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Section A

Answer EITHER Context 1 OR Context 2.

EITHER

Context 1 Total for this context: 40 marks

Competition in UK Banking
Study Extracts A, B and C and then answer all parts of Context 1 which follow.

Extract A: Customers switching personal bank accounts in 2016
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Extract B: Gradual change in the UK banking market

There have been 11 separate inquiries into the banking sector in the past 17 years but not
much has changed. As in 1999, the Big Four of HSBC, Barclays, RBS NatWest and Lloyds
dominate the market with a combined market share of 75%. A 2017 inquiry by the

Competition and Markets Authority (CMA) concluded that banks do not feel enough pressure

to compete on price or quality, leading some to call for the Big Four to be split into a number 5
of smaller banks. Nevertheless, the personal account market has changed, with an increase

in product innovation, suggesting that competition is working. Whilst ‘free if in credit

accounts remain dominant, a third of newly opened accounts charge fees in exchange for a
premium rate of interest or cashback on purchases.

Last year fewer than 1 million customers (from a total 70 million) switched accounts, though 10
switching rates may not be the best indicator of competition. The market lacks the same
prompts to switch as other markets, such as the annual cost of renewing car and house
insurance. The personal account market is therefore more static than energy,
telecommunications and insurance. Ultimately, consumers do not operate like economists,
rationally examining each product in detail and securing the best deal. Some of the 15
stickiness in the market also derives from higher satisfaction rates (91%) than other sectors.

The CMA inquiry is unlikely to worry the Big Four as the most significant proposed reform
amounts to little more than a new app to help customers switch accounts. The idea is that
people will be more inclined to switch if they have transparency about charges and interest
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rates. Greater contestability, with more customers switching and the entry of new players,

has improved value for money for all customers, not only switchers. Revenue per active
account has fallen by 17% in real terms since 2006, as banks offer higher rewards to keep

or win customers. While the new entrants have yet to grow to a significant size, mi ized
providers like Santander have grown their market share. From this perspective, breaking up
the Big Four may seem to be too extreme a measure. 25

Source: News reports, August 2017
Extract C: The rise of challenger banks

As the first new high street bank in 150 years, Metro Bank promises to operate distinctively:
longer opening times than its rivals, instant debit cards for new account holders and
eye-catching initiatives such as in-store dog water bowls. There are plans to grow its branch
network from 48 to 110 by 2020. This bucks the UK trend for closing bank branches, more
than 8000 of which have disappeared from high streets in the past 25 years. Metro Bank's
Chief Executive Officer said of the big banl They act like oligopolies are supposed to:
they under-inve: nder-serve and they take you for granted.”

Many of the major banks suffer from inefficient, outdated IT infrastructure which limits their
ability to reduce prices. They may also suffer from diseconomies of scale, given the size of
their workforce and the breadth of their operations. There is ample opportunity for new 10
players to enter the sector.

Metro Bank may take years to grab meaningful market share in the UK. Its straightforward
business model involves opening new branches, collecting deposits and lending these funds

to borrowers. This is safer than the riskier funding methods deployed by the some of the

banks that failed during the financial crisis, but is unlikely to generate rapid growth. Even so, 15
its customer focus puts pressure on dominant banks to improve their service.

Source: News reports, August 2017
Using Extract A, calculate the ratio of customers gained to customers lost by
Nationwide. Give your answer correct to one decimal place.

[2 marks]

Explain how the data in Extract A show that the market power of the Big Four
banks is weakening against competition from smaller rivals.
[4 marks]

Extract C (lines 10—11) states that ‘There is ample opportunity for new players to
enter the sector.”

With the help of a diagram, explain how the lowering of barriers to entry in the
banking market might lead to lower prices and a situation in which banks make
normal profit.

[9 marks]

Extract B (lines 4-6) states that ‘banks do not feel enough pressure to compete
on price or quality, leading some to call for the Big Four to be split into a number of
smaller banks.’

Use the extracts and your knowledge of economics to assess the view that the
government should intervene further in the banking sector to promote greater
competition.

[25 marks]
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