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1 Executive summary

The UK Government’s ambition is to build a trusted, world-leading payments
ecosystem where consumers and businesses benefit from choice, innovation, and
resilience. Account-to-account (A2A) payments are core to delivering it, as they
can offer a competitive alternative to cards.

Open Banking has played a key role in this. Triggered by the CMA's 2017 retail
banking remedies and EU payment rules, it enabled customers to safely connect
authorised Payment Initiation Service Providers (PISPs) to their bank account to make
one-off A2A “single immediate payments” (SIPs), on their behalf, for free.
Government, regulators and industry stakeholders have since sought to develop a
viable commercial model for variable recurring payments (CVRP), that have the
potential to compete with card schemes.

Development of the commercial model has been undertaken against a backdrop
of regulatory supervision, influenced by 2023 regulatory pricing principles (the ‘JROC
Pricing Principles’) that consider each bank as a monopoly access provider to each
of their customers’ bank accounts.! Two economic studies (Frontier on behalf of
Open Banking Limited, and UK Finance) recommended pricing options applying
these pricing principles.

This paper identifies some inherent challenges with the current approach that risk
undermining rather than incentivising the development of cVRP as a viable
alternative to card payments and proposes a possible way forward. It builds on the
Government’s National Payments Vision (NPV) which concluded that “current
economics create a lack of incentives for data holders to drive, invest and support
the development of Open Banking beyond the regulatory minimum established in
the CMA Order. ... To unleash the potential of Open Banking, sustainable
commercial arrangements are needed. The provision of any additional or ‘premium’
services beyond the scope of the CMA Order should be subject to a commercial
model whereby data holders are incentivised to innovate and invest. The
government intends to support this through the incoming regulatory framework."?

We see two key challenges with the current approach

First, the focus on banks as bottleneck monopoly providers to each of their
customer’s user data may not be an optimal response to the government’s National
Payments Vision (it also predates it).

The central problem the vision is trying to solve is how to develop a cVRP scheme
that aligns the incentives of banks and PISPs to make it a commercially successful
rival to card schemes. The focus therefore needs to shift from the current approach,
that assumes bank participation, to the question of how to incentivise the
development of a new payment method (that inherently requires commitment from
both sides of the market). Without resolving the question of incentives there is a risk
that participants with weak incentives treat it as a compliance exercise which may
not be conducive to securing upfront commitments to invest. For example, banks
face increased costs and risks (stranded investments, and cannibalisation of existing
revenues from card payments), but limited control or certainty over their future
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returns, including cost recovery. There is also the risk that card schemes get there
first, with Visa and Mastercard already testing the market.3

Second, the current process to achieving commercial alignment relies heavily on
stated preferences (rather than revealed preferences) to resolve coordination and
hold-up challenges.

With the current process, economic consultancies are asked to pick their way
through the stated preferences of banks and PISPs, to sketch out a commercial
model that represents a compromise arrangement, in the form of a multilateral
agreement (MLA). This has been a slow and complex process and has raised
competition law concerns. We know from the economic literature that revealed
preferences are a more reliable indicator of reality than those that are stated.
Enforceable contracts are one way around this. Another challenge is hold-up
problems, where a firm needs to make relationship specific sunk investments without
having certainty that they will yield a commensurate revenue stream in future. Long-
term contracts (and other mechanisms) can help overcome these types of
challenges, but they require commercial flexibility and agility, which the current
process may not cater for.

We propose an independent, profit driven scheme with greater commercial
freedoms and agility than the current process allows for, alongside timely
competitive access to mobile platforms by alternative mobile wallets.

Success depends on balancing incentives across payers, merchants, banks, and
payment services initiation providers (PISPs). A model with an independent, profit-
driven scheme in the driving seat is most likely to achieve this.

As a nascent scheme looking to compete with cards, it lacks market power and
must be free to tailor pricing and user experience to grow. Instead of signing up o
an MLA that reflects an uneasy compromise between the stated preferences of
stakeholders with divergent interests, a scheme entity should be empowered to
contract independently and directly with each bank and PISP. This way, the scheme
entity will be able to identify the revealed (i.e. real) preferences of each market
participant including through long-term contracts and ensure that sufficient
incentives exist for them to help make cVRP a commercial success with merchants
and payers.

Beyond a high-level statement around the objectives that such a scheme should
seek to achieve (in line with the National Payments Vision), no further regulatory
intervention in cVRP pricing should be necessary today. Only if (or when) the
scheme becomes so successful that it acquires market power, should further
intervention on pricing be considered.

Clarity on the future approach, however, is likely to be needed to mitigate
regulatory risk today. To ensure regulatory predictability and stability from the start,
an upfront regulatory commitment of what such intervention in pricing would look
like will be needed and should be developed (akin to the ‘fair bet’ approach in
telecoms). This could include tailoring the JROC pricing principles to the objectives



of the National Payment Vision and market characteristics (including placing
greater emphasis on payment schemes’ multisided nature).

Other changes including regulated access to mobile platforms with entrenched
market power are likely needed quickly to clear the path to success.

If cVRP is to extend to in person point-of-sale payments, access to mobile devices on
competitive terms will be required. To this end, the FCA and PSR should work closely
with the CMA to ensure that access to mobile devices for wallets offering A2A
payments constitutes part of the conduct requirements imposed on Apple and
Google. In addition, while SIPs are in many respects an inferior proposition to cVRP,
to the extent banks remain under a regulatory mandate to process SIPs for free, this
may act as a drag on the potential of cVRP to develop as a successful rival to card
payments. Subject to further analysis, the phase out of free access to bank APIs for
SIPs may be needed (to the extent possible without undermining legitimate
commercial expectations of PISPs and without causing undue consumer harm).

2 Background
2.1 This report

Natwest engaged diktyo economics to examine (i) the challenges encountered by
stakeholders in coordinating a commercial approach to Account-to-Account (A2A)
payments, (i) how commercial incentives could be most effectively aligned to
create a commercial scheme as an alternative to cards, while (iii) ensuring
merchants and consumers are protected from the exercise of market power in
payments over the longer term.

We take a fresh look based on general economic principles, as well as learnings
from other sectors, in particular telecoms and digital platforms. While this paper does
not represent the position of Natwest or any other party, we hope that this is a
valuable independent contribution to the current debate.

This report does not opine on the question of whether, or how, the commercial
solufion could be adopted in a way that complies with competition law. The scope
also does not include Open Banking APIs where used for purposes other than A2A
payments (e.g. budgeting apps etc.).

2.2 Policy context

The Government’s ambition is to create a “trusted, world-leading payments
ecosystem delivered on next generation technology, where consumers and
businesses have a choice of payment methods to meet their needs.”4 To this end,
Government, in its National Payments Vision, set the strategic direction that the
regulatory framework must be clear, predictable and proportionate and that
payments runs on resilient infrastructure that supports innovation, competition and
security. Seamless account-to-account payments (A2A) are seen to play a ‘crucial’
role in this, giving ““greater choice to consumers and merchants in how they make
and receive payments.’>



The vision's implementation envisages building on the mechanisms established
though Open Banking.é Originally triggered by a CMA market investigation into retail
banking in 2015-2017, Open Banking aimed to help customers compare different
retail banking propositions more easily.” The UK implementation of EU payments
services rules, motivated by a desire for a competitive alternative to cards, then
strengthened the Open Banking framework.8

Open Banking — which has been implemented by Open Banking Limited (OBL) -
enables customers to consent o third-party providers (TPPs) accessing their payment
account to view their account information and / or make payments on their behalf.
This enables, amongst other things, single immediate payments (SIP)?.

Customers who wish to pay by SIP must authorise each individual transaction using a
link sent to them, or by scanning a QR code. The user experience is considered
insufficiently seamless to encourage merchants and consumers to use it at scale. To
date SIPs have only been adopted by merchants who can tolerate a degree of
friction in their customer journey, for example Ryanair. Importantly, SIPs also do not
come with any of the payment protections or customer dispute mechanisms that
customers are used to in respect of card payments.

Commercial Variable Recurring Payments (CVRP) sit outside of the 2017 CMA Order
and the Payment Services Regulations,'© and as such, there are no prescribed limits
on what banks can charge to offer them. Unlike SIPs, cVRPs will allow customers to
authorise multiple recurring payments to the same merchant, leading to more
seamless customer journeys for multiple payments. Work is also underway to
infroduce customer protections for cVRPs. It is envisaged to be infroduced in two
phases:

e Wave 1 - comprising ‘low risk’ use cases such as payments to utilities (including
fixed and mobile telecoms) rail companies, regulated financial services firms,
pension schemes, mortgages, e-money institutions authorised by the Financial
Conduct Authority (FCA), government (central or local), public bodies, and
registered charities.

e Wave 2 - envisaged to ultimately extend cVRP to wider e-commerce providers
(and, potentially in the future, in-store payments). This wave will require the
development of appropriate customer protections.

For Wave 1 to be successful, merchants, i.e. the utilities, rail companies and others,
will need to incur the cost of tfransitioning to accepting a new payment method. For
that to be the case they will want to be confident that (i) it enhances rather than
disrupts their customers’ journey and/or (ii) it is less expensive to them than existing
payment schemes.

The development of e-commerce payments through Wave 2 could generate
competitive pressure on the card schemes, where the Payment Systems Regulator
(PSR) found that “given the widespread use of Mastercard and Visa in the UK, their
cards are must-take for merchants in the UK” and that “existing alternative payment
methods to cards do not exert effective competitive constraints on the fees
charged by Mastercard and Visa for scheme and processing services.” !



However, the PSR reports in its market review statement on card scheme and
processing fees that ‘even [the more positive views expressed by some stakeholders
implied that competition [of open banking] with card payments was not expected
in the short term. ... Even with proper regulatory intervention to mandate the major
banks to facilitate A2A payments, many stakeholders consider that it will take a few
years for effective competition with cards to emerge.’2

The obstacles cited by the PSR to further development of Open Banking were
functional and performance related, with an ‘[a]symmetry of costs and incentives
within the ecosystem’ ... considered a fundamental impediment to the expansion of
open banking payments into areas such as e-commerce, broader account-to-
account retail transactions (A2ART)..."".13

The Garner review in November 2023 made a related point:

“Feedback is consistent that new payments approaches can only
thrive when they have both a sustainable commercial model and
adequate consumer protection. Without a sustainable commercial
model, there is no money to fund adequate consumer protection
and infrastructure investment. Open Banking's current economics
create no incentive for their providers to drive, invest and support it,
and no margin to invest in consumer protection.”4

This report considers how current plans for a cVRP scheme could be augmented to
drive greater payment volumes more quickly; while ensuring consumers remain
protected should a scheme gain market power in future. It is structured as follows:

e Section 3 summarises the current institutional framework envisaged and key
challenges.

e Section 4 provides an overview of the economic characteristics of payment
systems.

e Section 5 proposes how incentives could be better aligned through a single,
commercially empowered scheme.

e Section 6 considers how competition and consumers could remain protected in
the long run without regulatory intervention on pricing today.

e Section 7 sets out other regulatory measures that could help clear the path for
A2A payments, including competitive access to mobile platforms with market
power.

3 The emerging framework, commercial model and
key challenges

In June 2023, before the publication of the Garner review, the Joint Regulatory
Oversight Committee (JROC) for Open Banking issued ‘Principles for commercial
frameworks for premium APIs’ (the JROC Pricing Principles). They had as their
objective, “a sustainable, safe, commercial model that results in account-servicing
payment service providers (ASPSPs) and third-party providers (TPPs) agreeing prices
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that (i) offer fair value; (ii) are transparent and promote competition; and (iii) take
info consideration the need to protect consumers and firms from harm, including the
effects of cyber and financial crime”.'>

The JROC Pricing Principles reflect an assumption that every account-servicing
payment service provider (ASPSP) is a monopolist in a relevant market for each of
their account holders’ data. In December 2023,'¢ the PSR proposed that it should
develop an MLA that sets a central regulated price, that would be cost orientated
(and zero for low-risk use cases), and that it should mandate the participation of the
CMA?9 banks. The proposals received significant levels of stakeholder push-back.'”

In November 2024, the Government published its National Payments Vision, which
affirmed Joe Garner's findings a year earlier, and proposed the development of an
industry led approach, while handing over primary responsibility to the FCA.18 In
January 2025, the FCA and PSR announced the creation of a new legal entity to
coordinate how variable recurring payments are made.?

This section sets out:

e the current institutional framework envisaged including how common technical
standards are envisaged to be set,

¢ the commercial model considered and specifically the pricing of bits of software,
referred to as Application Programme Interfaces (APIs), that give payment
initiation providers (PISPs) read- and write access to bank accounts so they can
trigger payments to merchants, and

e some of the challenges remaining.

3.1 Institutional framework

Current proposals by Open Banking Limited (OBL) for cVRP Wave 1, and the
proposals published by UK Finance for Wave 2 in April 2025, anticipate a for-profit
scheme entity with around thirty-one shareholders operating the commercial
industry VRP scheme.?0

Central to this would be a Multilateral Agreement (MLA) between ASPSPs, PISPs and
the scheme entity made up of a Participation Agreement, a Rulebook, and
Schedules to those rules. It also envisages that the precise commercial model setting
(amongst other things) the remuneration of ASPSPs by PISPs for the APIs necessary to
action payments will be added to the MLA.2!

Following the completed implementation of Open Banking under the CMA Order,
the intention of JROC and the NPV is for the FCA to become the lead regulator to
progress Open Banking. We are currently in a period of transition until the Long-Term
Regulatory Framework (‘LTRF’) is put in place, which will provide the overarching
regulatory framework for Open Finance. The LTRF is expected to be put in place as
secondary legislation under the Data Use and Access Act (DUAA), which would then
allow the CMA to commence the revocation process of the Part 2 Open Banking
requirements. The FCA has recently announced its vision for a Future Entity to take
forward Open Finance. The future entity (distinct from the for-profit scheme entity)



will replace OBL as the primary standard-setting body for open banking application
programming interfaces (APIs) in the UK.22

The current model under consideration for cVRP is illustrated in Figure 1 below.
Payers will trigger payments from their bank accounts to merchants (say an energy
provider, with bill payments depicted by the green arrows). A PISPZ will enable the
merchant to bill the payer (ultimately via the merchant’s bank account). This could
be through a QR code, or a link the merchant makes available for the payer so they
can trigger payment on their mobile phone via the merchant’s website, or an app
accessed through a mobile device or a computer. In future, it might also work via an
in-store card reader in the UK, as is already possible in e.g. Portugal where (both
account-to-account and card) mobile wallet alternatives to Apple wallet have
access to mobile phones’ near-field communication chip (NFC).24

Figure 1. lllustrative model for a commercial payments scheme?s

Commercial A2A scheme

Sending ASPSP: payer's bank
account holder processing

- T Sending payment requests from the
Receiving « ﬁ
ASPSP / ASPSP PISP.
PISP

PISP: vertically integrated
(with sending ASPSP) or third-
- O party. Uses API to trigger

% Merchant Payer payment in return for fee
m paid to sending ASPSP.
o O
Receiving ASPSP: merchant’s
——— Flow of payer purchase payments bank receiving pgymenf.

Compensation forcVRP enabling services

The remuneration of ASPSPs by PISPs is represented by the black line connecting PISP
and sending ASPSP in the figure. PISPs in turn charge merchants for arranging the
payment. The current expectation is that transfer of funds will be between the two
ASPSPs - funds will not go through the scheme entity. But the scheme entity will be
responsible for managing the MLA.

The illustration in Figure 1 broadly aligns with the structure considered by Frontier
Economics (see below), to facilitate comparisons, except that we have at the top of
Figure 1, included a placeholder for a new scheme entity.

For the Frontier Economics study the new payments scheme at the top was not in
scope. Relevant fees for the payment scheme were assumed to equal the existing
Faster Payments (FPS) fee (per transaction) plus a range assumed for scheme fees to
be paid to Open Banking for things like coordinating the setting of technical
standards, operating the open banking directory, and compliance and monitoring
activities.26

This model also does not take infto account any fees that the receiving ASPSP may
charge the merchant for processing an FPS payment, as part of the provision of a
Business Current Account (BCA) service. Such fees are likely to form part of a
separate market (e.g. the market for BCAs) recently found by the CMA to be
characterised by increasing competition, and are outside the scope of this paper.?”
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3.2 The current commercial model and API pricing envisaged

Frontier Economics proposals for Wave 1

OBL commissioned a study from Frontier Economics to “develop and propose a
methodology to establish a commercial model price or price cap for Wave 1
cVRP"28 charges. Frontier Economics made the following recommendations for
Wave 1 use cases “considering the FCA and PSR’s principles [the JROC principles]
and practicality”:2?

e PISPs (not payers) should be charged (to enable the scheme to become
competitive against cards),

¢  MLAs embedding the commercial model are preferred to bilateral agreements
between individual ASPSPs and PISPs (“as they simplify and reduce the cost of
building a network for cVRP by avoiding multiple bilateral negotiations and are
likely to be more effective in driving adoption ...and also likely disadvantage
participants with less bargaining power (e.qg. smaller PISPs)"),%0

e asingle market price, for all use cases, identical for all merchants and PISPs,
largely based on estimated unit cost (predicated on highly uncertain volumes)
and set for approximately 5 years, and

e the MLA could be set as the only allowable price, or as a fall-back, albeit
favouring the former as if a “fallback” approach is adopted we would expect it
fo be the price used in the vast majority of cases as any bi-lateral negotiation
would lead to a worse outcome for one side” 3!

UK Finance proposals for Wave 2

UK Finance in June issued a report providing an assessment of possible commercial
models for Wave 2 use cases, also based on the JROC principles, aiming to
“develop a successful commercial model that achieves high levels of usage, such
that cVRPs become ubiquitous”, while “not speculat[ing] on or evaluat[ing] specific
mechanisms for achieving this widespread ASPSP adoption (whether through the
financial incentives provided to Payment Initiation Service Providers (PISPs) and
ASPSPs, regulatory mandates or in other ways)”, also noting that “[t]his work will
assume that all ASPSPs adopt cVRPs in the assessment and modelling of options."32

The report evaluates different choices the commercial model could entail,
including: the pros and cons of multilateral vs bilateral agreements, different types
and levels of consumer protections, different ways of defraying the faster payments
fee and the operator fee, the calculation basis of a per fransaction fee, fees
accounting for different levels of transaction risk, different possible fee trajectories
over time, the possibility of discounts for PISPs based on volume, as well as fixed vs
ad valorem fee structures and possible mixed models. The resulting analysis is a
structured assessment informed by government policy documents, international
benchmarks, and stakeholder consultation.3®3 However, the report shortlists twenty-
eight out of the thirty-two original choices, leaving much of the work to determine
an actionable commercial model open.

Summarising at a very high level the UK Finance recommendations for Wave 2: they
include a cenftrally-set falloack model, with the possibility of bilateral agreements,
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greater flexibility vs Frontier ECconomics in how the “operator fee” (i.e. scheme fee) is
defrayed between ASPSPs and PISPs, five different options for ASPSP fees from cost
to value based (where value relates to merchant adoption incentives in some form),
enabling reflection of transaction risk in the level of fees, discounts for PISPs based on
volume, and different flavours of fixed vs ad valorem fees per tfransaction.

The differences between the Frontier Economics approach recommended for Wave
1 and the UK Finance approach in Wave 2 are anchored in the different use cases
between waves. Wave 2 is envisaged to encompass riskier and more diverse use
cases than Wave 1, and this generates a need for increased flexibility in the way in
which differences in risk and value may be reflected in fees and fee structure.

3.3 Key chadllenges

There is a public policy desire to incentivise investment in a commercial payment
scheme and for it to grow into an alternative to cards. While progress has been
made, ASPSPs appear to still have weak incentives to put their weight behind cVRP.

While there could also be extraneous reasons for this, below we consider possible
challenges related to the regulatory approach and process. This may also limit the
degree to which economic studies can cut through and move from balancing
stakeholder views to recommending commercial decisions.

Viewing each ASPSP as a monopolist with regards to each of their customers does
not align with the market in which policy is aiming to foster competition

The JROC Principles recommend an approach to pricing consistent with what would
—in other sectors — normally require a finding of market power, an adverse effect on
competition (AEC) in a relevant market or markets while there has been no such
finding in recent fimes.34

Borrowing a regulatory approach used in telecommunications, the JROC Principles
assume that every retail bank is a ‘bottleneck’ controlling access to their customers
(including customers’ user data). By this definition, every provider of a product with
unique customer or usage data is a monopolist regarding that data.



There could be reasons why, on a case-by-case basis, it may be appropriate to set
or cap charges on one side of a multisided market at cost, even where there is no
market power in a relevant market or a relevant digital activity. However, this is more
likely to be a special case than something that can be generalisable across the
economy. Text Box 1 below provides two examples from telecoms markets where
charges were capped at cost, and one where they are not, to help illustrate this. The
first example, call termination, is one where the regulator explicitly decided to treat
the market as one-sided to foster competition from entrants in the “primary market”
for calls (more akin to the situation which triggered the 2017 CMA Order following
findings of an Adverse Effect on Competition in retail banking markets, or AEC). The
second example is one where the European Commission designated large online
platforms as gatekeepers, but where Ofcom found that regulation was not
warranted.

Text Box 1. One-sided or multisided markets? Two examples from the communications
sector.

In telecoms, regulators have long treated markets as effectively a one-sided market.
While consumers are free to choose a service provider, the regulator has capped
charges networks charge each other to “terminate” — in other words deliver — calls to
their customers on their respective network. This reflects the policy desire to ensure any
caller can reach any called party on any network, and the resulting vulnerability of
smaller e.g. entrant networks with very few customers, to the negoftiating power of
larger ones with large and established customer bases.

This is not necessarily always the right approach and there are diverging views. For
example, when it comes to over-the-top service providers (in the UK) such as
WhatsApp or Signal, consumers can ‘multi-home’. In other words, they can download
both applications and switch between them, as they receive nofifications from other
apps depending on who contacts them and who they want to communicate with.
While the UK regulator Ofcom did not impose obligations on OTT providers to
interoperate, the EU Digital Markets Act (DMA) obliges gatekeepers (i.e. platforms
fulfilling a set of quantitative thresholds indicating that they have an enfrenched or
durable position) to allow third party messaging services to inter-operate with them.
This means, for example, that in the EU, WhatsApp users should in theory be able to
receive messages from users of third-party messaging apps.

By virtue of the regulatory requirement that on a public telephone network any
caller needs to be able to reach anyone else on the public telephone network,
operators must negotiate and agree access as a condition of their license. With
cVRP, merchants will have multiple alternative payment methods available to them,
so they will only adopt a new option, cVRP in this case, if it delivers an improvement
over cards, e.g. better conversion, compared to cards, other things equal (e.g. the
cost to them); or lower cost at equal conversion. Should the scheme gain market
power, for example if it gained material volume and became a ‘must-have’ for
merchants, then regulation may need to kick in. Section 6 sets out a possible
approach.
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In payments, a regulatory focus on one side of the market only is unlikely to
incentivise investment in a new entrant alternative payment scheme - i.e.
comparable to a competing telephone network, or a new competing messaging
service to WhatsApp. Hence cVRP is likely to require continued incentives for
multiple sides of the market to participate in it, and to continuously improve the
service it provides to merchants and payers. The regulatory mandates infroduced
through Open Banking that have required banks to offer free access to APIs for SIPs
have so far not facilitated the creation of a commercial rival to cards. Unless banks
are provided with commercial incentives, this may not change.

Furthermore, taking Frontier Economics’ findings, for example, cVRP appears unlikely
to be a platform with market power (at least not for a while). Considering the
indicative findings from Frontier Economics, a cVRP payment scheme (as a multi-
sided platform) would qualify as a nascent scheme at best. Frontier provides
illustrative projected market shares of Wave 1 cVRP after five and ten years, under
different volume scenarios.?> 36 Even the most ambitious scenario modelled by
Frontier Economics results in market shares well below 10% in years 5 and 10, for
Wave 1. The future of Wave 2 cases is even more uncertain given it involves more
demanding use cases from a consumer journey point of view and more risky ones
from banks’ perspective. As a result, mandated inter-operability on regulated terms
including price are also likely to be inappropriate unless and until the scheme tips
info market power (more on this in sections 5 and 6 below).

Relying on stated preferences alone is unlikely to lead to commercially robust
outcomes

The approaches taken by Frontier and UK Finance also recognise that payment
systems are multisided markets requiring merchants, PISPs, consumers and ASPSPs to
participate for it to succeed. They recognise that critical mass is required (ideally all
banks’ but if not at least the CMA9), and that the scheme needs to be attractive to
PISPs who serve as the connectors of the scheme to merchants. This means that
there is a need for potential participants to coordinate.

However, having to rely on the stated views of around thirty-one stakeholders on
what might work for them commercially and/or is perceived as fair in the context of
the JROC principles has important shortcomings.

Reliance on stakeholder views rather than revealed preferences is a key weakness
economics and behavioural science identify when considering how to freat
information about likely future behaviour. Stated preferences are preferences
revealed when individuals express views about how they would react if faced with a
choice rather than — as would be the case for a revealed preference - being
observed in how they actually respond to choices in real life.3”

This is likely to be exacerbated by the complexity of the exercise at hand. For
example, the UK Finance evaluation of commercial models for Wave 2 considers
choices across 9 dimensions, with 3-6 design choices per dimension, i.e. a total of 35
choices across all dimensions, and over 150,000 permutations.38 This is relevant
because, complexity aside the choices in each dimension are unlikely to be
independent of each other. For example, the transaction amount could be
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correlated with multiple factors such as transaction risk, the value to the merchant of
a specific future use case, and potentially also the way liability might be optimally
shared. Therefore, the rationale for a particular charging method ultimately
recommended might be reflected in different dimensions considered at the same
time, thus potentially causing some factors to be considered multiple times with
others given insufficient consideration. Stakeholder input on the choices in each
dimension is unlikely to take this into account systematically. As a result, such a
process may not facilitate reaching an internally consistent commercial model.

As we suggest in section 5, a central scheme and contracts are a way around that.
While a firm may state that it cannot make a profit below price X, if the best terms
on offer involve a price below X, the firm may nonetheless decide to commit to a
confract if not offered an alternative. Similarly, if the firm chooses not to participate
because the price isn't right given its business model, then the scheme will have to
either find alternative commercial terms (e.g. better price, better price in return for
e.g. volume discounts, a long-term volume commitment or similar) to attract it as a
participant, or accept there might be one less scheme member.

Contractual agreements may be accompanied by statements of intent, but they do
not carry the same level of commitment and tend therefore not to be treated as
such. Of course, demand conditions and volumes might change, but a contract
that commits parties to volumes ahead of time firstly ensures parties have given their
best estimate and secondly, face the cost of getting it wrong. This in turn should also
create greater incentives to produce better forecasts.

Hold up problems may also be present

The current process may also contribute to the reluctance of APSPs to commit to
and make investments upfront. Incomplete contracts can prevent agreements from
being struck in the first place. The classic example is the so-called hold-up problem
where parties to a fransaction must make non-contractible relationship specific
investments before the fransaction takes place, while the specific form of the
optimal future transaction (e.g. volume) remains uncertain.3?

This is likely to be anissue also in the present situation. The unit costs estimated by
Frontier Economics vary widely, i.e. within a range of 3p to 11p per transaction
depending on volume assumptions and the timing of cost recovery.4 They could be
higher if common costs were counted, too. With volumes forecast based on the
stated preferences of ASPSPs and PISPs, actual variability in cost and volume could
be even higher. In aggregate, these factors may make it difficult for banks to
identify a clear commercial case for participation.

ASPSPs are currently asked to commit to investment in systems, user experience and
potentially branding, with uncertainty over future cost recovery, including
opportunity costs (as the scheme could impact existing revenue streams). ASPSPs
are also asked to commit to these investments without the ability fo set or vary the
price unilaterally as new information about cost and demand become available:
prices in Wave 1 are envisaged to be insensitive to volume and value, at least for a
period of 5 years. At the same fime, only scenarios that “delay the recovery of
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material costs including upfront investments and scheme costs... [are expected to]
lead to cVRP being broadly competitive with debit and credit cards.”4!

Competition law risks of multilateral commercial agreements could further stifle
progress

An additional concern stakeholders raised is that a multilateral agreement on
commercial terms could breach Chapter | of the 1998 Competition Act. We have
not considered the issue in detail but note the concerns as an additional headwind
to the institutional structure and commercial agreements considered above.

In the next section we set out the economic characteristics of payment systems and
implications for pricing. Then we consider an alternative — or potentially
complementary - way of incentivising a new payment scheme to grow. The hope is
that if developed further, such an approach may spark further thinking around how
the challenges above could be mitigated if not overcome.

4 Payment schemes: priced as multisided platforms

Payment schemes have long been described as two-sided markets, where the
volume of tfransactions on, and the profit of a platform depend not only on the total
price charged to the parties to the tfransaction, but also on its decomposition.42

This section:

e describes key competitive dynamics of payment schemes as a particular form of
two-sided platform

e Why access pricing should not be regulated unless there is a strong likelihood of
its market power becoming enfrenched.

4.1 Competitive dynamics

Two- or multisided platforms are everywhere, and many of them compete
vigorously. This could be where users on multiple sides of the platform ‘multi-home’
i.e. use several platforms at the same time and can easily switch between them to
engage with the other side of the market.3 The extent and intensity to which a
platform’s behaviour is disciplined by competition tends to depend on:

o the ability of all sides to multi-home, i.e. to technically, contractually, or otherwise
deal with several platforms, and

¢ the degree to which each side can switch between platforms.

If a platform is a ‘must-take’ for any side of the market, it is likely to possess market
power: the market could be said to have tipped in favour of that platform. It is
possible for markets to fip in favour of more than one platform. The PSR has found
that Visa and Mastercard are both must-takes for a material number of merchants.44
The dynamics behind this can be illustrated through the following example: a card
issuing bank with a 10 percent market share might issue cards through one scheme
(scheme A) only, and offer no other equivalent means of payment (e.g. an
alternative card scheme, or A2A). Another bank with a 15 percent market share
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may only use scheme B. In this case merchants may face a stark choice: offer their
customers the option to pay via both scheme A and scheme B or miss out on
transacting with either 10 or 15 percent of bank account holders.#

A new enfrant A2A payment scheme would not be a must-have from the start. It
might or might not become one in future. This will depend on how the market
evolves. For example, if banks who adopt the scheme continued to issue cards, then
it may not become a must have for merchants, if merchants could walk away from
the scheme in response to poor terms or quality, and rely on cards instead. This is an
empirical question and would need to be considered depending on how the
market evolves.

If all major banks offered A2A payments, and the user experience and price is
competitive compared to Visa- and Mastercard, merchants might offer both
payment by card and payment via A2A (especially if set up costs are low).
Merchants will be incentivised to steer customers to the option with the best user
experience and the lowest price.* In addition to enabling consumer choice, this
would exert greater competitive pressure on Visa- and Mastercard and so could
mitigate (if not resolve) the PSR's current competition concerns regarding the card
schemes.4

4.2 Platform access pricing before tipping

In determining access prices - both in commercial and regulatory settings - the
interactions between the different sides and the value each side brings to the
platform need to be ‘priced in’.

This means that price will vary to an extent according to the inverse elasticity of
demand of users on each side of the market. A non-technical way to describe
elasticity of demand is simply the price sensitivity of a customer. While sometimes not
known with precision, the better a platform’s data, and knowledge of their
customers, the more precisely they will be able to estimate and/or judge this.

The greater a user’s price sensitivity is, the less the user values, needs or depends on
the platform. In turn, this depends on the (i) intrinsic value of the platform to the user,
as well as (i) the potential alternatives available. If there are alternative platforms to
choose from, the user is likely to be more price sensitive, all other things equal.

Nascent platforms will be more likely to gain traction in the market, the better they
are able to tailor their offerings including use case, design, user experience, pricing
etc. to the individual customer (or customer group). This could include charging (or
paying) less to one side of the market than the other or differentiating terms
including price between individual users and use cases. This would help the platform
gain scale and become more attractive to all users. Regulators should not intervene
in pricing except in circumstances where there is at least a reasonable expectation
of the platform tipping in the foreseeable future with arisk of its market power
becoming entrenched.
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4.3 Platform access pricing after tipping

The same pricing incentives that lead platforms to become viable in the first place,
can also lead to detrimental outcomes once the platform has gained market
power. Interventions in price and other terms might then be justified and be
designed to mimic pricing under workable competition. In other words, pricing
should avoid rewarding undue market power. Section 6 addresses the longer-term
risks of market tipping and how to put safeguards in place from the start to ensure all
stakeholders have clear expectations about the long-term regulatory approach.

But first we look at how to maximise the prospects for success of a new payments
scheme.

5 An independent profit-driven scheme can align
incentives

In the following we propose an alternative model (or potentially a complement if
used e.g. for Wave 2 only) to that considered in section 3. We put the characteristics
of payment systems as a multisided platform (as set out in section 4) front and
centre. This section is structured as follows:

e essential requirements for a scheme to be successful and

e possible contractual ways of addressing them including what such a scheme
could look like.

5.1 Essential requirements

Because there are established schemes (e.g. cards) which benefit from network
effects, a new scheme can only become viable in this space if it can challenge the
existing schemes successfully. To this end, a new scheme will need the capability to
develop the following essential requirements:*8

e A critical mass of sending ASPSPs will need to give read and write APl access to
PISPs for cVRP. Without critical mass (which is unknowable ex-ante but is
estimated to be anywhere between 50% and 80% of market coverage)?,
merchants will hesitate to incur the costs of investing in the commercial
relationship with a PISP. This may require integrating the PISP’s service in their
online shopping and check-out experience or, potentially, investing in an in-store
payment device so customers can use it to authorise payment in store. To enable
critical mass in participation, the scheme will need to navigate both hold up (see
section 3 above) and free riding risks.

i. Hold-up risks can be mitigated by enabling the scheme to design
appropriate contracts and by mitigating regulatory risk (see section é on
the need for regulatory clarity and predictability). For example, long-term
confracts (including potentially volume commitments by PISPs) could help
derisk low APl charges in the early years while volumes are low (as the
Frontier study set out, as the level of take-up of the new scheme increases,
unit costs will fall).
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i. Freeridingis arisk that could arise where some ASPSPs or potentially PISPs
delay participation in the expectation that they could join later, at a lower
cost (and/or risk). For example, ASPSPs might delay until the risk of
participating is lower. PISPs may hold out because they might consider
that SIPs might be a viable alternative, etc. These dynamics might prevent
a scheme from gaining critical mass, but e.g. longer-term contracts and
differential terms e.g. better for early adopters vs late-comers, can help.

Seamless and secure customer journeys, combined with effective customer
protection and trust. Payers and merchants will only invest in adoption if they are
confident the new payment method is secure, easy to use, and consistent across
different banks. It will be important to develop effective standards that will need
to be followed by almost all participants, nearly all the time.

An attractive value proposition to merchants. Unless an A2A scheme can offer
equivalent or higher customer checkout conversion rates than a card scheme,
the A2A price point will need to be lower than the comparable card scheme
price point.

Agility will be needed to respond optimally to market signals, to recalibrate
trade-offs over time. There will be a need to optimise the trade-offs between
security, quality of customer experience, and pricing over time. For example, if
banks are liable for fraud, the amount they will tolerate will be contingent on the
amount of revenue they can generate from the payment to cover the fraud risk.
If they cannot generate sufficient revenue to cover the risk, they may increase
fraud controls which could, in turn, add friction to the customer journey. In
addition, pricing and standards will need to evolve in tandem with changing
consumer needs, technology, and merchant requirements.

5.2 How these essential requirements can be addressed

We have identified three different contractual types that could be deployed to
develop the essential requirements outlined above:

Multilateral agreement between all participating ASPSPs and PISPs. Agreement
between all participants in the platform to enable all fransactions between
them. To enable a clear comparison, we assume that there is no scope for
bilateral (as above) or individually tailored (as below) terms alongside this
multilateral approach.

The platform (or scheme entity) reaches individual tailored agreements with
each ASPSP and PISP. The platform is in the driving seat. It sets or negotiates the
standards and/or commercial terms on which transactions on the platform are
made, with the long-term objective to make the platform as profitable as
possible.

Bilateral agreements between ASPSPs and PISPs, to enable a transaction
between them via the platform. For example, the platform could serve to
connect two participants, but the terms on which they connect and transact are
determined bilaterally (the platform might charge a fee, e.g. like eBay, but it's up
to the seller and the buyer to agree a price for a trade to happen).
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We view the optimal structure as one in which the scheme entity takes the lead, on
both standards and commercial terms. This requires a pivot away from the current
multilateral approach, while retaining much of the work already undertaken.

As regards standards, multilateral approaches are often optimal in setting industry
standards because they distribute decision-making power more evenly, increasing
legitimacy and the willingness of firms to adopt (in telecoms the GSMA is a leading
example). They can also help avoid standards from being shaped by stronger
market participants (which could potentially result in excluding rivals). However, their
downside is that they can be slow and bureaucratic. While it makes sense to
conduct a multilateral exercise to develop initial scheme rules, to ensure an agile
approach once the scheme is operational and growing, the scheme entity needs to
have a final say over their evolution, especially those that have a direct impact on
the commercial value proposition for cVRP.

As regards pricing, two-sided platforms require prices to be set responding to
demand signals from participants on each side of the market. These demand signals
need to be in the form of the revealed preferences that emerge during a bilateral
contractual negotiation, as opposed to the stated preferences that emerge during
a multilateral consultation exercise.

The scheme entity should therefore be entitled to reach individual tailored
commercial agreements with each user or group of users as it sees fit. It should have
to ability fo adopt heterogeneous pricing structures (where some firms may prefer
flat pricing, while others may prefer to negotiate volume discounts), to incentivise
different categories of market participant. It should also be able to adapt terms for
who carries liability when things go wrong, to ensure that responsibility sits with those
best placed to control the risks.

Hold up challenges are more likely to be mitigated through bilateral contractual
negotiation with a scheme entity that has skin in the game.

While there may be scope for bilateral agreements between parties to the scheme
but outside the scheme e.g. between ASPSPs and PISPs directly, the scheme entity
may need to restrict them. This is so free riding and hold-up problems can be
mitigated given the impact such agreements could have on the incentives of e.g.
ASPSPs and PISPS who contract via the scheme. For example, if an ASPSP and a PISP
later agree a price for API calls bilaterally to capture a greater share of revenue this
may change the return everyone else can expect to make from long-term contracts
already struck. This restriction may not be necessary to be blanket or to remain in
place forever, but it may be necessary to consider further.

Figure 2 illustrates our proposed approach at a high level. The current approach (as
set out in Figure 1 above) entails ASPSPs and PISPs determining commercial terms in
an MLA (with some limited scope for bilateral agreements).

The alternative approach would put the new independent payment scheme in the
driving seat: participants on all sides of the market agree terms, including price, with
the scheme. The scheme is incentivised by the profits it makes due to the volume
and value of payments it processes overall. These, in turn are dependent on how
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attractive the platformis to end users, i.e. payers and merchants as well as
intermediaries including PISPs.

Figure 2. An independent profit-driven scheme

/ Commercial A2A scheme \
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Receiving
l ASPSP ASPSP

/ PISP

Merchant Payer

B

P Flow of payments for payer purchases

Contractual relationships

This is very similar to many multisided markets where the central platform must
negotiate and agree terms with many users of the platform both on the seller and
the buyer side. The platform is free to put users into segments and aggregate how to
engage with them or to treat them on a bespoke basis, depending on what creates
the greatest momentum to drive volume (of users and transactions) onto the
platform. It will decide to do this in a way that is commensurate with the tfransaction
costs it incurs by adopting a more aggregated approach vs. bespoke approaches
depending on the situation.

Should this idea be taken forward, there will be additional issues to consider
including if additional incentives are required to make the scheme a success. This
could for example entail the scheme giving users on each side the opportunity to
buy a stake in its success to provide the right incentives to participate it, and to
ensure branding, marketing and user experience are optimised.

6 No further intervention in cVRP pricing is needed
today - clarity on the future approach is key

As stated in this paper, regulatory intervention may be required if any cVRP scheme
acquires market power. As set out in section 3 above, a cVRP scheme would be
nascent. As a result, there is unlikely a need for a regulator to intervene in price
setting today.
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Nonetheless, providing clarity foday on what principles regulators may apply should
a cVRP scheme tip to a position of market power would likely have a positive impact
on incentives to participate in the first place.

In UK telecoms regulation, the “fair bet” principle is an approach used by Ofcom to
balance investment incentives with its competition and consumer duties when
regulating risky, long-lived network investments (particularly fibre). While the
investment in A2A payment is not of comparable scale, the principle still holds.
Under the fair bet, investors are given the opportunity to earn a return above the
cost of capital over the lifetime of the investment project because they also carry
the cost of downside risk if it fails.

Under the fair bet, price regulation is not triggered unless and until the investing firm
has gained market power and potential harm to competition and consumers is likely
on a forward-looking basis. An equivalent assessment could apply in the case of the
new scheme, albeit likely more in line with the method the CMA uses to identify
significant and entrenched market power (‘SEMP’) in online platforms given the
multisided nature of the market .0

The key features of the fair bet are the period over which returns are assessed, the
cost of funding at the time of the investment and the margin above cost allowed
over the project lifetime. The period of assessment is the expected payback period.
The margin allowed over and above the cost of funding is assessed by reference to
the downside risks incurred at the time of the investment decision. So, for example, if
the scheme's business case involved upfront costs that are expected to be
recovered only later as volumes grow, any future capping of prices (if it becomes
necessary) would account for the downside risk at the time of investment.s!

This only works if the regulator or Government provide a credible upfront
commitment to such an approach including the way in which it will be applied. In
the absence of such a commitment, it may not be rational to invest. A commitment
mechanism could, for example, be of statutory or contractual nature and/or
underpinned by regulatory decisions including guidance.>2 Annex 3 makes some
suggestions in terms of how the JROC pricing principles could be adapted to cater
more clearly for the multisided nature of the market and Annex 4 considers
additional clarifications that may be helpful.
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7 Other regulatory measures to help clear the path
for A2A payments

For the reasons outlined in the previous sections, we do not consider that regulatory
intervention in pricing of cVRP APIs is warranted or desirable today to facilitate the
development of a cVRP scheme.

In this section, we identify which interventions we think will likely facilitate the
development of such a scheme: interventions to enable the use of mobile wallets for
in person payments and changes to the SIP regime. There could be others, including
the way in which a digital government id scheme may be rolled out or the plans for
a digital pound. However, these are not in scope of this report.

7.1 Competitive access to mobile platforms with market power

For a nascent payment scheme to take off, it will require fair access to mobile
platforms with significant and entrenched market power (SEMP). The effective and
timely implementation of the CMAs proposed roadmaps for the regulation of Apple
and Google's eco-system, published at the end of July are likely to be critical to this:

¢ Mobile phones are increasingly used to trigger electronic (i.e. non-cash)
payments both online and in-store (including via pass-through wallets).

e Apple and Google (Android) control the mobile eco-systems consumers use.

e These eco-systems are complements rather than substitutes for merchants as
consumers tend to have either a mobile phone with the Apple or with the
Google eco-system, but not both.53 Therefore, an A2A scheme looking to provide
payment options to merchants will likely need to interface with both eco-systemes.

Stakeholder discussions suggest that it may be possible to develop an A2A scheme
for online payments without reliance on Apple or Google wallets. However, for in
person payments, any cVRP scheme will need to be able to offer payments via
contactless mobile wallets on Apple and Google devices.

While the CMA did not find Apple nor Google to have market power in relation to
digital wallets themselves in the UK, the CMA provisionally concluded functionality
key for digital wallets such as access to the NFC chip is covered by its SMS
designation.®* This would support the creation of new digital wallets for both Apple
and Google ecosystems. Other measures, such as the ability of alternative wallet
providers to steer customers to their wallet and to set it as a default, may also be
needed.

7.2 Charges for Open Banking services used for payments

As noted in section 2 above, sending ASPSPs are required to provide third parties
free read and write access to enable SIPs (as well as VRPs). This could disincentivise
take-up of the new scheme as the older technology is provided for free even if the
user experience and conversion rate of the new scheme is materially better.

However, withdrawing the obligations for free access to trigger payments may
adversely affect businesses who may have built services on the premise of free
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access. From an economic — and investability - point of view, this would matter if it
undermined the predictability and stability of the existing regulatory environment.
For example, industry participants may or may not have been able to anticipate
that the measures could be withdrawn, either because former regulatory concerns
were addressed or could be better met through other means. Similarly, consumers
may be harmed if they do not wish to take up new services and old services are no
longer available or available for free so this will need to be addressed when
considering a transition.

If charging for SIPs were agreed, then the phasing out could be linked to the
development of a cVRP scheme with a clear and predictable glide path. A
pragmatic solution could be to permit free SIPs to continue for the duration of any
contracts that PISPs may already have entered into, while ASPSPs would be entitled
to charge for any new contracts.
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Annex 1. Glossary of terms

Term

Definition

A2A payments

Account-to-Account payments direct from one
bank account to another, without intfermediation
by a card scheme like Visa- or Mastercard, for
example.

API

Application Programme Interface, a set of rules
protocols and tools that allow one piece of
software to communicate with another. In broad
terms, it defines how requests are made, what
data is exchanged and how responses are
delivered.

ASPSP

Account Servicing Payment Services Provider i.e.
usually a payer’s retail bank

CMA

Competition and Markets Authority

FCA

Financial Conduct Authority

Merchant

The company receiving payment — term used in
the context of card schemes less in account-to-
account payments.

OBL

Open Banking Limited

PATS provider

Publicly Available Telecommunications Service
provider

PISP

Payment Initiation Services Provider which could
be vertically integrated with an ASPSP or a third
party contracting with a merchant to enable
them to receive payment from the payer (via the
ASPSP).

PSR

Payment Services Regulator

SEMP

Significant and Entrenched Market Power: the first
limb of the statutory test for designating a firm with
Strategic Market Status (SMS) under the UK Digitall

Markets, Competition and Consumers Act 2024.

SMS

Significant Market Status — a designation applied
by the CMA to large online platforms found to
have significant and entrenched market power.
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Annex 2. FCA Vision for Future Entity

In its Feedback statement the FCA envisages that the Future Entity (FE) will: take the
form of a limited company limited by guarantee, funded through collecting revenue
on an equitable basis. As illustrated below, it will be responsible for setting common
standards “that will provide a minimum level of service and interoperability across
open banking services”.

F FINANCIAL Sets and enforces rules for
Ei A CONDUCT interface bodies as lead
. The FE is expected to Conpucr,

regulator for open banking

B rreremay
Future Entity
Primary Monitoring Directory Enabling Promotion Incubating Open
Standards and innovation by innovation finance
setting body Certification | |commercial | n—————————  E——

services schemes
FE run schemes, including activities required
by the CMA Order

I S B ﬁ
Commercial Schemes

Scheme A Schern:eB SchemeC | ﬁ @
fit g9 T &9 1 &9

The FCA also set out that the FE's role should not be split across two organisations
(splitting infrastructure and standards setting & oversight) to avoid additional
governance costs and challenges around coordination and alignment of
objectives. It also expressed the view that FE not should take on roles where the
market is likely able and incentivised to provide competitive services.

Annex 3. Comments on JROC Pricing Principles

If cVRP is successful and becomes a viable competitor to Visa and Mastercard it
could begin to exert market power and may require interventions to protect
merchants or PISPs from high prices at that point, consistent with the fair bet set out
in section 6. However, as per section 3 of the report, considering each ASPSP as a
monopolist is unlikely to promote the objective of fostering competition between
payment schemes. In the table below we considered how the JROC principles
would need to be adapted if the fair bet triggers were met and price intervention
considered necessary. The adaptations reflect the two-sided nature of the market
more fully Last but not least, pricing in two-sided markets after a platform has
established itself (and tipped) is likely to enable the regulator to identify the most
effective and least distortionary way of determining access pricing including to
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different sides of the market given the availability at that point of a history of pricing,
pricing responses in terms of demand and competition.
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Figure 2. JROC pricing principles, rationale provided and key challenges

# Pricing Rationale Challenges
principle

N/A  Assumption “TPPs, who need to access customer data to provide their services,  In a multisided market, alignment of prices to cost should be assessed across the
not principle:  must use the ASPSP servicing that customer. This is offen referred fo platform rather than individual sides of it as a starting point (because charging
ASPSP as a ‘bottleneck monopoly’. This could place a TPP in a relatively structure is not neutral as set out in section 4 in the main report).
monopolist weak bargaining position in relation to negotiating fees and charges
for each placed upon it to access the customer’s account by the customer’s Even if one were to consider pricing of APIs by ASPSPs to PISPs separately, the
account ASPSP. ASPSPs may exploit this position to charge a price above efficient price in a workably competitive market may be above or below (short or
holders’ data  what could be considered fair value. This could, in turn, long-run) cost on either side of the platform.

disincentivise TPPs from developing new products and services that

rely on chargeable access to consumer accounts. It could also While intervening to cap prices through regulation on one side of the platform
result in businesses and consumers paying inflated prices for the end may be the right thing to do, a cost-based charge is not necessarily always the
products.” least distortionary (or most consumer beneficial) way of doing so.

1 Reflect Part (A): ASPSPs: cost recovery in long run, not necessarily in the short  As noted above, while ‘reasonable relation to cost’ is an important factorin
relevant run multisided markets with a material share of common cost, assessing one side of
long-run the market at a point in time alone to assess reasonable returns may be
costs of distortionary.
providing Part (B): PISPs/TPPs: ‘fair value’ = not more than ASPSP cost
premium APIs Part B of principle 1 is simply positing that the value to the PISPs must equal the cost

to the ASPSP in competitive conditions without any explanation why. There are
other ways to ensuring ‘fairness’ that come without the downsides (see our
comment on Principle 4).

2 Incentivise “The level of charges for premium APIs should enable the ASPSP to Lacks recognition that cost-based caps on charges, especially where costs are
investment earn a return over the long run that compensates them for the risk incurred before they are made back will tilt risk against investment. Because early
and associated with any investment and innovation, and reward them for costs are high/common and volumes low and uncertain, a cap at cost foday
innovation in innovations and associated investment that bring benefits to end removes upside needed to justify risk (hence the fension between part (B) of
premium APIs users. ... We expect adherence to Principle 1 will help achieve this.” principle 1 and principle 2). The fair bet as set out in section 6 could resolve this.

3 Incentivise “Encouraging the widespread adoption [including through pricing] of Network effects imply the decomposition of charges to the different sides of the
take-up/ use open banking across customers and businesses will be crucial to platform matters: value-based pricing therefore likely to be necessary to drive
of network maximising its benefits.” take-up. Upfront investment in partnerships, brand, customer experience, and trust
effects needed to drive take-up also suggest returns may come only years later. This

challenges principle 1 Parts A and B.
4 Treat TPPs “Premium API charges should be set to freat all TPPs fairly, without We agree that a concern about discrimination by a platform with market power
fairly favouring or disadvantaging some against others. Any pricing that could be resolved through a requirement for the same or equivalent tferms
unfairly discourages entry and growth of TPPs or investment in open between the downstream arm of the platform with SEMP on the one hand and the
banking should not be taking place. This includes preferential pricing  third-party access seeker. Use of competitive benchmarks may also help. Other
where an ASPSP charges a different price to its own integrated TPP interventions (such as strict cost-based access as per principle 1 should be
than other competing TPPs.” considered only if there is evidence of this alone being ineffective in achieving
regulatory aims.

5 Transparent  “Transparency and simplicity of pricing is important for ensuring a This could be important and may be necessary to support the effectiveness of
fees and level playing field and incentivising the take-up of premium APIs and  principle 4. Will depend on the specific situation in which it applies.
charges open banking.”
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Diktyo Economics

Annex 4. Potential additional clarifications needed

Below are initial areas where further clarification may be needed about the future
regulatory approach, but there will be others:

¢ Should ASPSPs be allowed to recover the opportunity cost of giving APl access to
trigger payments under the scheme?

¢ Should the fixed and common costs of Open Banking be allowed to be
recovered from participants of the new, commercial scheme?

Should ASPSPs be allowed to recover the opportunity cost of giving access?

The opportunity cost to banks of participating in an A2A payment scheme includes
revenues lost as a result of merchants migrating from the established card schemes
to the new A2A payment infrastructure. In principle, where no market power has
been found, opportunity cost should be compensated. This is efficient because it
means that a new way of doing things or a new technology will only be adopted if it
is a net improvement on the next best (existing) alternative.

Assuming interchange fees are capped at appropriate levels, inclusion of
opportunity cost in the fee is efficient both from a banks’ private perspective and
from a competition and consumer perspective, subject to the considerations on the
fair bet set out in section 6 above. Should cVRP become competitive with cards,
and interchange fees be capped at appropriate levels, there are likely to be good
incentives for ASPSPs to offer competitive APl access terms.

Should the fixed and common costs of Open Banking be allowed to be
recovered from participants of the new, commercial scheme?

As set out above if, and when the scheme gains entrenched market power,
regulation should be imposed mindful of the costs it incurred at the outset. In
calculating this it seems that all costs incurred to create the scheme should be
included, except costs that would have been incurred irrespective of its creation, i.e.
the one-off fixed and common costs of complying with the CMA Order (during its
duration) and the PSRs (while they remain in place).

As for on-going fixed costs that can be allocated to Open Banking activities as well
as to the new scheme, they should be allocated based on the respective cost
drivers. As for on-going costs common to both Open Banking and the new scheme,
there are good reasons for these to be included although the extent to which this is
done will depend on the impact it would have on the scheme'’s likelihood of
success. This could be determined as part of the detailed future institutional and
regulatory design of the scheme. For example, if the scheme were allowed to
contribute little or nothing toward the on-going common cost of future Open
Banking services or infrastructure it might use, then this could derisk the investment
and should be considered in the assessment of lifetime returns under the fair bet (in
the form of lesser upside allowed before price intervention is considered).
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