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1 EXECUTIVE SUMMARY

The PSO Governance Subgroup (“the Subgroup”) is a part of the Simplifying Access to Markets
Working Group (SAMWAG). It was set up to independently and objectively assess whether the
impact of solutions being proposed by the SAMWG may be enhanced, or the benefits achieved
more rapidly, if PSO structure and governance were reformed. Taking into account a subset of
detriments identified by the Payments Community related to excessive complexity and cost
when accessing and participating in payment systems, the Subgroup was asked to assess a
number of options for structural and governance reform (including an option of no reform). The
assessment was to be passed to the SAMWG and the Payments Strategy Forum (PSF) for further
consideration.

1.1 WHAT HAS THE PSO GOVERNANCE SUBGROUP DONE?

The Subgroup considered the options for reform with reference to the identified detriments;
agreed the criteria against which the options would be assessed; sought input from PSOs; held
a workshop to discuss the options; and held a further meeting to agree the analysis.

The Subgroup initially considered a long-list of 5 Options; after initial discussions this was short-
listed to 3 Options (see sections 1.2 and 1.4 below). Option 4 in the long-list was renumbered
as Option 2 in the short-list.

1.2 ScoPe

The Subgroup discussed which PSOs should be in scope for potential reform and it was agreed
that the card schemes would be out of scope because of their competitive nature and the fact
that the relevant detriments did not apply as strongly to them. The focus for analysis became
the interbank PSOs: CHAPS, Bacs, FPS, C&CCC and LINK, and after considerable discussion, it
was determined that CHAPs and LINK should not be in scope. In the case of CHAPS, the Bank
of England review of the Real Time Gross Settlement (RTGS) system, which reports at the end of
2016, could materially affect CHAPS. The Subgroup agreed that it should not prejudge the
outcome of this review, and excluded CHAPS from its considerations. Link’s role in supporting
cash payments from physical terminals made it sufficiently distinct to leave it out of scope, and
the Subgroup noted that Link is fully engaged in the wider PSO simplification workstreams,
whilst also recognising that the relevant detriments did not apply as strongly to them.

The Subgroup also discussed the nature of competition between the existing PSOs, and
concluded that the interbank PSOs should on the whole be viewed as utilities which facilitate
and enable downstream (and potentially upstream, infrastructure) competition, rather than as
entities which compete with each other.

1.3 EVALUATION CRITERIA
The options were assessed against a set of seven criteria which were agreed by the Subgroup.
The criteria were:

1. How does the option affect entry and access to payment systems, for example by
improving complexity and transparency?

2. How does the option facilitate and enable PSPs to innovate?

3. How responsive is the option to user needs?

4. How does the option affect the ability to innovate and promote competition upstream
and downstream?



5. How flexible and versatile is the option in response to potential changes to the industry?
For example, to regulatory requirements, standards, and/or innovation?

6. How does the option affect the PSOs’ infrastructure procurement/contracts
management incentives and outcomes at this layer of the market?

7. How does the option affect the ability of the resultant payment system operator(s) to
fulfil its role as a systemic risk manager, and how does it affect overall payment systems
resilience?

1.4 SUMMARY OF ANALYSIS OF THE SHORT-LIST OF OPTIONS
This long-list of options was short-listed to three options after initial Subgroup discussions.
Option 4 in the long-list was renumbered Option 2.

1.4.1 Option 1: Work in progress, no structural reform to existing PSOs

There are a number of existing initiatives that are expected to have a positive impact on the
payments ecosystem from SAMWG. These are expected to help reduce complexity, encourage
market entry, reduce costs, and facilitate greater innovation and competition. The existing
structure is considered to be extremely resilient, and initiatives such as moving to common
messaging standards (IS020022) are likely to further improve that resilience.

However, there is no single strategic body to formulate strategies across the interbank payment
systems as a whole (rather than just the individual PSOs) without external pressure or input.
Furthermore, collaborative efforts risk dwindling over time because individual PSOs have a
fiduciary duty to act in the interests of the PSO, so decision making between PSOs may diverge.

It is also considered that, even after implementation of the proposed SAMWG solutions, there
are likely to still be considerable time and cost requirements for PSPs to gain entry and
participate in individual PSOs. While aggregators connecting to multiple PSOs may allow PSPs to
outsource the complexity element to some extent, the costs of joining and participating are
unlikely to fall proportionately for the PSP. Additionally, it is not certain that competitive
aggregators will emerge that will support a PSP into multiple PSOs because this solution is still in
an early stage of development, and their emergence will be subject to market forces.

The Simplified Payments Platform (SPP) currently in conceptual development by the Horizon
Scanning Working Group (HSWG) would offer one possible way to create a simpler framework
for payments which promotes competition and facilitates innovation. However, it is still in the
conceptual stage of development and without a clear timetable for the introduction of a new
system, the Subgroup considered that consolidation of PSOs in advance of this could potentially
be an enabler for the future development of the new payment system.

1.4.2 Option 2 (was Option 4): Consolidate Bacs, FPS, and C&CCC into one entity

A consolidated entity would provide a single strategic view for the in-scope PSOs and in
addition for a more coherent and joined up approach to their development, which is expected
to benefit both service users and end users. The Subgroup deemed that a consolidated entity
would generally complement and support the existing SAMWG workstreams, thus helping to
address the detriments more quickly. Consolidating three entities into one would simplify the
PSO landscape, reduce complexity, and could also improve the user experience, as well as
facilitate innovation and competition among PSPs. Having one entity to deal with instead of
three should significantly reduce the inefficiencies caused by the multiple and largely duplicated
structures that currently exist and whose governance impacts the speed of change negatively.
Competition at the infrastructure layer is unlikely to be impacted negatively, assuming the new
body is established with appropriate objectives in this regard. An objective to deliver increased
interoperability could potentially be established, leading to improved future resilience.



However, there is significant change already taking place in the payments sector (e.g. ring-
fencing, the relatively new PSR, cheque imaging, and PSD2), and reform could stretch
resources, putting at risk SAMWG short-term wins or PSO services being developed for users
and consumers. Equally with fewer organisations, a consequence of consolidation might lead to
less diversity of thinking or competition for ideas, and this will need to be guarded against in
planning of the new entity.

The new consolidated entity would need to be monitored to ensure that it properly considers
potential conflicts of interest that arise from having control of both the rulemaking and
procurement functions, which may undermine incentives to pursue significant reform. A
primary aspect of consolidation would be to consider board constitution and representation,
senior management appointments, and new objectives for resilience, operational effectiveness,
and culture. Without these, consolidation may not achieve the outcomes sought by the
Subgroup and the wider PSF.

1.4.3 Option 3: Consolidate Bacs, FPS, and C&CCC into two entities; one for rules

administration and one for managing infrastructure procurement and contracts
This option is distinct in that it splits the rulemaking/rules administration entity from the
infrastructure procurement and contract management entity. There are benefits and risks to this
option.

Separating the functions could be desirable because it mitigates the conflict of interest that
would potentially be faced by an entity which manages both functions. This conflict results from
the entity being responsible for making the rules, following the rules in its procurement and
contract management activities, and enforcing the rules. Such conflict could be sufficiently
great so as to hinder effective operation from an overall market perspective. Additionally, as
noted above, it could introduce additional short term complexity in respect of the development
of a new Simplified Payments Platform.

However, there are also risks around systemic risk management by introducing this new and
untested structural complexity. Splitting the functions could potentially lead to uncertainties in
the allocation of responsibility around risk management and service operation. This, in turn,
could add additional complexity and risk around incident management and crisis resolution via
the presence of an additional “layer”/body which does not exist today. The rule making entity
would set the rules (and be responsible for making sure all parties comply with the rules) and
the procurement entity would be required to follow the rules (including those around systemic
risk management). Even if this were to be made clear, there are still concerns that
responsibilities for management of risks could remain blurred between the two separate
entities. It would be very difficult to create a risk management framework which could be
sufficiently robust to address this.

1.5 CONCLUSIONS

The solutions identified by the SAMWG and the SPP will go some considerable way to helping
open up payments and improve competition and innovation while reducing the cost of
complexity. However, Option 1, the progressive approach to address the detriments, may hinder
the more substantive change needed. While the SPP is designed to deal with the detriments
holistically, it is still being developed conceptually. The Subgroup was unable to assess the
weight of the benefits SPP might bring in the light of the SPP’s early stages of development.

Option 2 allows consolidation to a single entity to improve delivery of the SAMWG proposals,
while offering a more strategic overview of the payments industry and a simpler regime for
industry and regulators. This should help to address the detriments more quickly and effectively.



It is not without its risks though and the transition to a new structure and its underlying culture
will ultimately determine its success in delivering the benefits of reducing complexity, increasing
transparency, promoting wide user representation and facilitating upstream and downstream
competition. Therefore, Option 2 is preferred over Option 1.

Option 3 has the strengths of Option 2 but brings with it the added benefit of dealing with
potential conflicts of interest and paving the way for a future Simplified Payments Platform.
However, in doing so it could compromise systemic resilience and the ability of PSOs to manage
both day to day operational risk and systemic risk. Maintaining stability and resilience is
paramount, and is a minimum requirement for any option to be taken forward. It is therefore
considered that Option 2 is preferable to Option 3.

Following our analysis of the various options, the PSO Subgroup offers the following ranking of
options for the PSF’s consideration. It does not ‘recommend’ a specific option at this time as
there are further considerations (noted in Section 9) related to the cost benefit analysis and the
transitional phases which could have a material effect on the options and would need to be
considered fully before a decision was made. Considered against the criteria for evaluation
and the objectives of the Payments Strategy Forum, the Subgroup ranks the options in
the following order:

1. Option 2: Consolidation of Bacs, FPS, and C&CCC into one entity responsible for
both rules and infrastructure

2. Option 3: Consolidation of Bacs, FPS, and C&CCC into two entities: one
responsible for rules and the other responsible for infrastructure

3. Option 1: Work in progress; no structural reform

1.6 CONCLUDING REMARKS

The PSO Governance Subgroup has provided the PSF with a clear view that consolidating FPS,
Bacs and C&CCC into one single entity is likely to be the most advantageous option to pursue.
Continued uncertainty over the future model creates risks which the Forum should seek to
avoid. However, before this work can be agreed it is of vital importance that the cost benefit
analysis is completed and further consideration given to the impact on end users of the
approach taken. A target operating model needs to be clearly articulated with a transition plan
put in place. This should be led by the PSOs themselves in agreement with the Bank of England,
HM Treasury, and the PSR.

1.7 PSF FEEDBACK AND NEXT STEPS

At its meeting on 9" June, PSF endorsed the Subgroup’s work for inclusion in the Forum's
Strategy and for consultation on the preferred and other potential options. PSOs were briefed
on the Subgroup’s conclusions in advance of the PSF meeting.

It was agreed that, pending the conclusions of the Consultation, attention needed to given to
the PSOs and potential impacts on them and their activities during this time of some
uncertainty.

It was agreed that the PSR and BoE would engage to consider a potential implementation
process and timing.



2 INTRODUCTION

The PSO Governance Subgroup (the “Subgroup”) is a part of the Simplifying Access to Markets
Working Group (SAMWG) established by the Payments Strategy Forum (PSF) to consider how
access to payment systems could be improved. The Subgroup was set up to assess whether
structural reform of the Payment System Operators (PSOs) would be beneficial. This document
outlines the work undertaken by the Subgroup and its findings.

2.1 BACKGROUND

The PSF held a Payments Community Event in October 2015 and identified a list of problems —
also known as ‘detriments’ - faced by various participants within the payments ecosystem. A
number of these detriments relate to the difficulties experienced by participants in accessing
payment systems. PSOs are considered expensive, complex and time consuming to join; there is
limited transparency; and PSO rules and procedures are deemed to be complicated, which adds
a time and compliance challenge to participating Payment Service Providers (PSPs). There are
specific concerns that indirect access PSPs struggle in particular because they rely on incumbent
PSPs with direct access (“sponsors”) for indirect access, meaning that sponsors may gain an
unfair competitive advantage. The varying rules and standards between PSOs mean there is
limited interoperability and also ineffective competition in the infrastructure market. This
undermines PSPs’ ability to innovate, and reduces potential benefits to business and end users
of new payment options (Payments Strategy Forum, 2016).

The SAMWG was set up by the PSF to assess how these detriments identified by the Payments
Community could best be addressed. The SAMWG agreed a number of tactical solutions.
However, PSO governance and structural reform came under consideration as being a potential
solution to some of the identified detriments.

There have been long running discussions on the scope for reform of the structure of the PSO
landscape to simplify market access. However, given the impact such reform would have on
PSOs, the sensitive nature of these discussions, and the need to ensure the PSF’s strategy is
objective, robust, and credible, and following initial discussions in the SAMWG, it was deemed
appropriate that a separate and independently chaired Subgroup should be established.
Members of the Subgroup were drawn from several organisations including direct and indirect
participants of PSOs. Potential conflicts of interest’ were discussed and addressed by the
independent Chair. Reflecting widespread interest in this work, the Bank of England? and HM
Treasury? joined the group as observers.

2.2 THE PURPOSE OF THE PSO GOVERNANCE SUBGROUP

The Subgroup was set up to independently and objectively assess whether the impact of the
solutions being proposed by the SAMWG to address the identified detriments may be made
more effective, or the benefits achieved more rapidly, if PSO structure and governance were
reformed. Taking into account a subset of detriments identified by the Payments Community
related to complexity and excessive cost around access and compliance with rules, the

" 'Conflict of interest’ was defined as being a member of a PSO or having a published opinion on scheme
governance reform

2 The Bank of England stated it had no pre-conceived ideas about the outcome. The Bank’s primary
interest is in maintaining resilience and robustness.

3 HM Treasury similarly stated it had no pre-conceived ideas about the outcome. HM Treasury’s interest is
in the strategic nature of the work and the desire to reach a durable position on the long-running
guestion of PSO governance.



Subgroup was asked to assess a number of options for reform, including no reform. The
assessment would be passed to the SAMWG and the PSF for further consideration.

The Subgroup’s role was not to review the governance arrangements of individual PSOs but
rather PSO structure within the context of the payments ecosystem.

2.3 WHAT THE PSO GOVERNANCE SUBGROUP HAS DONE SINCE IT WAS

ESTABLISHED
The Subgroup met three times from April 2016 and considered the options for reform with
reference to the detriments; agreed the criteria against which the options would be assessed;
held a workshop to discuss the options; took input from PSOs; and held a further meeting to
agree the analysis.

2.3.1 Relevant detriments

Multiple detriments were identified by the Payments Community relating to access and a list of
these can be found in section 10.1. They cover issues relating to choice and competition
among PSPs needing to connect to PSOs in order to offer services to end users; the lack of
innovation; the difficulties caused by a lack of common standards and rules between PSOs; and
schemes’ rules and governance arrangements. In particular, the SAMWG identified three
particular detriments for consideration by the Subgroup. These were:

1 Multiple PSOs are expensive, complex, and time-consuming to join for PSPs, to connect
to by retailer and commercial companies, and confusing for end-users (SA16)

1 There are no transparent on-boarding processes or requirements for participants to join
a scheme, and the joining process can be lengthy and costly for participants (SA14); and

1 PSO procedures and rules are considered complex, adding both a time and compliance
challenge for participants (SA14)

2.3.2 Identify options around reform, including no structural reform

The Subgroup agreed initially to consider five options for evaluation including one option which
specifically considered the impact of existing SAMWG solutions and the work of the Horizon
Scanning Working Group’s (HSWG) long term vision for a Simplified Payments Platform (SPP),
and to what extent, if at all, structural changes to PSOs would be merited in this context. The
options were:

1 Option 1: Work in progress, no structural reform to existing PSOs

1 Option 2: Consolidated rulemaking entity only, with existing PSOs procuring and
managing contracts for infrastructure

1 Option 3: Two consolidated entities, excluding LINK, one for rulebook management and
the other for procuring and managing contracts for infrastructure

1 Option 4: One consolidated entity excluding LINK, responsible for both rulemaking and
infrastructure procurement

1 Option 5: One consolidated entity including LINK, responsible for both rulemaking and
infrastructure procurement

These options are described fully in sections 5 and 7 below.

2.3.3 Developed evaluation criteria
Further to this the Subgroup examined the principles for evaluation of Simplifying Access
solutions that were agreed by the PSF in December 2016 (Payments Strategy Forum, 2016):



1 Principle 1: Competition upstream and downstream from the schemes should be
enhanced, not reduced

1 Principle 2: Potential for entry and expansion by companies providing new solutions
and new operators should not be foreclosed

1 Principle 3: There should be a focus on interoperability both in the UK and across the
EU

1 Principle 4: Service users should have an active role in advancing future innovations,
including through the Forum

1 Principle 5: Direct access should be facilitated

These were developed further to enable them to be used as a set of criteria (see section 6)
against which to assess the options. During consideration of the evaluation criteria the group
also considered the cultural and historical context of payments in the UK and the values which
should underpin payments going forward (see section 3).

2.3.4 Taking evidence from PSOs

To inform the Subgroup on PSO views a meeting was held with the senior staff and board
members from the PSOs. Card schemes were also invited. Further to this a list of questions were
sent to the PSOs to request information and evidence to help inform the discussions of the
Subgroup. A list of the questions is attached in section 10.2. Feedback was received from three
of the interbank PSOs.

2.3.5 Discussing the options and agreeing the analysis

The Subgroup met to consider the options for discussion and also whether the PSOs were
‘competitive’ or ‘collaborative’ before proceeding to assess each option against the criteria. A
further meeting was held to agree the analysis. This report has been written and disseminated
to the PSF for further consideration.

This document outlines the group’s discussions, assessments, and conclusions.



3 PRINCIPLES AND OUTCOMES FOR THE INDUSTRY

In all of its discussions the Subgroup has been cognisant of the outcome it is seeking. There are
a number of principles and objectives that have been stated by the Payment Systems Regulator
(PSR) and PSF; they provided the context for the Subgroup’s discussions around the outcomes it
is seeking for the industry. A summary of these is outlined below.

The Subgroup operates within the purview of the PSF. In turn the PSF is overseen by the PSR.
Both bodies have stated objectives. The PSR has the following statutory objectives:

1 to ensure that payment systems are operated and developed in a way that considers
and promotes the interests of all the businesses and consumers that use them

1 to promote effective competition in the markets for payment systems and services -
between operators, PSPs and infrastructure providers

1 to promote the development of and innovation in payment systems, in particular the
infrastructure used to operate those systems

While the PSF has agreed that its strategy should aim to ensure that payment systems are:

M secure and resilient
1 versatile and responsive to user needs
M efficient

In addition to this, one key strategy setting principle pertinent to the Subgroup is that it is ‘more
important to address a small group of fundamental root causes of detriments, rather than lots
of individual detriments in isolation’ (Payments Strategy Forum, 2016). In considering the
structural reform (or not) of the current PSOs, it was critical for the SAMWG and the PSF to
consider if structural reform would indeed provide the foundation for the resolution of relevant
detriments, in particular those identified for this Subgroup’s attention (see 2.3.1).

The Subgroup noted that the current payment systems are considered extremely reliable and
resilient, with PSOs taking seriously their role as risk managers, as does the Bank of England,
which supervises those that have been designated by HM Treasury under the 2009 Banking Act.
Currently all of the retail payment systems within scope of this review are designated with the
exception of C&CCC. Payments for end users are reliable and generally efficient, allowing a
variety of alternatives for making and receiving payments. As noted by the Horizon Scanning
Working Group (HSWG - a working group of the PSF) and the payment system ownership and
access model comparative analysis produced by Lipis Advisors (Lipis Advisors, 2016), UK
payments are currently competitive at an international level and offer reasonable access to PSPs.
There is also innovation in the ways that end users (individual consumers and businesses) can
make payments through commercial propositions, for example PayPal and Amazon.

However, as identified by the Payments Community in the detriments list (see section 10.1),
there are some important characteristics missing from the existing payments ecosystem which
they believe are desirable in the context of increased global digitalisation and cross-border
trade. These characteristics include:

1 a framework for innovation and change now and in the future

1 simple and open access for PSPs to the UK systems, appropriate to user needs and level
of risk

1 interoperability

1 alignment with international standards



1

more enhanced and ubiquitous data capabilities in payments than are currently available

Underpinning these characteristics is a set of cultural values — some already being demonstrated
by PSOs — that underpin the success of any payments system. It is important to highlight that
none of the options for structural reform considered will achieve the intended objectives
without these values being more clearly demonstrated as part of PSOs’ organisational culture. In
order to exemplify these values and characteristics an appropriate budget must also be made
available to PSOs, as it requires resources to do this well.

The values identified by the PSO Governance Subgroup include:

= =4 =4 4 4

T

Independence

Strength of and depth in leadership
Strong expertise and professionalism
Collaboration

Effectiveness

Pace and agility

These attributes identified by the Subgroup resonate with the objectives set out by the PSF,
namely that the strategy must lead to payment systems that are secure and resilient, versatile
and responsive to user needs, and efficient.



4 PSOS IN SCOPE FOR POTENTIAL REFORM

The Subgroup discussed which PSOs should be in scope for potential consolidation. It was
agreed that card schemes should be out of scope because of their competitive positions. The
focus for analysis was therefore on interbank PSOs: Bacs, FPS, C&CCC, CHAPS, and LINK. There
was considerable discussion about whether CHAPS and LINK should be in scope and it was
determined that they should not. The following section summarises the Subgroup’s analysis.

4.1 COMPETITION OR COLLABORATION

The discussions to establish which PSOs should be in scope were focused, in part, on to what
extent existing PSOs exhibited competitive and/or collaborative behaviour. If they currently
operate competitively, any reform option promoting consolidation would be likely to have an
adverse impact on competition, which could harm consumer outcomes.

Card schemes operate for profit, provide substitutable services, and offer choice to PSPs, which
are not required to join all card schemes in order to offer a competitive retail service. Card
schemes were therefore deemed to operate in the competitive space. Additionally, although the
Payments Community identified some detriments related to cards, these were largely not
related to access.

However, in order to offer a competitive retail offering it is typically necessary to join most, if
not all, of the interbank PSOs. This process is deemed excessively complex, time consuming and
costly (see 2.3.1) for PSPs, which discourages and impedes entry into the retail market, thus
adversely affecting competition at the retail level. As interbank PSOs are not substitutable in the
same way as the card schemes, and given their ‘not-for-profit’ status, they were deemed to
operate more collaboratively.

Evidence submitted by PSOs generally supports this. PSOs operate at a number of levels,
offering complementary services to end users, collaborating where there is end user benefit,
and in some aspects competing. There has been, and will continue to be, some migration of
payment volumes between PSOs (e.g. CHAPS to FPS as the transaction limits increase), and
there are some specific products which could be deemed as substitutable for each other.

Taking all of the above into account, the Subgroup concluded that the interbank PSOs should
on the whole be viewed as utilities which act as enablers of downstream (and potentially
upstream) competition, rather than as entities which compete with each other. As such,
consolidation of these PSOs should not result in substantial harm to competition in the market.
However, there are specific concerns around CHAPS and LINK, below.

4.2 CARD SCHEMES

It was agreed that card schemes, Visa, MasterCard, and Amex would be out of scope because
of their competitive positions. Additionally, although the Payments Community identified some
detriments related to cards, these were largely not related to access. PSPs are not required to
join all card schemes to offer a competitive retail service but can choose between them.

Including the card schemes in any proposal for structural reform would not help to address the
detriments and could cause harm through adverse effects on competition.

4.3 LINK

LINK was initially included in-scope. However, during the course of the Subgroup’s assessment
of the various options, and informed by written evidence submitted by LINK, it was deemed



that, across all scenarios, consolidating LINK would unnecessarily increase risk and complexity
and may not achieve the intended benefits. Therefore, LINK was subsequently excluded.

LINK does not compete with the interbank payment systems (evidenced by the fact that LINK's
operations relate solely to supporting ATMs). However, LINK has expressed the view that it
regards itself to be in competition with the card schemes, domestically and internationally.
Consolidation could lead to difficulty in maintaining this competitive position, which could
cause risk to the stability and future of the scheme. Additionally, because LINK's operations are
focused on the provision of cash rather than interbank transfer, there would be less scope for
simplification of rules and technical requirements in the event of its rulebook being integrated
with those of the interbank payment systems.

LINK is fundamentally different to the other schemes in its operations and its strategic focus,
meaning that consolidation would be likely to have only limited benefits in terms of a new
consolidated entity being able to gain a more holistic, strategic view of the entire retail
payments landscape. This would be because LINK’s strategic focus is on developing its ATM
network in a competitive manner to meet consumer and service user demand, while the focus
of the other schemes is around collaboration, system resilience, and innovation.

Including LINK in consolidation could also lead to a conflict of interest, where LINK attempts to
develop a strategy focused on cash usage which balances the interests of issuers and acquirers
while other parts of the entity could be driving a movement away from cash usage towards
electronic transfers. The Bank of England'’s role in monetary policy and note issuance mean that
it also has a policy interest in public access to cash and its use in the economy.

These factors led to LINK being excluded from any recommendation of consolidation.

4.4 CHAPS

After considerable discussion, CHAPS was deemed out of scope for this exercise. This is because
the Bank of England is currently undertaking a review of the Real Time Gross Settlement (RTGS)
system, which is the infrastructure on which CHAPS relies. The outcome of this review could

materially affect how CHAPS operates, so the Subgroup did not wish to pre-judge the outcome.

There were however, several arguments put forward for including CHAPS:

1 From a practical perspective, many retail PSPs need to access CHAPS in order to be able
to provide a ‘complete’ downstream retail offering, as CHAPS payments are the
preferred payment instrument for house purchase conveyancing settlement. Its inclusion
for its retail payments role would help to address the detriments. CHAPS' organisation
and governance cost base (and PSR fee allocation) would still need to be met by its
participants.

1 CHAPS is a payment system designated by HM Treasury and supervised by the Bank of
England as a systemic risk manager alongside Bacs and Faster Payments. CHAPS is
subject to very similar requirements (e.g. on Cyber Resilience and Resolution & Recovery)
to the other PSOs which must then be acted upon through its governance structure,
again with costs borne by its Participants.

1 Finally, there were concerns that excluding CHAPS could lead to a divergence in rules if
the other schemes are consolidated, in turn leading to adverse impacts on
interoperability.

The Subgroup agreed that it would ultimately be desirable to encourage continued migration of
retail flow from CHAPS to FPSL, leaving CHAPS as a wholesale entity only, although recognising
that the information that flows with a CHAPS payment remains an important factor in their use.
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This would reduce the extent to which the relevant detriments apply to CHAPS, and provide an
appropriate balance between the competing concerns.

4.5 CONCLUSION

Following the discussions above, it was agreed that the PSOs in scope for assessment against
the evaluation criteria would be Bacs, FPS and C&CCC.



5 LONG-LIST OF OPTIONS FOR EVALUATION

The PSOs currently perform multiple functions:

1 Administering and maintaining their rule books

Procuring and contract managing infrastructure services

Acting as systemic risk managers, identifying risk and acting to mitigate it
Promoting service user needs and interests

= =4 =4 =4

Setting strategy for evolving their respective payment systems in response to (for
example) service users and regulatory requirements

Although all of these are important functions (particularly their roles as designated systemic risk
managers), the options for structural reform focus primarily on the first two because the other
three are performed through undertaking these two core functions. The remaining functions
are considered as part of the assessment criteria outlined in section 6 below, which consider to
what extent a new structure could fulfil these important objectives.

The Subgroup started with five options for evaluation. Once CHAPS was excluded this reduced
to four options. Removing LINK did not materially change the number of options. However,
option 2 — which would create a new rulemaking entity but retain separate procurement and
contract management entities - was not deemed to add significantly to the debate and was also
excluded. Three options were left for serious analysis. The five options initially considered are
explained below.

It is important to emphasise that, across all options, consideration was given to what extent the
existing work of the SAMWG and the Horizon Scanning Working Group (HSWG) (see sections
10.3 and 10.4) could address the detriments sufficiently. It was agreed that any structural
reform should not create barriers to the other potential solutions being developed in future.

It was also noted that ‘consolidation’ could happen at a number of different levels: governance
and rule-making power; integration of the rulebooks into an integrated rulebook (as opposed
to one rulebook with three separate sections for each of the existing schemes); and
infrastructure procurement. Care would be needed on rulebook consolidation while multiple
payment instruments exist.



5.1 OPTION 1: WORK IN PROGRESS, NO STRUCTURAL REFORM TO EXISTING PSOs
Under this option, existing governance and organisational structures would remain in place,
with each of the four PSOs responsible for managing its own rulebook and infrastructure
procurement activities. It is important not to consider this as the ‘do nothing’ option, but rather
a consideration of the extent to which existing work under way with SAMWG and HSWG
would be sufficient in addressing the detriments.

Bacs FPS C&CCC LINK

Maintains own Maintains own
rulebook rulebook

Maintains own Maintains own
rulebook rulebook

Procures and Procures and

Procures and Procures and
manages own manages own
contracts for contracts for
infrastructure infrastructure
services services

manages own manages own

contracts for contracts for

infrastructure infrastructure
services services

Figure 1: Option 1: Work in progress

The activities of the Forum’s SAMWG are detailed in section 10.3 but focus in particular on
developing a common PSO participation model and rules; moving to modern payments
message standards (in particular ISO20022); aggregator solutions; and sort code availability.

Additionally, the HSWG has proposed the development of a Simplified Payments Platform (SPP)
as part of its long term strategy, and the details of this are described in section 10.4. Although
the SPP is conceptually at an early stage at the time of writing (May 2016), it could have a
material effect on the outcomes if it is implemented so should therefore not be ignored. The
SPP is also a long term solution, so its benefits would take time to be realised.

It is envisaged that the SPP development and implementation would be responsible for rule-
making, standard setting and the accreditation of those that meet the standards. It is also likely
to be responsible for the master register of PSPs connected to the platform. More details are
provided in section 10.4.

Other options outlined below do not preclude the development of a new SPP because an
existing PSO or consolidated PSO could be mandated with the task of delivering the SPP.
However, in this option it is envisaged as a new entity; existing PSOs would be expected to exist
alongside the new PSO and become overlay services that migrate to the new platform over
time.



5.2 OPTION 2: CONSOLIDATED RULEMAKING ENTITY ONLY

This option would maintain the organisational structure, but remove the rules management
function from the PSOs. Instead, the rules management functions would be consolidated into
one entity. Over time, the rulebooks themselves would be integrated into one. The existing four
PSOs would continue to be responsible for procuring and contract managing their own
infrastructure services.

Consolidated rulemaking entity

Bacs FPS

Procures and Procures and
manages own manages own
contracts for contracts for
infrastructure infrastructure
services services

C&CCC LINK

Procures and Procures and
manages own manages own
contracts for contracts for

infrastructure infrastructure
services services

Figure 2: Option 2: Consolidated rulemaking entity only

As previously mentioned, there seemed to be little added benefits in terms of the assessment
criteria from this approach and it was therefore excluded from the following analysis. There was
no clear rationale for consolidating the rule making entity but leaving the infrastructure
procurement entities separate.

5.3 OPTION 3: TWO CONSOLIDATED ENTITIES

This option would consolidate all three entities into two, leaving LINK out of scope. Each ‘new’
entity would be responsible for a different primary function that PSOs currently perform. Over
time, the rulebook management entity would integrate the rulebooks into one.

Consolidated rulebook SIS

management entity

Maintains own
rulebook

Consolidated entity Procures and

. manages own
managing procurement contracts for
and contracts for infrastructure

infrastructure services Services

Figure 3: Option 3: Two consolidated entities



It is envisaged that a single entity (“consolidated rulebook management entity”) would be
responsible for establishing the rules that PSPs in the three retail payment systems would need
to comply with. The rules would decree how participants interact with the systems that the
entity manages and ensure compliance with the regulatory standards that apply to PSOs (for
instance the CPMI IOSCO Core Principles that the Bank of England uses as its ‘foundation stone’
for FMI Supervision).

The consolidated entity for managing the procurement of contracts and infrastructure services
would be responsible for managing contracts and service level agreements for central
infrastructure (IT and network), and service desk and crisis resolution.

The two bodies could work together in different ways; although it is envisaged that they would
be equal entities with service level agreements between them, an alternative scenario could be
that one is a subsidiary of the other.

5.4 OPTION 4: ONE CONSOLIDATED ENTITY

This option would consolidate Bacs, FPS, and C&CCC into one entity with responsibility for
managing their rulebooks (with the aim of integrating their rulebooks into one over time) and
procurement of infrastructure. LINK would not be part of the consolidation.

Bacs, FPS, and LINK

C&CCC combined

Maintains own
rulebook

Consolidated entity to manage rulebooks
Procures and

contract
manages own
infrastructure

services

Consolidated procurement and contracting for
infrastructure services

Figure 4: Option 4: One consolidated entity
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5.5 OPTION 5: ONE CONSOLIDATED ENTITY WITH LINK IN SCOPE

This option would consolidate all four PSOs into one entity, with one consolidated rulebook
entity (with a view to integrating their rulebooks into one over time) which is also responsible
for procurement and contract managing infrastructure services.

Bacs, FPS, C&CCC, and LINK
combined into one Retail

Payment Systems Operator
(RPSO)

Consolidated entity to manage rulebooks

Consolidated procurement and contract management of
infrastructure services

Figure 5: Option 5:0ne consolidated entity with LINK in scope

As discussed in section Error! Reference source not found. it was agreed that LINK would
emain out of scope by the group. Therefore, this option is excluded from the commentary
below.
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6 EVALUATION FRAMEWORK

The evaluation framework comprises a set of seven criteria against which the options are
assessed. They are:

1. How does the option affect entry and access to payment systems, for example by
improving complexity and transparency?

2. How does the option facilitate and enable PSPs to innovate?

How responsive is the option to user needs?

4. How does the option affect the ability to innovate and promote competition upstream
and downstream?

5. How flexible and versatile is the option in response to potential changes to the industry?
For example, to regulatory requirements, standards, and/or innovation?

6. How does the option affect the PSOs’ infrastructure procurement/contracts
management incentives and outcomes at this layer of the market?

7. How does the option affect the ability of the resultant payment system operator(s) to
fulfil its role as a systemic risk manager, and how does it affect overall payment systems
resilience?

w

The following section explains these criteria and why they are important in addressing the
detriments identified by the Payments Community.

6.1 HoOw DOES THE OPTION AFFECT ENTRY AND ACCESS TO PAYMENT SYSTEMS,

FOR EXAMPLE BY IMPROVING COMPLEXITY AND TRANSPARENCY?
Improving transparency and complexity could make it easier for PSPs to enter the retail
payments market. Facilitating access is one of the principles set out in the evaluation
framework. One of the detriments is that multiple PSOs are expensive, complex, and time-
consuming to join for PSPs (SA16). This may form an unnecessary barrier to entry for PSPs and
therefore impede effective competition at the PSP level. There are also issues around indirect
access: reducing complexity and increasing transparency could facilitate direct access, leading to
a greater number of sponsors offering indirect access and therefore greater choice for those
seeking indirect access, addressing detriment SA1 and potentially SA5.

6.2 HOW DOES THE OPTION FACILITATE AND ENABLE PSPS TO INNOVATE?

Factors which facilitate and encourage PSPs to innovate include transparency and
interoperability. The Payments Community identified several detriments which hinder
innovation currently. There are no clear or transparent on-boarding processes or requirements
for PSPs to join a scheme and the process can be lengthy and costly for participants to join as a
result (SA14). There are currently too many standards and too much complexity which reduces
front end simplicity and stifles innovation (SA9). A lack of interoperability and common
standards in the payments infrastructure reduces the ability for PSPs to innovate (SA7).
Interoperability domestically and internationally is key to achieving the payments system fit for
the future desired by the PSF.

6.3 HOW RESPONSIVE IS THE OPTION TO USER NEEDS?

Service user experience and confidence in the system are important considerations. Multiple
payment schemes are expensive, complex and time consuming to join for PSPs (SA16). PSO
procedures and rules are considered complex, adding both a time and compliance challenge for
participants (SA14). The lack of transparency (SA14) may indicate a lack of responsiveness. The
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lack of common standards and interoperability compounds the problem. A responsive
payments system would need to show pace and agility as an outcome of any option
recommended.

6.4 HoOw DOES THE OPTION AFFECT THE PSOS’ ABILITY TO INNOVATE AND

PROMOTE COMPETITION UPSTREAM AND DOWNSTREAM 24
Consolidation is likely to have an effect on PSOs’ behaviour, including around their incentives
and ability to innovate. PSOs’ behaviour affects both competition in the upstream infrastructure
market and the ability for downstream PSPs to compete with each other. Several detriments
identified by the Payments Community relate to this, including the lack of choice of sponsors
(SA1&2), the difficulty of switching between sponsors (SA3), and the lack of interoperability
which reduces PSPs’ ability to innovate and compete (SA7). PSOs should enable and help to
create an environment for innovation and change.

6.5 HOW FLEXIBLE AND VERSATILE IS THE OPTION IN RESPONSE TO POTENTIAL
CHANGES TO THE INDUSTRY FOR EXAMPLE, TO REGULATORY REQUIREMENTS,

STANDARDS, AND/OR INNOVATION?
One of the PSF's strategic objectives is that the industry should be flexible to respond to change,
for example to advances in technology, global digitalisation, innovation, and regulatory
requirements.

Change is currently slow and cumbersome. It also makes compliance time consuming and
costly (SA14). When the Bank of England requires regulatory changes it must deal with each
PSO separately to make changes. Because of the high interdependency between PSOs, any one
of them which wants to implement changes must seek agreement from the others which will
be affected. Those PSOs either need to implement their own changes to accommodate the
original PSO’s changes, or, if no immediate change is required, to be mindful not to conflict
with this in any future change to avoid adverse impacts on service users. Each PSO has to
engage multiple participants and service users to agree to and adopt any proposed change. This
acts as a disincentive to innovate.

6.6 HOW DOES THE OPTION AFFECT THE PSOS’ INFRASTRUCTURE
PROCUREMENT/CONTRACTS MANAGEMENT INCENTIVES AND OUTCOMES AT

THIS LAYER OF THE MARKET?
A change in the structure could alter PSO’s incentives around infrastructure procurement and
contract management, leading to a change in market outcomes at this layer of the market.
Currently, there is a dominant infrastructure provider (Vocalink) which provides central level
services to Bacs, FPS, and LINK. Although there are other providers for other supplementary
services, it is a reasonable assertion that competition at this layer of the market can be presently
characterised as competition for the market as opposed to competition in the market®. If there
were more competition at the infrastructure level this could improve access as well as

4 This criterion was originally ‘How does the option affect potential competition between PSOs, particularly their
incentives and ability to innovate’? However, the Subgroup decided that the PSOs in scope do not compete. Rather
they are utilities which should facilitate competition upstream and downstream. This criterion was therefore changed
to reflect this.

> The PSR published an Interim Report in February 2016 on its Market review into the ownership and competitiveness
of infrastructure provision. It found that competition for the provision of infrastructure services was currently not
effective because the PSOs do not hold competitive procurement exercises. Consolidation is looked at in the context
of being able to improve competition for the market at this level.
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innovation. The current lack of interoperability and common standards in infrastructure is
identified as a problem by PSPs (SA7).

6.7 HOW DOES THE OPTION AFFECT THE ABILITY OF THE RESULTANT PAYMENT
SYSTEM OPERATOR(S) TO FULFIL ITS ROLE AS A SYSTEMIC RISK MANAGER, AND

HOW DOES IT AFFECT OVERALL PAYMENT SYSTEMS RESILIENCE?
Payment systems’ stability is paramount to ensure end user needs and customer experience are
protected. It is imperative that the resultant option is able to manage end-to-end risk. Systemic
resilience is important in ensuring confidence in payment systems. The option needs to be
assessed on its ability to identify risks and take mitigating action if necessary. Resilience will
increase ease of supervision and oversight. Transparency is a key aspect of resilience as an
opaque industry could increase the risk of lower resilience and/or standards of conduct
deteriorating over time.
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7 SUMMARY OF DISCUSSIONS ON SHORT-LIST OF OPTIONS

The following provides a commentary of the discussions by the Subgroup about the options left
for consideration. These are re-numbered below for the reader’s ease.

Option 1: Work in progress, no structural reform to existing PSOs (see 5.1)

Option 2 (was Option 4): One consolidated entity responsible for both rulebook management
and infrastructure contracts (see 5.4)

Option 3 (was Option 3): Two consolidated entities, one responsible for rulebook management
and the other for infrastructure contracts (see 5.3)

It is worthwhile to note that during the workshop the Subgroup looked at each evaluation
criterion in turn rather than at each option, which allowed ease of comparison and aided
discussions. However, the analysis below has been written up by each option, highlighting the
key themes of discussion most relevant to that option. Section 10.5 contains a summary table
of analysis sorted according to the evaluation criteria. The analysis presented below is
‘chronological’ in that each section serves to provide a foundation for the next. As
such the analysis of the options should be read together and consecutively, rather
than in isolation, which could be misleading.

7.1 OPTION 1: WORK IN PROGRESS, NO STRUCTURAL REFORM TO EXISTING PSOs

Bacs FPS C&CCC LINK

Maintains own Maintains own Maintains own Maintains own
rulebook rulebook rulebook rulebook

Procures and Procures and Procures and Procures and

manages own manages own manages own manages own

contracts for contracts for contracts for contracts for

infrastructure infrastructure infrastructure infrastructure
services services services services

There are a number of existing initiatives that are expected to have a positive impact on the
payments ecosystem from SAMWG. These are expected to help reduce complexity, improve
entry, reduce costs, and facilitate greater innovation and competition. The existing structure is
considered to be extremely resilient, and moving to common messaging standards (ISO20022) is
likely to improve that resilience further.

Complexity is seen in multiple layers of the payments ecosystem and not just at the PSO level.
Indeed, larger PSPs, as sponsor banks, potentially have a role to play in opening up access,
improving transparency, and reducing the complexity experienced by indirect PSPs.

However, there is no single strategic body for payments to formulate strategies that develop the
interbank ecosystem as a whole (rather than just the individual PSOs) without external pressure
or input. Furthermore, collaborative efforts risk dwindling over time because individual PSOs
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have a fiduciary duty to act in the interests of the PSO, so decision making between PSOs may
diverge.

Even after the implementation of existing SAMWG solutions, there are likely to still be
considerable time and cost requirements for PSPs to gain entry and participate. While
aggregators connecting to multiple PSOs may allow PSPs to outsource the complexity element
to some extent, the cost of joining and participating still needs to be borne by the participant.
Additionally, it's not certain that competitive aggregators will emerge as hoped because this will
be subject to market forces.

The Simplified Payments Platform offers a way to create a simpler framework for payments
which promotes competition and facilitates innovation. But it is still in very early stages of
development and developing it as a separate PSO alongside the other systems was felt to
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