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“The overall story of the quarter was one of solid volume and revenue
growth, although several sub-sectors expect a slowdown”

The 70" CBI/PricewaterhouseCoopers financial services
survey shows the industry’s overall level of confidence
improving slightly, with most of the major sub-sectors
reporting steady or improved sentiment. The overall story
of the quarter was one of solid volume and revenue growth,
although several sub-sectors expect a slowdown in the
coming months. Nonetheless, it was pleasing to see that,
on aggregate, activity increased across all customer
segments. Further growth is also predicted from retail and
commercial customers alike.

The only major sub-sector reporting a downturn in
sentiment was the life insurance industry, where sentiment
was affected by stock market fluctuations and increasing
competition. A topical question also revealed that
December’s white paper ‘Personal Accounts: A new way to
save’ is giving the life companies pause for thought about
their medium-term outlook. In contrast, the responses of
fund managers - who should be well placed to capitalise on

Figure 1: “The only major sub-sector reporting a
downturn in sentiment was the life insurance industry”

the planned changes - imply that they have yet to make a
full assessment of the proposals’ potential impact on their
business prospects.

The healthy volumes reported during the quarter have not
translated into stronger profitability for every sub-sector.
Margin pressures were reported across many areas of the
industry, and as their businesses have grown many
financial services companies have allowed their cost bases
to expand. A jump in staff turnover — not altogether
surprising in the first quarter of the year — was the key
driver of expense growth.

Looking to the year ahead, the industry’s capital
expenditure plans continue to be broadly upbeat.
Spending on regulation and compliance remains a key
theme, especially among sub-sectors most exposed to the
impact of MiFID.
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Banking

Overall sentiment in the banking sector remained steady
for the third quarter running, with respondents reporting no
change in their levels of confidence. However, most of the
banks’ other responses remained positive, in spite of the
economic and regulatory pressures acting on the sector.
Volumes of business during the quarter were higher than
had been expected, and a balance statistic of +65% expect
further improvement in the coming three months. Business
with industrial and commercial companies grew,
confounding the negative forecasts of December, and
further expansion is predicted for the coming months. This
is consistent with the strong levels of corporate
transactions seen during the early months of the year, and
represents an encouraging indicator for the economy at
large. Activity with private individuals too was reported to
have increased, and a balance statistic of +67% expect
buoyant demand for savings and the still-growing mortgage
market to deliver further growth.

The banks report a downward trend in net interest income.
Average spreads are predicted to contract by the largest
balance statistic in ten years, reflecting both the
competitive pressures at work in the sector and changes in
mix, particularly in the personal sector where a greater
proportion of new lending has been in fine margin
mortgages. In contrast, a balance statistic of +36% expect
fee income to grow, despite recent media and political
interest in retail banking charges. The banks have
maintained tight control on the costs side, despite a jump in
staff turnover during the period. The value of non-
performing loans grew in line with expectations, but is now
predicted to stabilise even though delinquencies in the
unsecured consumer portfolio are expected to continue
climbing. It is therefore surprising to see that a balance
statistic of +36% of banking respondents expect to grow
unsecured consumer lending in the coming quarter, a
turnaround from the previous survey. This is a particularly
unexpected result given the recent public statements of
caution made by some of the banks.

Looking to the future, the banks expect to maintain positive
levels of capital expenditure over the coming year, with an
eye to efficiency gains and reaching new customers.
However, considering the regulatory environment facing
the sector it is remarkable that growth in compliance-
focused expenditure appears modest. Perhaps the banks
are simply becoming accustomed to the ongoing expansion
of their compliance burden.
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Building societies

A balance statistic of +4% of building societies feel more
confident about their business situation, their first positive
response in a year. The rally in sentiment points to a sense of
relief that house prices and the mortgage market have
remained stable, despite the interest rate increases of 2006.
The stabilisation in sentiment is in contrast to the sector’s other
responses, which have a downbeat feel. Volumes of business
and levels of income were reported to have been stable during
the quarter, but there are negative predictions for activity and
revenue in the coming period. Business with the all-important
retail segment shows a similar profile, having increased during
the past three months, but now being predicted to decline by a
balance statistic of -14%. All these results reflect the
consensus view that the UK mortgage market is likely to slow
to mid-single digit growth rates in 2007. In the context of a
slowing market, the societies continue to report erosion of
spreads, with a balance figure of -89% experiencing pressure
during the period. Again, this is not unexpected considering
the intense competition in the vanilla mortgage market, or the
recent flattening of the yield curve which has restricted the
sector’s ability to make a spread between short term deposits
and long term lending. More positively, pressure on spreads is
expected to ease — if not reverse — in the coming months, and
this is reflected in the societies’ stable predictions for
profitability.

As had been predicted, non-performing loans were reported to
have grown by a strong majority of respondents. However this
trend is now expected to stabilise, and any increases are likely
to be have been very modest in absolute terms. When looking
to the coming year, the societies have not changed their
investment plans or business outlook since December. One
notable response is that 85% of respondents — the most in
over two years - see regulation as a potential limitation on their
business. This may be a reflection of recent press interest in
mortgage exit administration fees, and the concern that this
could lead to greater regulatory scrutiny in the year ahead.

General insurance

The overall confidence of general insurers improved slightly
during the period. A balance statistic of +2% reported greater
optimism, the first positive shift in over a year. The improved
volumes of business predicted in the last survey came through
during the quarter and premiums have also increased. The
majority of growth continues to be driven from personal lines,
although predictions for volumes and premium income point to
more modest improvements in the coming quarter.

The survey shows significant growth in the value of insurance
claims, reported to have climbed a balance statistic of +89%,
as the propensity to claim and the average value of claims
continue to increase. Operating costs were also reported to
have grown by a balance statistic of +58%, with staffing costs
apparently the major driver. A substantial majority of
respondents saw staff turnover accelerate during the period,
and a balance statistic of +67% said that staffing costs had
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increased as a proportion of total expenses, the strongest
such response in over fifteen years. Spending on
regulatory compliance is also on an upward trend, with a
balance statistic of +80% expecting to spend more on this
area in the coming year.

Given the upward pressures on claims and operating costs
it seems reasonable to suppose that, in spite of higher
rates, combined ratios are coming under pressure. This
conclusion is supported by the fact that a decline in
profitability was reported, despite three-quarters of
respondents having seen an increase in the value of
investment income.

Life insurance

Life insurers report a decline in confidence, with a balance
statistic of -36% feeling less optimistic about their business
situation. Activity levels continued their positive trends
during the quarter, so the weakening of confidence is
probably attributable to the stock market fluctuations of
early March, continuing growth in the value of contracts
being surrendered, and uncertainty over the implications of
the proposed National Pension Savings Scheme (NPSS).

In the shorter term, the increase in the value of
surrendered contracts reported by a balance statistic of
+50% is a very significant development. As some insurers
have commented, the growth in surrenders is largely
attributable to last year’s ‘A-day’, which has led to transfers
of business into SIPPs and a greater degree of churning
between pensions. Another factor at work may be
customers of the increasing number of closed life funds
transferring their business into live funds. In both cases
the effect is to depress margins, as demonstrated by the
downbeat prediction for the value of new business and the
decline in overall profitability reported by a balance statistic
of -36%.

Looking to the longer term, December’s white paper
‘Personal accounts: a new way to save’ has clearly had a
real impact on the sector’s view of its future. When asked
to assess the effect of NPSS Personal Accounts on the
sector’s provision of retirement products, 72% of
respondents stated that the proposals would have a ‘major
impact’. Itis also interesting that respondents do not
expect to see any change over the next two years, but that
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86% expect to feel the effects in three to four years’ time as the
new scheme comes into effect.

Securities traders

Securities traders report their most confident outlook for a year,
with a balance statistic of +40% feeling more optimistic. Most
other responses are also upbeat, but it is worth noting that the
survey period straddled the stock market turmoil of early
March, so the results may smooth over some contradictory
responses.

When asked about their levels of business and income during
the quarter, traders’ responses show a more positive picture
than had been predicted at the previous survey. Activity and
revenues were seen as having grown for the second period
running, in contrast to the cautious predictions made in
September and December. Once again though, expectations
for the coming quarter are less confident, with volumes and
revenue streams expected to level off. It is also noticeable that
private individuals are the only customer segment expected to
generate more business in the coming quarter. It will be
interesting to see if these hopes are fulfilled, given the recent
gyrations of the stock market.

In addition to the good levels of activity reported during the
quarter, traders’ optimism was supported by an apparent
absence of margin pressure. The result was that despite
having grown its cost base during the period, the sector
reported its first improvement in profitability for three quarters.
It is also interesting to note that the predicted spike in staff
turnover did not materialise, questioning the common
perception that spring is the time when City employees bank
their bonuses and move jobs. Looking to the coming year, the
most notable theme that emerges is that of regulation. For the
second quarter running, all respondents expect to spend more
on compliance in the coming year and three-quarters see
regulation as a major driver of capital expenditure plans. This
increase is clearly a response to the approach of MiFID and a
fear that over-engineering may drive higher levels of expense.
The challenge for securities houses is to engage with the full
implications of MiFID whilst avoiding scope creep and ensuring
cost effective implementation.
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Figure 2: “Spending on regulation and compliance remains a key theme,
especially among sub-sectors most exposed to the impact of MiFID”
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Fund managers

Confidence in the fund management sector continues to
swing between positive and negative results, with a
balance statistic of +53% feeling more upbeat than in the
prior quarter. This is the most positive result of all the
major sub-sectors, and for the first time in several quarters
the headline level of optimism seems to fit with the sector’s
other responses, which are broadly upbeat. Fund
managers report a quarter of growing volumes and buoyant
income, with the value of fees reported to have grown by a
balance statistic of +74%. Levels of growth are expected
to cool over the next three months, but this is hardly
surprising considering the impending end of the tax year.
The fact that activity with all customer segments is also
predicted to increase going forward gives the sector further
grounds for encouragement.

In terms of the longer term outlook, the sector’s response
to the recent Pensions white paper is, on the face of it,
surprisingly modest. No fund management respondents
expect the proposals to have a ‘major’ impact on their
provision of retirement products, only 26% anticipate a
‘significant’ effect and 60% predict little impact or feel they
will be unaffected. These responses may indicate
uncertainty over the long term opportunities represented by
the white paper, or concerns that any volume growth will be
offset by margin pressure. However, the results could also
mask contrasting views between retail and institutional
respondents, or between larger and smaller fund
managers, each of which is likely to have distinct views on
the implications of the proposed Personal Accounts.

Encouraged by higher activity levels, fund managers
continue to report strong growth in operating costs, with a
balance statistic of +87% expecting further expense
inflation in the coming quarter. Staffing costs are the major
driver, as houses compete for increasingly highly-priced
talent. Staff turnover was reported to have grown by a

balance figure of +40%, leading every fund management
respondent to report an increase in staff expenses as a
percentage of total costs.

Looking to the coming year, fund managers plan to increase
their capital expenditure on IT. While improved efficiency
remains the most important driver of spending, legislation and
regulation now ranks more highly as a reason to invest than at
any point in the past year, as the requirements of MiFID and
UCITS Ill become more apparent to the sector.

e-business

Levels of customer e-business adoption continue to advance at
the same modest rate seen in recent quarters, with
approximately one in four customers at the typical financial
services company transacting over the internet. As at the last
survey, respondents are expecting adoption rates to tail off,
although more than half continue to predict further growth in
the total value of internet business.

Underpinning the expected slowdown in growth are the two
most persistent barriers to customer adoption, namely
preference for other channels and concerns about security and
data protection. Security concerns in particular have reached
their highest levels since mid-2006, reflecting some
embarrassing failures of data security that have received
widespread recent press coverage. The problem of ‘phishing’,
has also reached an increasingly wide level of public
awareness. This in turn has encouraged the banks to plan
upgrades to their online authentication safeguards, although in
most cases these improvements have yet to be realised.

With many customers proving reluctant to move online,
financial services providers continue to encourage
intermediaries to transact with them over the internet.

However this too is proving to be a challenge, with the average
level of e-business adoption by intermediaries remaining at
around one in four for the typical survey respondent. Since the
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industry is prevented from using financial incentives to
move intermediaries online, they are restricted to offering
greater and more easily accessible information via the
internet. Even if some financial services companies have
been successful at generating business in this way, the
survey results suggest that this strategy is not yet
delivering rapid growth across the industry as a whole.

About this survey

The survey was carried out between 22" February and 7"
March 2007. A total of 70 companies responded including
banks, building societies, finance houses, securities
traders, fund managers, commodity brokers, private equity
firms, insurance companies and insurance brokers.

If you would like to participate in the survey, please contact
Jonathan Wood at the Confederation of British Industry
(email: jonathan.wood@cbi.org.uk)

Financial Services Survey
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Further contacts

Copies of the full survey are available from the
Confederation of British Industry, tel: 020 7395 8071, email
address bookshop@cbi.org.uk. The price for a single
quarter for members is £60 and for non-members £95; an
annual subscription for members £210 and for non-
members is £360.

For further information about this bulletin, please contact
Tina Mayo, PricewaterhouseCoopers on 020 7212 2371.

To discuss the implications for the various sectors, please
speak to your usual PricewaterhouseCoopers contact or
one of the following on 020 7583 5000.

Banking and Building Societies
John Hitchins

Capital Markets

James Worsnip

Fund Management
Pars Purewal

Insurance
Clare Thompson

E-business
Chris Potter

This bulletin is produced periodically to address important issues
affecting the financial services industry. If any of your colleagues
would like to be added to the mailing list or if you do not wish to
receive further editions, please write to:

Tina Mayo

PricewaterhouseCoopers

Southwark Towers, 32 London Bridge Street
London SE1 9SY

or send an email to: tina.mayo@uk.pwc.com

Financial Services Survey

PricewaterhouseCoopers (www.pwc.com) provides industry-focused
assurance, tax and advisory services for public and private clients.
More than 140,000 people in 149 countries connect their thinking,
experience and solutions to build public trust and enhance value for
clients and their stakeholders.

(Unless otherwise indicated, "PricewaterhouseCoopers" refers to
PricewaterhouseCoopers LLP, a limited liability partnership in the
United Kingdom. PricewaterhouseCoopers LLP is a member firm of
PricewaterhouseCoopers International Limited each of which is a
separate and independent legal entity.)

PRICEWATERHOUSE(COPERS




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


