensure improved outcomes for 
consumers. Poor consumer outcomes can be addressed by reducing barriers to entry 
and expansion—in order to promote greater competition between existing players 
and to encourage new entry. A focus on tackling concentration without tackling 
these issues would do little to promote a more competitive market. New and 
expanding entrants will only succeed in growing in key markets, such as the current 
account and SME markets, if impediments to their expansion—primarily problems 
with switching and the lack of transparency and comparability—are tackled.  
(Paragraph 223) 

39. New entry and reductions in barriers to entry and expansion may alone prove 
insufficient to tackle the problem of ineffective competition. As a result, we would 
urge the Independent Commission on Banking to also seriously examine whether 
there is a case for further structural reforms, over and above the RBS and Lloyds 
Banking Group divestments, to reduce concentration and promote competition. In 
particular, we call on the Commission to ensure that the Government’s need to 
maximise revenue from the sale of the wholly or partly–state owned banks does not 
trump the creation of a more competitive environment or a more resilient banking 
sector. Indeed we believe that such a trade off does not exist in the long run—
maximising competition through the divestments will ultimately bring longer–term 
economic benefits to the UK through a higher overall GDP and subsequent higher 
tax yield. (Paragraph 224) 
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