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Introduction

Capstone believes European Union and UK
regulators in 2023 will intervene more in
the pricing of retail financial services,
including consumer credit, insurance and
payments, on the back of mounting
political pressure to respond to the cost-of-
living crisis.

While price intervention is often the last
resort for regulators, in the current
environment of record inflation, we believe
excessive prices, impaired competition, and

year.

poor value for money in retail financial
markets will not go unchecked.

Beyond the UK Consumer Duty, we see
several underappreciated risks and
opportunities stemming from increasingly
stringent price caps in the consumer credit
sector, a crackdown on differential pricing
practices in the insurance sector, and
several competition measures in the
payments space aimed at driving down
fees.

[n a world of rising rates, insurance underwriters and
brokers face mounting regulatory pressure in the coming

Source: Eduardo Soares
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A Deeper Look

European Consumer Credit and Buy-Now-Pay-Later Reforms

Winners

Consumer credit reference agencies to benefit from increased demand; bank

consumer loan providers to benefit relatively from reduced regulatory arbitrage.
Subprime and high-cost lenders, such as International Personal Finance plc (IPF

Losers

on the London exchange); peer-to-peer lending firms; and buy now, pay later
firms, such as Afterpay Ltd. (AFTPY), Klarna Bank AB, PayPal Holdings Inc. (PYPL),

and Laybuy Group Holdings Ltd. (LBY on the Australian exchange)

Reforms to Bolster Consumer
Protection in Retail Loan Market

Capstone expects that as inflation erodes
disposable income and fears of a recession
grow, policymakers will increasingly focus
on minimising detriment to consumers in
the credit sector. On 2" December, the
European Council and the European
Parliament reached a provisional
agreement on reforming the Consumer
Credit Directive (CCD), a set of rules adopted
in 2008 to protect consumers by
harmonising how consumer credit is
regulated across Europe. This agreement
follows the European Commission’s
proposed reforms in June 2021. Capstone
believes the EU will pass changes to the
CCD in 2023, with Member States
implementing the rules domestically in the
following 12-24 months.

Loan Price Interventions to Become
Increasingly Stringent

The Commission’s proposed reform
suggests EU Member States implement
prescriptive measures to tackle harmful
lending practices, including setting limits
on loan-to-value or loan-to-income ratios.
Moreover, the reformed CCD pushes
Member States to have in place caps on
interest rates, annual percentage rates of
charge (APRCs), or the total cost of the
credit. While all Member States have some
form of limits on consumer loan pricing
already, we expect to see more pressure in
jurisdictions that permit high-cost credit.

For instance, in November, Ireland capped
interest on fixed-rate loans and nominal
interest on outstanding balances, Poland
will imminently cap annual credit costs at
45% of a loan (down from 100%), Romania is
likely to impose a total cost of credit cap of
100% for loans below 15,000 RON (€3,000)
and 15% for loans above 15,000 RON, and
Hungary is likely to cap personal loans to
50% of consumers’ monthly income.

Such interventions will reduce the return on
loans, as margins are constrained, and
restrain loan volume, as the greater default
risk of subprime consumers becomes
harder for lenders to take on given the size
of the return is limited. Such interventions
will cut the profit outlook for high-cost
retail credit providers.

Creditworthiness Checks to Cut Loan
Volumes

Existing CCD rules focus on assessments of
creditworthiness, ensuring lenders
determine whether a borrower can repay a
loan. This broadly aligns with lenders’
economic interests, as accurate
creditworthiness tests ensure that loan
impairments remain low. The new rules go
beyond this test to focus on affordability,
ensuring that lenders’ assessments
evaluate consumers’ ability and propensity
to repay the loan, that it is carried out in the
interest of the consumer, and that it
prevents irresponsible lending practices
and over-indebtedness. They also outline
more granular requirements of the
information to use in the assessment,
including consumers’ income, expenses,
and their financial circumstances.
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We expect the stricter creditworthiness
checks to constrict the addressable market
for loan providers, as customers at the
riskier end of the credit spectrum are more
likely to be deemed uncreditworthy and
therefore not eligible to be offered loans.
However, these customers also typically
generate greater returns. Given the CCD
applies to all consumer credit, the impact
will be felt across the credit spectrum and
by bank and non-bank lenders. The extent of
the fall in loan volume will correspond to
the average financial position of customer
bases. We also expect greater friction in the
process of taking out loans, which can
further constrict loan volume, as it
discourages customers who do not want to
hand over their personal data.

We expect the stricter
creditworthiness checks
to constrict the
addressable market for

loan providers

Consumer lenders that already gather
detailed information, as well as offer loans
more focused on the prime and near-prime
end of the credit spectrum, will be better
placed to deal with the new rules. The
existing regulatory arbitrage that non-bank
lenders have benefited from compared to
their bank counterparts will also be reduced
in this space. Capstone expects to see
increased demand for credit reference
agencies (CRAs), such as Experian Plc
(EXPN on the London exchange), which sell
financial profiles and creditworthiness
assessments of consumers to lenders.

UK and EU Buy Now, Pay Later
Reforms to Slow Growth

One other notable amendment in the review
of the CCD is the significant expansion of
its scope of application. The CCD will apply
to loans below €200, loans offered through

crowd-lending platforms and buy now, pay
later (BNPL) providers. The latter products
were largely unregulated by many domestic
laws for a variety of reasons. As highlighted,
we expect the main impact for these firms
to come from enhanced creditworthiness
assessment. Currently, these firms conduct
‘soft’ credit checks. Only BNPL provider
Laybuy Group Holdings Ltd. (LBY on the
Australian exchange) disclosed that based
on soft credit checks, it currently rejects
around 25% of its applicants.

The need to conduct more thorough checks
will likely increase friction during the
checkout process, making it sufficiently
more cumbersome than paying with a debit
or credit card that customers will opt for
their cards or other alternatives rather than
BNPL. A Klarna survey of 7,100 UK customers
indicated that 48% use BNPL because it
makes the shopping experience ‘smoother’.
We estimate that increased friction will
result in an additional 15% of customers
opting to not use BNPL and rely on a
credit/debit card instead.

In the UK, similar reforms are happening
through the so-called Woolard Review. In
cooperation with the Financial Conduct
Authority (FCA), the government will
introduce legislation bringing BNPL into the
regulatory perimeter in 2023. The FCA then
will consult on more detailed rules for the
BNPL industry, which we believe will closely
monitor those that apply to catalogue credit
providers. On top of more thorough
creditworthiness checks, this also means
that BNPL firms will become subject to the
jurisdiction of the Financial Ombudsman
Service (FOS) in the UK. This implies that
customers can complain to the FOS, costing
BNPL firms £750 per complaint, regardless
of whether it is upheld or not. To manage its
workload and keep the service free for
consumers, we anticipate that the FOS will
raise the penalty per complaint to £850 in
2023 or 2024. Poor compliance or
opportunistic claims management
companies (CMCs) could resultin a
material cost for currently unregulated
BNPL firms in the UK.
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Insurance Distribution Faces Headwinds Following Focus
on Value for Money, Price Walking as IDD Review

commences

Winners and Losers from EU Insurance Reforms

Winners NA

Allianz SE (ALV on the Frankfurt exchange), Aviva plc (AV on the London exchange),

Assicurazioni Generali SpA (G on the Milan exchange), Zurich Insurance Group AG
Losers and Swiss Life Holding AG (respectively, ZURN and SLHN on the Swiss exchange),

NN Group and ASR (respectively NN and ASRNL on the Amsterdam exchange), Axa

SA (CS on the Paris exchange)

Capstone believes EU and national
regulators will increasingly scrutinise
pricing of certain insurance products, and
more aggressively address conflicts of
interest in the review of the Insurance
Distribution Directive (IDD). In a world of
rising rates, insurance underwriters and
brokers face mounting regulatory pressure
in the coming year. Below, we summarize
the key underappreciated regulatory issues
that we expect will come to the forefrontin
2023.

EIOPA, National Regulators
Increasingly Concerned about
Differential Pricing Practices

Capstone believes the European Insurance
and Occupational Pensions Authority
(EIOPA), as well as several national
regulators, are increasingly concerned
about ‘price walking’ practices, where
premiums are raised at renewal based on
the analysis of whether a consumer could
shop around for coverage with other
insurance providers. We do not believe the
main risk for insurers or brokers stems
from the pan-European regulators, but
rather from national regulators’ (for
example, in the Netherlands, Italy, and
Sweden) ongoing and forthcoming inquiries
into price walking. Thus far, Ireland and the
UK have banned price walking.

EIOPA’s consultation, published on 11 July
2022, broadly seeks to provide an EU-wide
policy response to differential pricing
practices, and price walking in particular.
First, we highlight that EIOPA cannot
produce binding rules and regulations, as

only the EU Commission can do this.
Nevertheless, the organisation can inform
the EU Commission to act on certain
matters and provide guidance to national
regulators. We believe EIOPA will suggest
the ‘lowest-common denominator’ as the
way forward, which will act as a minimum
with national regulators being granted the
possibility to further enhance consumer
protection.

Differential pricing practices vary
significantly across Europe. For example,
the Swedish Financial Supervisory Authority
(FSA) concluded in June that although there
was no price walking in the Swedish motor
insurance sector, it was present in the
home insurance market. In addition, Italian
regulator IVASS found evidence of 30%-40%
price increases (all else equal) in its motor
market.

An outright ban on price
walking would
disincentivise consumers
to shop around for a

better or cheaper deal

EIOPA’s 2021 consumer trends report
indicated that 13 of 24 national regulators
reported observing differential pricing
practices in their market, especially in
motor (59% of cases) and home (29% of
cases) insurance. The report also cited a
consumer research study showing that 76%



of the consumers interviewed experienced a
premium increase for at least one of their
insurance products after one year and only
18% linked such increases to a change in
their personal situation.

An outright ban on price walking would
disincentivise consumers to shop around
for a better or cheaper deal and instead rely
on price comparison websites and/or
brokers. However, loyalty scores and prices
with some of the large UK motor and home
insurance providers have not changed
materially. We believe there are three
reasons for this:

e The FCA’s rules take time to play out,
which has not happened yet;

e Claims inflation, in particularin the
motor market, is passed on to
consumers so that they have the
impression nothing has changed; and

e Banning price walking is insufficient to
address the perception of whether
insurers (and brokers) can be trusted.
Instead of not penalizing loyal
customers, giving them active rewards
such as premium reductions upon
renewal could be more effective.

We believe insurers and brokers active in
the retail industry will be impacted most by
this. Wholesale brokers and underwriters
are likely to remain unaffected. Small and
midsize enterprise (SME) clients also can
be captured by the rules on price walking,
but this largely depends on the scope of
national regulators rules. For example, the
Central Bank of Ireland (CBI) believes SMEs
with less than €3 million in revenues
should be considered to be ‘retail’ for
regulatory purposes.

As a percentage of revenue, Allianz SE (ALV
on the Frankfurt exchange) is the largest
motor and home insurance provider in the
EU, generating 42% of its revenue from
motor insurance in Europe. It is closely
followed by Aviva plc (AV on the London
exchange), with 28% of EU revenue from
motor insurance, and Assicurazioni
Generali SpA (G on the Milan exchange),

with 26% of its EU revenue from motor
insurance.

‘Value for Money’ and National
Premium Increase Caps Increasingly
Likely

Even as they address price discrimination,
regulators also are shifting their focus to
the prices customers pay for certain
insurance products, and the value brokers
add in the distribution process. This dates
back to the COVID-19 pandemic when
regulators nudged certain product
providers to adjust pricing to align with
consumers’ underlying risk profile (as when
motor insurers offered premium rebates to
consumers as they stopped driving). We
believe the current cost-of-living crisis will
provide additional political momentum for
regulators to reign in unfair prices for
financial services products.

We believe the current
cost-of-living crisis will
provide additional
political momentum for
regulators to reignin
unfair prices for financial

services products.
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EIOPA serves as an example. The EU
regulatoris in the unit-linked life insurance
(ULLI) market, where for several years it has
harbored concerns about complexity and
value. On 31 October 2022, EIOPA published
a methodology for national regulators
outlining a common approach on how to
identify ULLIs that offer poor or no value for
money. The German regulator BaFin is
currently consulting on a more detailed
methodology that would require ULLI
manufacturers to ensure that the return for
investors, after costs, exceeds the rate of
inflation.

In Europe, Zurich Insurance Group AG and
Swiss Life Holding AG (ZURN and SLHN,
respectively, on the Swiss exchange) are
among the more active listed players,
together with Dutch-headquartered NN
Group (NN on the Amsterdam exchange)
and ASR (ASRNL on the Amsterdam
exchange), which recently acquired Aegon
NV’s (AEG) Dutch business.

Another development following the cost-of-
living crisis is an informal agreement
between France’s Finance Ministry and the
main insurance association (France
assureurs) indicating that motor and home
insurers will not increase premiums by
more than the rate of inflation. Some
insurers, such as Axa SA (CS on the Paris
exchange), have decided to ‘goldplate’ the
agreement by offering stronger consumer
protections, such as committing to not
raising motor and home premiums on
renewal in 2023 for customers younger
than 30. In FY2021, Axa generated c. 6% of
its revenues from EU retail motor insurance
- including France.

Review of Insurance Distribution
Directive to Pressure Commission
Payments

We believe the EU Commission will
commence the already delayed review of the
IDD in H2 2023. In the context of this review,
EIOPA, on 29 April 2022, published its

advice on retail investor protection,
providing the EU Commission with seven
policy options to take forward in its review
of the IDD. Rather than providing a clear
preference of one, EIOPA outlined the pros
and cons of each option but left it to the
Commission to agree on the best way
forward.

Additionally, EIOPA is due to publish a
second, more detailed, report on the
application of the IDD before the end of
2023 that will help inform the EU
Commission in its review of the IDD.
However, we do not expect the EU
Commission will wait for EIOPA’s report to
be published to issue formal proposals
seeking to amend the IDD.

We believe individual EU
Member States also will

propose their own rules.

We believe individual EU Member States
also will propose their own rules.
Governments, often encouraged by national
regulators, are continuously identifying
areas where consumer protection can be
improved. For example, the CBI banned so-
called volume overriders, which provide
additional remuneration to brokers if
established sales targets are exceeded or
claim ratios fall below a certain level. The
CBI noted that if these practices were not
benefitting customers and potentially
posed a conflict of interest, then they
should be banned.

Increasingly, these national concerns and
practices are being shared at the EU level,
triggering regulators and governments to
examine the presence of certain issues and
intervene appropriately.
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UK and EU Payments Reform Will Restrain Mastercard and
Visa’s Market Control and Fees

Winners and Losers from UK and EU Payments Reform

Account-to-account (A2A) payment and Open Banking providers such as
GoCardless, Yapily, and Plaid Inc.

Losers Visa Inc. (V), Mastercard Inc. (MA)

Winners

Tackling Visa and Mastercard’s Market Dominance and High Fees

Capstone expects UK and EU policymakers their fees. Visa and Mastercard account for
to continue to implement policy measures 84% and 14% of the total UK card payment
that reduce the dominant market share of market, respectively. In the rest of Europe,
Visa Inc. (V) and Mastercard Inc. (MA), they make up approximately 70% of all card
support competitors in the payments payments.

market, and apply downward pressure on

Exhibit 1: Visa and Mastercard Estimated Gross Revenue Breakdown, 2021

A

Service/scheme fees = Processing fees = International transaction revenues Other

Mastercard Visa

|

Global = Europe = UK
Source: Company reports, Capstone
While interchange fees have been capped companies and support the EU’s strategic
for most transactions in Europe since 2015, autonomy in the payments market. This has
scheme fees, which go directly to card been a long-held objective, but has proved
companies rather than to banks, are not. In to be no easy feat. For instance, in spring
the UK, card company scheme fees more 2022, 20 banks pulled out of the European
than doubled from 2014 to 2018 and Central Bank (ECB)-backed European
continue to rise since. Similarly, the Payments Initiative (EPI), which was the
European Commission found that from latest of several plans to build a card
2015 to 2017, scheme fees for transactions scheme to rival Mastercard and Visa.
within the European Economic Area (EEA)
increased by approximately 40%, and they Despite this, EU and UK policymakers are
have continued to rise since. In addition to taking a multipronged approach to address
tackling these costs, policymakers also the duopoly and its fees.

wish to bolster European payments
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PSD2 and ‘Open Finance’ Reforms to
Boost Competition

In January, the UK’s Payment System
Regulator (PSR) said it will consider
implementing price caps for Visa’s and
Mastercard’s scheme fees. While Capstone
believes this will be unlikely, we do believe
the UK regulator will implement longer-term
reforms, such as promoting card fee
transparency, removing barriers to account-
to-account (A2A) payments, and continuing
to support the continued growth of Open
Banking.

We expect these reforms to boost
competition, thus reducing merchant and
consumer reliance on the card schemes,
and applying downward pressure on their
fees. We also expect eCommerce to see
earlier and more pronounced uptake of A2A
payments. While their prevalence in retailer
card-present markets also will grow, it will
be over a longer horizon. We expect this to
gradually reduce revenue for Visa in the UK
through 2026, with a relatively limited gross
global annual revenue hit of 0.8%-1.7% per
annum by 2029.

In May, the Commission launched a
consultation, reviewing the Payment
Services Directive (PSD2) and exploring an
‘open finance’ framework. The introduction
of PSD2 in 2018 led to the emergence of
Open Banking and helped facilitate more
than 300 business in the EEA that are
authorized as payment initiation service
providers (PISPs), where third parties can
initiate payments on behalf of a consumer
without going through the bank’s portal,
and/or account information service
providers (AISPs), where third parties can
access and display a consumer’s bank
account information. However, regulatory
obstacles, friction in the customer journey,
and discrepancies among EU Member
States have inhibited growth and cross-

We expect these reforms to boost competition, thus
reducing merchant and consumer reliance on the card
schemes, and applying downward pressure on their fees.

border expansion of product offerings,
which the review will seek to address.

We expect the Commission to make
proposals in 2023 to reform PSD2 and help
facilitate a broader ‘open finance’
framework, which will provide further
regulatory support to Open Banking and
A2A payments—a growing trend across
Europe, largely to the detriment of the card
schemes’ market share and fee pricing
model. Open finance and A2A payments
firms, including GoCardless, Yapily, and
Plaid Inc., could benefit from the reforms,
both in supporting the growth of existing
business and presenting potential new
product lines.

Instant Payments to Encourage A2A
Payments

In October, the Commission published a
proposal that would make it mandatory for
payment service providers (PSPs), with the
exception of payment institutions and
electronic money institutions, in the EU to
offer instant payments (IPs) in euros, at no
extra cost to traditional credit transfers.
Despite the infrastructure being in place,
only 11% of euro credit transfers were in the
form of IP at the end of 2021, and some
banks charge far more for an IP transfer
compared with traditional transfers. We
expect the proposal to be formally adopted
and to enter into force by H1 2024. We also
expect it to increase competition in the EU
payments market, encouraging A2A
payments at the expense of traditional
card-based payment service providers such
as Visa and Mastercard.
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We expect the proposal
to be formally adopted

and to enter into force by
H12024.

Euro and Sterling CBDCs Could Seize
Market Share

In early 2023, the European Commission
will publish a legislative proposal for a
digital euro. This would be a retail and
wholesale central bank digital currency
(CBDC), issued and overseen by the
European Central Bank (ECB) and
distributed by private sector financial
intermediaries, and able to be used for all
types of regular payments. In November,
ECB President Christine Lagarde noted that
“the euro area is at a relatively advanced
stage in exploring the digital euro,” and
issuing a CBDC will “strengthen Europe’s
strategic autonomy” and reduce “the risk of
market domination and dependence on
foreign payment technologies.”

Given the widespread support among
politicians and European central bankers,
we believe a digital euro looks increasingly
likely, although issuance is unlikely to
begin before 2026. In the UK, the Bank of
England and UK Treasury are set to publish
a consultation in the coming weeks on the
possibility of introducing a retail sterling
central bank digital currency, although
support for issuance is less clear than in
continental Europe.

CBDCs pose a potentially significant threat
to Visa and Mastercard, as widespread
adoption could undermine their market
share and apply competitive pressure to
their interchange and scheme fees. We
believe the extent of CBDC adoption,
however, will depend on the willingness of
policymakers to adopt intrusive legislative
tools (such as requiring businesses to
accept the digital euro), the type of
safeguard measures chosen to prevent
bank disintermediation, the role of the
public sector in delivering the front-end

service, and the commercial model pursued.

A key determinant of the later will be how a
CBDC can out-compete the card schemes
on price, by either levying no fee to
merchants or a lower fee.
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About Capstone

Capstone is a global, policy-driven firm helping corporations and investors navigate
the local, national, and international policy and regulatory landscape.

Work with Us

We tailor our work to help our corporate clients predict meaningful policy and
regulatory backdrops, quantify their impact, and recommend strategies that unveil
novel opportunities and avoid hidden risks.

Capstone's Global Reach and Local Expertise

Capstone is a global, policy-driven firm helping corporations navigate local, national,
and international policy and regulatory landscapes. We combine subject-matter
expertise with an extensive regulatory network to help companies thrive.

Contact Us. We Can Help.

We would be happy to schedule a Quick Read—a free thirty-minute call with one of
our expert teams—to discuss the regulatory risks and opportunities that impact your
company’s decisions and to consider how we can best help you develop strategies to
prepare for the future. To learn more, contact us at
corporateadvisory@capstonedc.com
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any liability for any trading decisions, damages or other losses sustained by anyone who has relied on the information, analyses or
opinions contained in this communication. This communication is not an offer to sell or a solicitation of an offer to buy any security or to
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The information and material presented in this communication are for general information only and do not specifically address specific
investment objectives, financial situations or the particular needs of any specific person who may receive this communication. This
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communication constitutes individual investment, legal or tax advice.
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expressed herein are subject to change without notice. Capstone has no obligation to update, modify or amend this report or to otherwise
notify a recipient thereof if any opinion, forecast or estimate contained herein changes or subsequently becomes inaccurate. Past
performance should not be taken as an indication or guarantee of future results. This communication may contain forward looking
statements or forecasts; such statements or forecasts are not a reliable indicator of future performance.

Capstone or its affiliated companies or their respective shareholders, directors, officers and/or employees, may have long or short
positions in the securities discussed in this communication and may purchase or sell such securities without notice.
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