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Introduction

How significant are the effects of the financial crisis on the future structure of the banking
sector?

Clearly, the crisis is leading to major changes in the capital, liquidity and accounting
regimes for banks. But might the crisis also open up the sector to new competitors on a
scale not seen before? Is the distrust of mainstream banks now so deep that ambitious
companies in other sectors have an unparalleled opportunity to become major providers of
banking services?

Opportunities for “non-banks” to enter the market have been discussed many times before.
A 1994 study for the American Bankers' Roundtable concluded that "banking is essential
to a modern economy; banks are not." Commentators forecast that companies from
outside banking would use their stronger grasp of information technology and customer
service to shake-up financial services, taking lucrative business away from cautious and
insular banks.

In many markets, retailers were seen as the biggest threat. Their strong brands,
marketing know-how, existing store networks and store and loyalty cards offered a
potential entry platform. Indeed, in the UK, leading retailers took up the challenge and
have now been offering financial services for many years. Marks & Spencer (M&S), the
leading clothing, food and household goods retailer, entered the market as far back as the
late 1980s. Tesco and Sainsbury, then the two largest UK supermarket chains, launched
banking services in the mid-1990s.

Disruptive value brands such as Virgin and easyGroup that operate across structurally
diverse consumer sectors (air travel, music retailing, mobile telephony, hotels) have also
seen opportunities in financial services. Virgin Money launched in 1995 with an index
tracking unit trust (mutual fund) and has since expanded its range of services.

However, until the crisis, the “non-banks” concentrated on a select range of financial
services and often operated through partnerships with existing banks. For example, the
UK retailers concentrated principally on credit cards and other forms of consumer credit,
simple savings accounts and insurance policies that could be sold directly. Tesco and
Sainsbury operated through joint ventures with RBS and HBOS respectively while M&S
sold its financial services business to HSBC.

Similarly, Virgin Money offers a select range of financial services across lending, savings
and insurance. It sold its stake in the innovative “One Account” mortgage joint venture
with RBS, though it remains an introducer for the business.

However, the crisis may have extended the opportunities for “non-banks”. Tesco and
Virgin Money in particular appear to be planning a move from niche players in financial
services to full-service providers of retail banking. Both have signaled their intention to
expand. Current accounts and mortgages are talked about. Tesco bought out RBS’s
stake in their financial services joint venture and re-named Tesco Personal Finance as
Tesco Bank. Virgin Money has announced the purchase of a small regional UK bank to
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expedite its acquisition of a banking licence and provide a platform for launching a retail
banking business.

Further, both are ambitious in their visions for retail banking. Virgin Money talks of an
ambition “to offer a new kind of bank in the UK - one where everyone benefits”. Tesco
says it will focus on “being simple, straightforward and rewarding loyalty”.

1. Virgin Money and Tesco Bank: banking visions

Virgin Money

As you may have seen in the news recently, Virgin Money has been taking steps to
become a fully licensed bank.

This move is part of our ambition to offer a new kind of bank in the UK - one where
everyone benefits. Where customers can be confident of getting a fair deal and great
service. Where we can make a fair but not excessive profit. And where we try and do
things in a way that's not just good for our business and our customers, but benefits
others too. We are thinking about this as a bank that will make everyone better off.

It will take some time before we're ready to launch the bank, but if you'd like us to
keep in touch with you so you know when we do, please leave us your details below.

Tesco Bank

e Focus on being simple, straightforward and rewarding loyalty
o A full service financial services business

o ‘Every little helps’

¢ How we serve our customers will be our core strength

Notes:

1. Virgin Money statement taken from a box on its website where people can register to be kept
informed of its banking plans.

2. Tesco Bank vision from presentation by Benny Higgins, CEO Tesco Bank, at Tesco’s Retailing
Services Seminar, 19-20 November 2009.

Sources: Virgin Money, Tesco Bank

And Tesco and Virgin are not alone. As this report was being finalised, it was announced
that new entrant Metro Bank had received a banking licence from the Financial Services
Authority. It plans to open two branches in central London during the second quarter.

In the wake of the financial crisis and given the stated ambitions of Virgin and Tesco in
particular, this report examines the potential for ‘'non-banks’ to expand into UK retail
banking.

Report structure
The report is divided into three main sections:
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1. First a profile of Virgin Money and Tesco Bank. The profiles are intended to give an
overview of each of the 'non-banks’, setting out the start point from which they plan to
expand their activities. For both Virgin Money and Tesco Bank, the following headings
are used to structure the profiles:

Development to date
Business structure
Services offered

Financial performance, and
Expansion plans

2. Second, an overview of the current structure of UK retail banking, focusing on:

e The main providers of financial services (high street banks, building societies, other
providers), and

o Prospects for the key market segments (current accounts, mortgages, credit cards
and consumer credit, savings accounts).

The purpose of this section is not to provide an exhaustive analysis of the market. Rather,
the intent is to map the main features, so setting out clearly the market context within
which Virgin Money and Tesco Bank are seeking to expand their activities. The market
segment analysis focuses particularly on current accounts and mortgages, the two key
segments where the possible entrance of Virgin Money and Tesco Bank is most keenly
awaited.

3. Third, based on the preceding analysis, an assessment of both the opportunities and
the risks faced by the 'non-banks’ in expanding their financial services businesses.

The report also contains a number of boxes, looking in more detail at:

o Other ’non-bank’ providers of financial services (ICA Bank in Sweden, the UK Post
Office)

» Specific developments in banking relevant to the ambitions of Virgin Money and Tesco
Bank (The OFT’s case against unauthorised overdraft charges, Northern Rock,
Relevant divestments Lloyds and RBS are required to make as part of their European
state aid settlements)

o Aspects relevant to the ambitions of the 'non-banks’ (Tesco Clubcard).

Definitions and report coverage
A few points to note on terms used in the report and the coverage of the report:

1. Technically of course Virgin Money and Tesco Bank are banks in the sense that they
hold banking licences and are regulated by the FSA. The term 'non-banks’ is used
from a customer perspective to differentiate them from established banks and building
societies.
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2. On a wider definition, the UK retail banking includes the provision of financial services
to SME and other corporates. However, the focus of this report is on services to
personal customers.

3. On a wider definition, the UK personal financial services market includes services such
as insurance and investment funds. Both Virgin Money and Tesco Bank are providers
or introducers of insurance as well as banking services. Virgin Money also offers
pooled investments (mutual funds, personal pensions, etc). While insurance services
and pooled investments are covered in passing, the primary focus of the report is on
core banking services, namely current accounts, mortgages, credit cards and
consumer credit, and savings accounts.






