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EXECUTIVE SUMMARY

In December 2007 the Government published a policy consultation document on its proposed
approach to implementing the Payment Services Directive in the UK. The document set out the
flexibility the Government had with respect to implementation, and presented the policy options
open to the UK. In particular, it included discussion of the following issues:

e the scope of firms that will be subject to the requirements of the Directive;
e the application of safeguarding requirements to different types of business;
¢ the conditions for waiving the application of the prudential authorisation requirements;

e the waiving of some of the conduct of business conditions in Titles Il and Title IV for
low-value payment instruments and electronic money; and

e the potential changes to payer liability for unauthorised use of payment instruments.

The policy consultation period spanned |3 weeks and closed on 18th March 2008. A total of 42
responses were received from a cross-section of interested stakeholders.

This document summarises the responses received and the Government’s conclusions on its
approach to implementation. These conclusions were further informed by |3 stakeholder
meetings and an HM Treasury hosted workshop on the 26th February 2008, with representatives
from both industry and end-users.

It should be noted that the conclusions reached in this document remain subject to further
detailed analysis, which is being undertaken as part of the ongoing European transposition process
led by the European Commission, and which runs until November 2008. The interpretation of
specific provisions within the Directive will also ultimately be for the Courts to decide.

The Government plans to publish a further consultation document this summer on the proposed
legislation to enact the PSD on |st November 2009.
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INTRODUCTION

1.1 The European Commission adopted a legislative proposal for a Payment
Services Directive (PSD) on 1 December 2005, aiming to achieve a Single Market in
retail payment services. Political agreement between the Council and the European
Parliament was reached in April 2007, and the Directive was adopted on 13 November
2007 and published in the Official Journal of the EU on 5 December 2007. The PSD must
be implemented into national law by 1 November 2009.

1.2 This document forms part of a three-staged consultation process, due to
conclude in autumn 2008:

e in July 2006, the Government consulted on the European Commission’s
proposal for the Directive. The consultation responses informed the
Government’s approach to the European-level negotiations;

e in December 2007, the Government published a consultation on the policy
approach for implementing the PSD in the UK. This document summarises
the responses received and the conclusions reached; and

e in summer 2008, the Government will publicly consult on the draft HM
Treasury regulations that will enact the PSD legislation on 1" November 2009
in the UK.

1.3 The aim of the PSD is to enhance competition and transparency across the EU,
and to ensure that the level of consumer protection is sufficient and harmonised.
The purpose of the consultation process has been to ensure that the payments
industry, business and consumers are informed of the objectives of the PSD,
have the opportunity to contribute to the negotiations of the Directive to benefit
the UK; and are able to seek clarity on the Government’s intended approach on
the Directive’s implementation, and that the legislation enacting the PSD in the
UK s coherent.

1.4 The competent authority for most aspects of the PSD will be the Financial
Service Authority (FSA). However, other bodies will also have roles. Namely:

e HM Revenue and Customs (HMRC) will retain responsibility for the anti-
money laundering supervision of money service businesses, and will
additionally be responsible for the anti-money laundering supervision of
any mobile phone operators or bill payment service providers which fall into
the scope of the Third Money Laundering Directive due to the PSD;

o the Office of Fair Trading (OFT) will be responsible for the implementation
of Article 28 (access to payment systems), which has a competition
objective; and

¢ the Financial Ombudsmen Service (FOS) will provide the out-of-court
redress mechanism envisaged in Article 83 of the PSD.
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INTRODUCTION

The aim of

1.5 This document summarises the responses to the December 2007 consultation

this document on the implementation of the PSD in the UK'. It also provides the Government’s

6

conclusions on its approach to implementation in light of the consultation
responses. These conclusions are, however, subject to further detailed analysis
being undertaken as part of the ongoing European transposition process led by the
European Commission, which runs until November 2008. The interpretation of specific
provisions within the Directive will also ultimately be for the Courts to decide.

1.6 This document:

e provides an overview of responses with associated changes in policy options
(Chapter 2);

e explores specific points made during the consultation in more detail and
sets out the Government’s conclusions on its approach (Chapter 3);

e outlines the next steps in the process (Chapter 4)
o lists the respondents to the consultation (Annex A); and

e provides a revised impact assessment based on the inputs received
(Annex B).

1.7 Businesses that will be affected by the PSD, representative bodies acting on their
behalf, the competent authorities responsible for supervising compliance with the
Directive, payment service consumers and their representative groups should find this
document useful.

I The implementation of the Payment Services Directive: a consultation, December 2007, www.hm-treasury.gov.uk
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Analysis of
responses

OVERVIEW OF RESPONSES

2.1 On the 19th December 2007 HM Treasury published, ‘Implementation of the
Payment Services Directive: a consultation document’. This document set out how the
Government proposed to implement the Directive in an effective, proportionate, and
risk-based manner. It discussed the Government’s proposed approach to implementing
each Title of the Directive. It also explained where the Government has flexibility in
implementation and presented the policy options open to the UK.

2.2 The consultation closed on the 18th March and the Government received 42
responses from a cross-section of interested stakeholders, which included:

e Industry trade bodies;
e Credit institutions;
e E-money issuers;
e C(Credit card issuers;
e Mobile phone operators;
e Money service businesses;
¢ Independent ATM operators; and
e Consumer groups.
Annex A provides a full list of respondents.

2.3 In addition to the inputs received, the conclusions reached in this document
were further informed by 13 stakeholder meetings and an HM Treasury hosted
workshop on the 26" February 2008 attended by a range of payment service providers
and end-users. The meetings and workshop provided an opportunity to discuss the
objectives of the PSD and its policy options in more detail, as well as providing an
opportunity for Government to hear views and concerns on how to best implement the
PSD in the UK.

24 The Government is grateful to everyone who responded to the consultation in
writing or participated in any of the meetings.

Proposed policy approach

2.5 The responses received indicated broad support for the Government’s approach
to implementing the PSD as set out in the consultation document. The majority of
respondents understood and supported the Government’s policy interpretation of the
PSD and what it would mean for them.

2.6 On some policy options, however, changes in approach are planned as a result
both of the consultation responses received, and in view of the European transposition
work that is occurring in parallel to this process. These changes are summarised in
Table 2.1 below. The rationale for these changes and a more detailed response to the
conclusions are set out in Chapter 3.

Implementation of the Payment Services Directive: a summary of consultation responses 1



OVERVIEW OF RESPONSES

8

Table 2.1: A table to summarise the changes to the
policy approach

Article

Proposed approach
(19 December 2007)

Changes to proposed approach

There are six category of provider
covered by the PSD:

e credit institutions;
e e-money issuers;
e post office giro institutions;

e payment institutions that offer
payment services identified in the
Directive:

- money transfer companies;
- bill payment services providers;
- mobile operators; and

- non-credit institution credit
card issuers;

e national central banks; and

e public authorities.

As part of the EU transposition discussions
and consultation process it has been
clarified that:

o the Post Office Limited will be
considered as a post office giro
institution under the PSD (paragraph
3.8);

e some bill payment service providers
in the UK are not to be considered
as providing money remittance

services nor providing any other

payment services within the meaning
of the PSD and therefore fall out of
scope of the Directive (paragraph

39 to 3.11); and

e many of UK mobile phone operators
add value to the payment services
they currently offer their customers
and so the majority are expected to
fall out of scope of the PSD
(paragraph 3.29 to 3.32).

2(3)

The Directive allows Member States to
exercise a derogation to waive all or part
of the Directive for certain institution.
The Directive allows the UK Government
to exempt the following institutions from
the PSD:

e the Crown Agents for overseas
governments and administrations;

e the Agricultural Mortgage
Corporation Limited (AMC);

e the Scottish Agricultural Securities
Corporation PLC (SASC);

e the Commonwealth Development
Finance Company Limited
(CDFC);

o the National Savings Bank;

e municipal banks; and

e The
applied to the Crown Agents Bank

exemption should not be
as the institution is now regulated by
the FSA as an UK credit institution;

e the exemption is not applicable for
the AMC, the SASC and the CDFC
Ltd since they do not do payment

services;

e the National Savings Bank will be
legally exempt from the PSD but
should comply with the conduct of
business provisions on a voluntary
basis to the products that are in
scope of the Directive; and

e based on previous analysis, credit
unions will be exempt from the
Directive. This exemption will be
extended to municipal banks on the

same basis and rational.

Implementation of the Payment Services Directive: a summary of consultation responses



OVERVIEW OF RESPONSES

e credit unions.

(Paragraph 3.47 to 3.71)

4(4)

The Government proposed to copy out
the text in relation to the term ‘payment
instrument’.

During EU-level discussions it has been
clarified that a payment instrument in the
PSD refers to an instrument that verifies a
transaction and should, therefore, be read as
a  ‘payment verification instrument’
(paragraph 3.43 to 3.44).

4(14)

It was initially interpreted that the term
‘payment account’ would capture only
current accounts and e-money accounts.

During EU transposition discussions it has
become apparent that the definition of the
terms ‘payment account’ is wider than
initially expected.

Flexible, easy access savings accounts, for
example, where no penalties are awarded to
customers for withdrawing their funds on a
regular basis either via a debit card or
transferring to another account, should be
captured by the scope of the payment
account. On the other hand, fixed term
deposit and similar restrictive savings
accounts should fall outside scope. The
mortgage element of a payment account
would also be out of scope (paragraph 3.39
to 3.42).

4(25)

The Government proposed to copy out
the text in relation to the term ‘durable

medium’.

During the EU transposition process it has
been underlined that term ‘durable medium’
could refer to emails, and text messages to
mobile phones, as well as paper (paragraph
3.45 to 3.46).

The Government proposed that all
payment institutions, hybrid and non-
hybrid firms, would have to safeguard
payment service user funds above a
safeguarding threshold of €600.

The Government was considering whether
agents of waived payment institutions
would need to be registered under the
PSD.

It has been clarified during the EU
transposition process that Member States
could set safeguarding thresholds lower than
the €600 limit stated in the Directive. The
Government will impose the safeguarding
provisions on both hybrid and non-hybrid
firms alike, and proposes to set a lower
safeguarding threshold of £50 to take
account of reactions to the consultation.
The Government will formally consult on the
safeguarding threshold proposal in the
summer consultation document (paragraph
3.107 to 3.112).

European level discussions have clarified that
agents of waived payment institutions must
be registered (paragraph 3.118 to 3.120).

Implementation of the Payment Services Directive: a summary of consultation responses 9
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28

The Government proposed two options
for implementing Article 28 — access to
payment systems: an ex-ante approach and
an ex-post approach.

The Government has decided to implement
Article 28 by means of an ex-post legislative
model. This model will involve placing a
prohibition on payment system rules that are
discriminatory, not objective, or not
proportionate.  The  payment system
scheme board and its members will be
bound by the provisions, and will have a
legal duty to comply with them. Penalties
will be established in legislation to enforce
the prohibition, with the Competition
Appeal Tribunal acting as the associated
appellate body (paragraph 3.135 to 3.139).
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CONSULTATION RESPONSES AND
GOVERNMENT CONCLUSIONS

3.1 This Chapter considers the responses to the thirty-four questions posed in the
consultation document. It is divided into sub-sections dealing with each Title of the
Payment Services Directive (PSD), analysing in each case the policy approach to
implementation and the policy options within the Directive.

3.2 For reasons of space, this Chapter does not in all cases address points made
by a single respondent or where the Government has not significantly altered its
approach. The conclusions will also be subject to the ongoing transposition discussions
at EU level.

33 The Government’s conclusions on the consultation responses generally fall into
one of the following categories:

e instances where there was explicit support for the proposed approach in the
policy consultation document;

e instances where points of clarification were requested;
e reactions with which the Government disagrees; and

e reactions with which the Government agrees, and is amending the
policy approach.

34 The consultation’s associated Impact Assessment asked several questions
relating to the flexibility of the policy options available within the PSD, including the
initial and compliance cost of the regime, as well as the groups that would be affected
by the regulations. The Impact Assessment has been updated based on the responses
received and is provided at Annex B.

TITLE | — SCOPE AND DEFINITIONS

3.5 Title I of the PSD sets out:

e the intended scope and negative scope of the Directive covering both
providers and activities; and

e the definitions used in the Directive.

3.6 This section summarises the responses received and sets out the Government’s
conclusions (as well as further clarity, where requested) on the intended scope and
negative scope of the Directive: providers and activities; issues related to some of the
definitions used in the Directive; and the policy options open to Member States in
relation to scope.

QUESTIONS 1, 2, AND 3: SCOPE (ARTICLE 1)

QI. Do you think you will you need to obtain authorisation as a payment institution, or would
you qualify for the waiver, enabling you to register only?

Q2. What types of payment services do you provide?

Q3. How many agents and branches do you have?!

Implementation of the Payment Services Directive: a summary of consultation responses 1
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Post office giro

12

institution

Bill payment
service
providers

Conclusion

3.7 The consultation document provided initial estimates of the number of
firms and their agents that may need to comply with the prudential regime (Title I of
the Directive) and/or with the conduct of business rules (Titles III and IV of the
Directive) in the UK:

e around 65 firms in the UK may need to be authorised as a payment
institution and up to 175,000 principally agents of the larger payment
institutions might need to be registered. A further 2,700 firms would meet
the waiver criteria and would need to be registered as a payment institution.
All payment institutions and their agents that offer payment services within
the EU will need to comply with the conduct of business rules outlined in
the Titles III and IV of the Directive; and

e credit institutions, currently 332 banks and 61 building societies; e-money
institutions, currently 13 authorised and 39 waived; and 1 post office giro
institution will need to comply with the conduct of business provisions
in the PSD.

3.8  After consulting with the Royal Mail Group and Post Office Limited, it has
been determined that Post Office Limited, should be considered as a post office giro
institution under the PSD. This means that the Post Office Limited will not have to
seek authorisation as a payment institution but, similarly to a credit institution, will
need to comply with the PSD conduct of business rules outlined in Titles III and IV
of the Directive.

3.9 At the time of publishing the December consultation document, it was known
that there were five bill payment service providers operating in the UK with a network of
agents. In the course of the consultation attention was drawn to the fact that some
business models of bill payment service providers might fall outside the scope of the
PSD. Following on from the policy consultation process, an analysis of the business
models of bill payers in the UK was undertaken to determine how they might be
affected by the PSD.

3.10 The conclusion of the analysis was that some bill payment service providers are
not to be considered as providing money remittance services nor providing any other
payment service within the meaning of the PSD. In these cases, the model operated is
that the provider acts as agent of the payee for the purpose of receiving payer monies,
such that payment by the payer to the firm (or its agent) constitutes payment to the
payee without any further execution on the part of the bill payment service provider.

3.1l This conclusion is subject to the ongoing discussions at the EU level. If those
discussions raise issues that affects this analysis, the FSA will work with the bill payment
service providers to understand any impact.

3.12 The responses received have suggested that the initial estimated number of
firms that would need to comply with the Directive is in the right region, although the
FSA is doing further work with the industry to refine the estimates. In the light of
analysis of the business models of bill payment service providers and money remitters,
the Government may revise the estimated number of principal firms that may need to
seek authorisation and the number of agents working to these principals

3.13 Further to discussions in the European transposition process, it has been
clarified that agents of registered firms must also be registered. This means that
registered firms will need to provide their agents’ names and addresses so that they
appear on the publicly available register.
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Conclusion

3.14 The Government is aware that, over time, the number of firms that will
have to comply with the Directive might increase. At present this level is difficult to
estimate, and is dependent on matters such as how other Member States choose to
implement the Directive, and whether firms choose to be authorised in the UK or
another Member State.

QUESTION 4: PAYMENT SERVICE ACTIVITIES (ARTICLE
4(3))

Q4. Do you agree with the suggested interpretation of payment service activities covered by the
PSD annex?

3.15 The December 2007 policy consultation document provided an initial view on
the types of accounts that may be caught by the payment services outlined in the Annex
of the PSD. Since publication, the scope of the Directive has been discussed as part of
the EU transposition process. Based on these discussions it has been concluded that
operational accounts that allow payment transactions would be caught by the scope
of the Directive.

3.16 Respondents from the banking industry raised concerns about the potential for
a very broad interpretation of the scope of the term ‘payment account’ (to be discussed
later in this Chapter) and welcomed the initial interpretation in the consultation
document that only current accounts and e-money were subject to the PSD.

3.17 Some respondents requested greater clarity with regards to which types of
bill payment business models would be captured when referring to ‘some bill
payment models’ (as referred to in paragraphs 3.9 - 3.11). One respondent suggested
that pre-paid electronic payment accounts should be explicitly referred to when
assigning the payment activities in the Annex to e-money accounts.

3.18 Furthermore, as part of the European transposition process it has been clarified
that the payment service described in Annex point 5, ‘Issuing and/or acquiring of
payment instruments,” should actually be read as ‘the issuing of a payment instrument
or the acquiring of a payment transaction’.

3.19 Inview of the discussions and conclusions as part of the European transposition
work and stakeholders’ requests for further clarity, Table 3.1 revises the original table
that provided a reading of the payment services listed in the Annex of the PSD.

Implementation of the Payment Services Directive: a summary of consultation responses 13
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Table 3.1 Payment Services in scope of the PSD-Revised

reading of the Annex

ANNEX

Current reading of activities (subject
to transposition)

I. Services enabling cash to be placed on a payment
account as well as all the operations required for
operating a payment account.

e Cash deposits on a payment account
and through an ATM

e Operational payment accounts
(current accounts; flexible savings
accounts; payment facilities of ‘one
accounts’ (i.e. combined current and
savings/mortgage accounts); & e-
money accounts (including pre-paid e-
money accounts))

2. Services enabling cash withdrawals from a payment
account as well as all the operations required for
operating a payment account.

e ATM cash withdrawals and over the
counter withdrawals

e Operational payment accounts
(current accounts; flexible savings
accounts; payment facilities of ‘one
accounts’; & e-money accounts
(including pre-paid e-money
accounts))

3. Execution of payment transactions, including
transfers of funds on a payment account with the
user's payment service provider or with another
payment service provider:

e execution of direct debits, including one-off
direct debits,

e execution of payment transactions through
a payment card or a similar device,

e execution of credit transfers, including
standing orders.

e Direct Debits (including one off
Direct Debits).

e Transferring e-money.

e Credit transfers.

4. Execution of payment transactions where the funds
are covered by a credit line for a payment service
user:

e execution of direct debits, including one-off
direct debits,

e execution of payment transactions through
a payment card or a similar device,

e execution of credit transfers, including
standing orders.

e Direct Debits using overdraft
facilities.

e Card payments.

e Credit transfers using over draft
facilities.

Implementation of the Payment Services Directive: a summary of consultation responses
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Conclusions

Independent
ATMs

5. Issuing and/or acquiring of payment instruments. e Card issuing and card merchant
acquiring services (rather than
merchants themselves).

6. Money remittance. e Money transfer/remittances; and

e models of bill payment service that do
follow the remittance model.

7. Execution of payment transactions where the e Mobile or fixed phone payments; and
consent of the payer to execute a payment

Lo e payments made from handheld devices
transaction is given by means of any

telecommunication, digital or IT device and the (e-g. blackberry).
payment is made to the telecommunication, IT
system or network operator, acting only as an
intermediary between the payment service user

and the supplier of the goods and services.

QUESTION 5: NEGATIVE SCOPE (ARTICLE 3)

Q5. Do you agree with the interpretation of negative scope! Are you aware of activities or
business models that might unintentionally fall within the scope of the PSD?

3.20 Respondents generally felt that greater clarification would be helpful in
determining the negative scope of the Directive to ensure that both payment service
providers and payment service users have a clear understanding of the type of payment
services that will be captured by the Directive.

3.21 From the discussions in the European transposition process, together with bi-
lateral meetings with stakeholders, the Government is able to offer some further clarity
on the intentions of some of the negative scope provisions.

Electronic payments

3.22 The Directive focuses on resolving market issues relating to electronic payments
and does not cover non-electronic payment services and providers. Credit card
cheques, in addition to those examples of non-electronic payments listed in the
consultation document, should therefore fall out of scope.

3.23 In relation to cash back services, it should be noted that, although the actual
cash back service is out of scope (i.e. the cash back provider is not subject to the PSD
requirements), the cash back payment transaction is in scope. This means that the
payments service user’s provider will have to abide by the PSD conduct of business
requirements when processing the transaction.

Provision of user funds

3.24 The Association of Cash Machine Operators (ACMO) noted that independent
ATM deployers (IADs) that offer only cash dispensing facilities on behalf of one or more
card issuer would fall under the negative scope of the Directive. However, IADs that also
provide other payment services, such as bill payment services, would fall into the
positive scope of the Directive and need to comply with Titles III and IV.

Implementation of the Payment Services Directive: a summary of consultation responses 15
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Agents of
payment
service users

Mobile phone

16

operators

3.25 At present IADs are unable to offer products, such as providing a conduit for the
sale of tickets for sports and music events. If the IADs’ offerings were to develop, such
that they are able to offer other payment services, a greater number of IADs might
require authorisation or registration under the PSD.

3.26 The PSD could be interpreted such that issuing banks, rather than the cash
machine deployer, would ultimately be responsible for providing the information
requirements related to cash withdrawals. AMCO members support this interpretation.
When the PSD is reviewed, AMCO is likely to support all IADs being brought into the
positive scope of the Directive.

3.27 It should be noted that, while there is an exemption for IADs offering only
cash withdrawals, ATM transactions themselves fall in scope of the PSD and will
be subject to the conduct of business requirements including transparency of charges.
The UK ATM industry will need to ensure that all ATMs are compliant with relevant
PSD requirements.

3.28 Based on the transposition work in Europe, it has been clarified that, when the
payment transaction between the payer and the payee is executed through a
commercial agent authorised to negotiate or conclude the sale or purchase of goods or
services on behalf of the payer or payee, the agent will be considered to be out of scope
of the PSD. In contrast, an agent that acts on behalf of a credit, e-money, or payment
institution will be caught by the Directive.

Acting only as an intermediary

3.29 The aim of the PSD is to regulate payment services, rather than to regulate
business activities that involve the delivery of digital goods and services (for example,
ring tones, music or digital newspapers) directly to the user. When a mobile phone
operator facilitates the transfer of funds between the customer and a third party in
payment for a good or service, two scenarios may arise:

e the operator adds value to the good or service (for example in the form of
access, search or distribution facilities). In this case the customer’s payment
obligation is typically towards the mobile operator and not the content
provider. The transfer is outside the scope of the PSD, as the third party
has no direct contractual relationship with the customer in respect of
the payment; or

e the operator is a pure intermediary between the payer and the provider of
the digital good or the service without adding value to the content. This type
of transfer would be considered a payment transaction, as the provider can
request the payment directly from the consumer, and this transaction would
fall in scope of the PSD.

3.30 At present mobile phone operators in the UK offer digital goods and services
through two methods: a premium rate service and the PayForlt service, both of
which involve adding value. For both services the mobile phone operator has a contract
with an aggregator, pursuant to which the aggregator receives a revenue share
from the operator. The aggregator will then enter into revenue sharing agreements
with third parties who will supply the digital goods and services to the customer.
The mobile phone operators hold separate contracts with their customers and
thus there is no direct contractual relationship between the customer and service

Implementation of the Payment Services Directive: a summary of consultation responses
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Firms providing
ancillary payment
services

Limited
network

provider for the payment obligation. This type of transaction will therefore fall out
of scope of the Directive.

3.31 There is one mobile phone operator, currently piloting a project for remittance
of money from the UK to Kenya, which appears to fall in scope of the PSD.
It uses a combination of an online platform in the UK and the mobile network in
Kenya; participants must either register in person or by telephone to meet AML
regulations. The current payment transaction value of this pilot is below €3 million per
month and operates only in the UK-Kenya corridor. For this product the operator would
have to be registered under the PSD. As most mobile operators in the UK add value to
the payment services they currently offer their customers, through a discreet
contractual relationship with their customers, the majority are expected to fall outside
the scope of the PSD.

3.32 The Government is aware that the current environment for innovative
electronic payments via the mobile may have been hindered by limitations within the
Electronic Money Directive (EMD). The Commission is reviewing the EMD with the aim
of improving the legal certainty of the Directive through refinement of the definition of
e-money, clarification of the scope, and facilitation of access under a more
proportionate regulatory regime. The result should be to create a more business-
friendly and streamlined regulatory framework for the issuance of e-money, in line with
the stated objectives of the original Directive. As a result, the types of payment services
mobile phone operators offer might evolve and might be captured by the PSD in the
future. In Japan, for example, mobile phones have been developed to transact
contactless payment transactions. This innovation has enabled mobile users to pay for
train and bus tickets by swiping their SIM card within their phone against a reader,
which then debits the payment from their account with the phone operator.

3.33 Some respondents raised concerns about the treatment of firms that transact
payments on behalf of their clients, for example a solicitor or a broker dealer. It is our
understanding that these firms would be out of scope of the Directive, as to the extent
that they are providing payment services, they are not doing so as a "regular occupation
or business activity”.

3.34 Member States and the payments industry have expressed some uncertainty
about how limited networks are to be defined, since the Directive does not make a clear
distinction between a network that is limited and one that is limitless. Some have called
for stricter boundaries in the definition of a network that is limited, while others have
favoured broader interpretation of the provision.

3.35 The Directive does not provide the criteria to define a limited network. Based on
the transposition work in Europe, the following are examples of what might be
classified as a limited network and therefore out of scope of the Directive:

e Transport cards - if used only for purchasing tickets for transport systems.
In the UK, for example, the Oyster Card is used to buy tickets to access
the public transport system of London i.e. the underground, bus and some
train networks;

e Store cards - if used only for payments in a specific shop or a chain of stores,
by, for example, spending points collected for purchases in these shops.
However, store cards that are co-branded with a three or four party card
scheme, such as VISA or MasterCard, would fall within the scope of the PSD.
While credit is not a criterion used in this provision, issuing store cards with
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credit function should respect the relevant Community law and the national
legislation regarding conditions for granting credit to consumers not
harmonised by the PSD; or

e Cards for buying petrol at petrol stations of the same chain. These cards can
be used throughout the EU and would still fall within the exemption. During
the transposition work at European level, it has further been clarified that
payments transacted with these cards in shops on the petrol station
concourse offering goods, such as food and newspapers, might also fall into
the scope of the exemption, proving that the network remains limited.

3.36 Furthermore, as websites are virtual marketplaces that reflect the real world in
web space, the same limited network principles should apply. Therefore, if a payment
instrument is only used for purchases through a specific website or for a certain range
of goods/services which are offered through the internet, this would be classified as a
limited network.

3.37 If the payment service providers consider increasing their networks it will be for
the provider to consider whether it will still be operating a limited network and, if not,
to apply for authorisation or registration as a payment institution.

QUESTION 6: DEFINITIONS (ARTICLE 4)

Q6. Are there any concerns or issues you wish to raise with respect to the interpretation of any
definitions in the Directive?

3.38 Respondents generally seemed clear on the majority of the definitions within
Article 4 of the Directive. However greater clarity was requested on some of the
definitions including those outlined below:

Payment account

3.39 The initial interpretation put forward in the policy consultation document was
that only current accounts and e-money accounts would be caught by the terms
‘payment account’. However, the final text of the Directive has left the definition of
payment account open to a very broad reading. If an extensive interpretation were to be
used, a payment account could potentially capture all types of accounts that can be
used for the payment services set out in the Annex of the Directive. The conduct of
business rules in Titles III and IV would therefore apply to transactions made to and
from such accounts. This could result in significant costs being imposed on firms which
would be required to revise business processes, information for customers and terms
and conditions in relation to those accounts that fall in scope. Some of the Title IV
requirements might make certain accounts inoperable.

3.40 In order to gain clarity of the definition of payment account, there has been
much discussion at the European level on the type of accounts that will be captured,
including whether or not savings accounts fall in the scope of the definition. However,
instead of discussing the ‘types’ of account that should be captured, it is more
appropriate to focus on the underlying purpose of an account and the functionality
it offers. Through this approach some savings fall within and some outside scope of
the PSD as illustrated.
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3.41 Flexible, easy access saving accounts, for example, where no penalties are
awarded to customers for withdrawing their funds on a regular basis either via a debit
card or transferring to another account, should be captured by the scope of the term
payment account. On the other hand, the EU transposition process has clarified that
fixed term deposit and similarly restrictive savings accounts should fall outside its scope
as, broadly, the deposit is taken by the institution and only paid back by it at the end of
the term: the holder of the deposit does not have complete freedom to place additional
funds or withdraw funds during the term of the deposit.

3.42 In terms of a ‘one account’, which combines current, savings and mortgage
functionalities to reduce the overall mortgage balance, only the current (and potentially
savings) element of the account where payments could be transacted, would be
considered to be a ‘payment account’ for the purposes of the PSD. The mortgage
element of the account would be out of scope.

Payment instrument

3.43 During the EU transposition discussions on implementation it was clarified that
the term ‘payment instrument’ within the PSD referred to an instrument that a
payment service user would use to verify a transaction and thus the term should really
be read as a ‘payment verification instrument’. This would include physical devices (for
example cards or mobile phones) and / or a set of procedures (for example PIN codes,
TAN codes, Digipass, and log in, together with passwords). By using the instrument, the
user gives the provider the necessary instruction to execute the payment transaction.

3.44 If the payment transaction were to be initiated by paper, the paper slip itself
would not be considered to be a payment instrument in the PSD.

Durable medium

3.45 As part of the EU transposition process, it has been acknowledged that the term
durable medium could refer to emails and text messages via the mobile phone
(commonly known as short message service or SMS), as well as paper. It has also been
established that, if the consumer requested the information on a durable medium other
than that specified in the framework contract, the payment service provider could levy
a proportionate charge.

3.46 The use of emails and text messages would be in line with improving consumer
choice, reducing the operational costs of payment providers and mitigating
environmental concerns. While consumers might fail to store such mediums of
information, it would be the consumers’ responsibility to ensure that the message was
retained for the duration of the payment service contract.

QUESTIONS 7 AND 8: EXEMPTIONS (ARTICLE 2(3))

Q7. Are there reasons to exempt any of the following institutions from all or part of the PSD: the
National Savings Bank, the Commonwealth Development Finance Company Limited, the
Agricultural Mortgage Corporation Limited, the Scottish Agricultural Securities Corporation PLC,
Crown Agents for overseas governments and administrations, and municipal banks?

Q8. Do you agree that credit unions should be exempt from all of the PSD?
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3.47 Article 2(3) provided the UK with the option of exercising a derogation to
waive all or part of the Directive for the following institutions: the National Savings
Bank, the Commonwealth Development Finance Company Limited, the Agricultural
Mortgage Corporation Limited; the Scottish Agricultural Securities Corporation PLC;
Crown Agents for overseas governments and administrations; municipal
banks and credit unions.

3.48 From the responses received, the majority of stakeholders were in favour of
exempting these institutions from the scope of the PSD as they benefited from a similar
exemption in the Capital Requirements Directive. Some respondents believed that the
exemption was also appropriate for those institutions, which the Government
underwrites. Others, however, raised concerns that by exempting these entities an
uneven playing field might be created (particularly if their main activities involve
transacting payment services), distorting competition in the payments market.

3.49 Based on discussions with the institutions in question and on consultation
responses received, the Government presents its conclusions on whether or not to
exempt each of the institutions below.

National Savings Bank

3.50 In the 1970s, when the Post Office was being created, the National Savings Bank
Act 1979 consolidated its banking services into the National Savings Bank (NSB).
National Savings and Investment (NS&I) is an executive agency of the Chancellor of the
Exchequer and provides a brand name for the products offered by the Director of
Savings through the NSB. The Government underwrites the NSB.

3.51 The NS&I operates on two principles:

e to provide a totally secure place for people to save, backed by the
Government; and

e to provide the Exchequer with a source of funding (i.e. public borrowing).

3.52 To fulfil the latter principle, NS&I does not hold any of the user funds on its
balance sheet, as these funds are transferred daily to the Government’s consolidated
fund. Conversely, any instructions for repayment of funds are affected by the NS&I
drawing down on the national loans fund.

3.53 NS&I offers a mixed portfolio of savings and investment products, the majority
of which should fall out of the scope of the PSD. One product, however - the NS&I Easy
Access Savings Account (EASA) - could potentially fall into the scope of the PSD, as it is
similar to products offered by credit institutions. It enables customers to pay funds into
the account via a cheque payment mechanism or debit card. Customers can access
their funds via either a cash card or telephone banking, with funds transferred directly
through BACS to their account held in a credit institution.

3.54 NS&I is a subscriber to the Banking Code and, as part of its internal operations,
it voluntarily applies the applicable elements of the FSA Handbook to its activities. NS&I
users are protected by the jurisdiction of the Financial Ombudsman Service. It should
be noted in this context that the Banking Code will be updated to take account of the
PSD where applicable.
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3.55 The Government believes it is appropriate for the NSB to be exempt from the
prudential regulations of the PSD as it does not have any balance sheet items and is
underwritten by Government. NS&I is currently exempt from the Financial Services &
Markets Act and therefore is not regulated by the FSA. However, for NS&I products in
scope of the Directive, these should be offered in voluntary compliance with the PSD
conduct of business rules.

Commonwealth Development Finance Company Limited

3.56 According to the Companies House register the Commonwealth Development
Finance Company Limited was dissolved in January 1994.

Agricultural Mortgage Corporation plc

3.57 The Agricultural Mortgage Corporation plc (AMC) was established in the inter-
war years to provide farmers with long-term credit. The corporation was registered as a
limited company but, as it was established with Government support, certain statutory
restrictions were imposed on its activities and on the type of loans it could offer. In
1991, as part of the consultation process for the Agricultural and Forestry (Financial
Provisions) Bill, the Government judged that the institution, due to its success, no
longer required Government support and should be deregulated2. When the Bill was
passed in 1991, the AMC was able to provide more flexible loan financing.

3.58 The AMC is now a subsidiary of the Lloyds TSB group. The institution continues
to issue specialised commercial finance for land based commercial businesses. The
only product that the AMC offers is the Commercial Mortgage product, which is
supported by a small number of High Interest Cheque Accounts.

3.59 The AMC does not undertake any payment service activities in scope of the
Directive and for this reason the exemption is not applicable.

Scottish Agricultural Securities Corporation plc

3.60 The Scottish Agricultural Securities Corporation plc (SASC), like the AMC, was
set up during the inter-war years and assessed in the early 1990s as no longer requiring
Government support. The Agricultural and Forestry (Financial Provisions) Bill also
deregulated the institution in 1991.

3.61 The SASC continues to be owned by the three Scottish clearing houses, Royal
Bank of Scotland, Bank of Scotland and the Clydesdale Bank. Its primary objective has
been to provide a loan facility to the Scottish farming community against land assets.
Since the mid-1990s, the SASC has issued a limited number of loans and is currently in
the process of running off its loan book with the last loan to mature in 2020.

3.62 The SASC does not undertake any payment service activities in the scope of the
Directive and for this reason the exemption is not applicable.

Crown Agents

3.63 At the end of 1989 the Crown Agents for Overseas Governments and
Administrations (which was a Government owned statutory corporation, with its
activities prescribed under the Crown Agents Act 1979) transferred all its banking and

2 Agricultural and Forestry (Financial Provisions) Bill, Lord Sitting, Hansard, |1 June 1991
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payment activities to its 100 per cent owned subsidiary, Crown Agents Financial
Services Limited. This also became an exempt institution from the Capital
Requirements Directive (and later the Banking Consolidation Directive that replaced it).
In 1997 when the Crown Agents was transferred to the private sector, Crown Agents
Financial Services Limited applied for, and was granted, authorised status by the Bank
of England under the Banking Act 1987, and the provisions of the Crown Agents Act
1979 fell away. Since that time the banking and payment activities have remained
within Crown Agents Financial Services Limited, which changed its name to Crown
Agents Bank Limited in September 2006. The Financial Services Authority now regulates
Crown Agents Bank.

3.64 As Crown Agents Bank is now regulated by the FSA as an UK credit institution,
the Government believes that Crown Agents Bank should be subject to the conduct of
business rules as defined in Titles IIT and IV of the Directive.

Municipal Banks

3.65 Municipal Banks have been established by the terms provided in the Banking
Act of 1987 and are exempt from the prudential requirements of the Banking
Consolidation Directive. The 1987 Banking Act provides that a municipal bank:

e carries on a deposit taking business;

e is connected to a local authority so that its shares are held by members of
the local authority only and all funds lent by the company are lent to the
local authority; and

e hasits deposits guaranteed by that local authority so that the local authority
[or its successor], is liable - if the bank defaults in payment - to make good to
a depositor the principal and interest owing in respect of any deposit with
the company.

3.66 Municipal banks currently offer a savings account product that accepts
standing orders as payments into the account; the only method by which customers
can access their funds is via a bank book or cash card. Customers also have the
facility to make regular direct debit payments from their saving accounts to pay their
Council rent and Council tax to their affiliated Council. The customer base of the
municipal banks derives primarily from the low income and financially excluded
population of the local authority.

3.67 Aslocal authorities underwrite municipal banks, it would not be appropriate for
these banks to comply with Title II prudential requirements. The cost of complying with
the PSD could be excessive for the municipal banks, as the resources attributed to their
operations are limited; this could lead to closures, to the detriment of the low-income
groups they currently serve. The Government will exempt municipal banks from the
PSD. It will, however, continue to engage with the municipal banks on financial services
legislation, including the PSD, to ensure that the regulatory approach towards the
sector remains proportionate, risk-based and workable.

Credit Unions

3.68 The majority of respondents supported the view that credit unions should be
exempt from the PSD as they provided financial services to those at risk of financial
exclusion. They also believed that applying the PSD requirements to credit unions
would impose a disproportionate regulatory burden especially on the smaller credit
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unions. Some respondents, however, cautioned that if credit unions offered payment
services then this exemption might create an uneven playing field.

3.69 Concerns were raised by ABCUL, the trade body that represents the majority of
credit unions in Great Britain that if the credit unions were exempt from the PSD, this
would restrict them from offering payment services. The Government is satisfied,
however, that exemption would not restrict the sector from offering payment services in
the UK: it would mean that they could provide payment services without having to
comply with the PSD.

3.70 The Government’s current view is that the credit union sector should be fully
exempt from the provisions of the Directive. Compliance with the conduct of business
rules could be excessive for the sector, causing it to move away from providing basic
financial services to low income consumers. This would be to the detriment of its
customers, who may face barriers to accessing such services from mainstream financial
institutions, generating a significant social cost.

3.71 The Government is currently reviewing the legislation for credit unions in Great
Britain including the qualifying criteria for membership “the common bond” as well as
the range of activities that credit unions are currently able to undertake. The
Government will continue to engage with the credit union sector on financial service
legislation, including the PSD, especially in the light of any changes to the business
models of credit unions, to ensure that the regulatory approach towards the sector
remains proportionate, risk-based and workable.

OTHER SCOPE ISSUES

Territorial scope

3.72 The territorial scope of the PSD was not explicitly discussed in the last
consultation document. However since its publication, European level discussions have
identified two territorial issues:

e the regulatory treatment of the branches of third country firms (i.e. where
the principal firm is located outside the territory of the Community but
provides payment services within the EU) is not clearly defined in the PSD;
and

e extension of the scope of certain PSD conduct of business provisions to one-
leg transactions, i.e. where the payer is located in the EU and the payee is
located outside the EU or vice versa. The Commission Services is
encouraging Member States to do this through national legislation.

3.73 The scope of the PSD captures all firms with a legal presence in the territory of
the Community (as defined by Article 299 of the EU Treaty) together with their branches
and agents that provide payment services. The final text of the Directive, however, left
ambiguous the treatment of third country firms that have a legal presence outside the
Community. If these firms are not within the scope of the PSD and were able to provide
payment services through their branches within the Community, an uneven playing
field would be created, as third country firms would receive more favourable treatment
than institutions located within the Community. This could inadvertently incentivise
firms to locate outside the EU, and compromise the prudential and consumer
protection provisions introduced by the Directive.
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3.74 1In the course of EU transposition discussions to date, it has been asserted that
third country firms wanting to provide payment services within the Community would
be required to: have a legal presence within the territory of the Community; be PSD
authorised or registered if the waiver criteria are met; and meet the PSD conduct of
business requirements. Based on EU transposition discussions to date, this should
compromise neither GATS (General Agreement on Trade in Services) nor the previously
established OECD agreements, although discussions are continuing on this issue.

3.75 Article 2 states that Titles III and IV of the Directive will apply to payment
services provided only within the Community, with the exception of the provisions in
Article 73 of the PSD which relates to value dating and which will apply to all payment
transactions. Title II, in contrast, will apply to all establishments in the EU whether
operating only in the EU or sending money out of the EU. The Commission services is,
however, encouraging Member States to extend the scope of certain conduct of
business provisions of the PSD to one-leg payment transactions, i.e. payment
transaction either going out of the EU or coming into the EU. The Commission services
has identified a number of provisions which could be implemented by Member States,
on a voluntarily basis through national legislation, to cover both "one-leg" and "two-
leg" payment transactions: Articles 30, 32, 33, 35 to 48, 49(1), 50, 51, 52(1), 54 to 58, 60,
61, 64 to 66, 74 and 79 to 82.

3.76 The UK Remittance Task Force (UK RTF), a private sector-led DfID funded
body, aims to create a more competitive market for remittances, promote greater
transparency of commission and exchange rates, and support better-informed
consumers. The UK RTF supported, in its response, the Commission services proposal
of extending the scope of the PSD to cover one-leg transactions. Earlier this year,
the UK RTF introduced a Remittance Customer Charter that includes many of the
conduct of business requirements of the PSD and additionally requires remittance
businesses to inform the payer of the amount of money the payee/beneficiary will
receive in the local currency.

3.77 The Charter has been adopted by a significant number of money transfer
organisations and will apply to all of their transactions, regardless of the destination.
The Government welcomes this as a positive step taken by industry. The UK RTF has,
however, suggested that the impact of a voluntary code of practice, which has been
adopted by only part of the industry, would be less effective than legislation covering
the entire industry and which was statutorily monitored and enforced.

3.78 The UK RTF further noted that if the one-leg transactions fell outside the scope
of the PSD, the consumer protection for migrant remittances to countries outside the
EU would be limited. As these remitters are arguably amongst the most vulnerable and
financially excluded, they should be able to benefit from the PSD.

3.79 The International Association of Money Transfer Networks (IAMTN) and the UK
Money Transfer Association (UKMTA) together represent a large cross-section of firms
within the remittances sector. Both organisations are in favour of extending the scope
of the Directive to one-leg transactions on the grounds that that this would allow
payment service providers to comply with a single set of legal rules. It would also reduce
the potential for confusion on the part of consumers faced with two standards when
transacting remittances intra- and extra- EU. However, UKMTA members recognise
that the extensive conduct of business rules could be excessive for smaller money
transfer companies, resulting perhaps in closures or in greater recourse to the informal
remittance sector. Furthermore, some Money Transfer Operators (MTOs) were
concerned that, in order to comply with the conduct of business requirements, they
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might need to compromise the speed of the transaction process, with adverse impacts
for the firm’s business model.

3.80 Although the Government recognises the need to provide sufficient levels of
protection to all consumers that use payment services, it also believes that there should
be a balance between consumer protection and workability. If conduct of business rules
were to be imposed on one-leg transactions through legislation, effectively gold-plating
the Directive, this could have an adverse affect on small MTOs which might not be able
to comply with the rules due to lack of skilled resources. This could lead to these MTOs
either closing or operating in the informal sector, which would give consumers less
protection than they currently receive.

3.81 From a broader perspective, the UK payments industry might — for legal
jurisdictional reasons — not be able to comply with some of the provisions for one-leg
transactions. There would also be practical compliance issues for institutions based in
third countries.

3.82 As one-leg transactions were not discussed within the last consultation
document, the Government proposes to consult on this issue in its next consultation
document to be published this summer, so that further information on this question
can be gathered and analysed before any conclusions are drawn.

Implementation of the Payment Services Directive: a summary of consultation responses 25



CONSULTATION RESPONSES AND GOVERNMENT CONCLUSIONS

26

TITLE Il — THE PRUDENTIAL REGIME

3.83 Title IT of the Directive sets out the home Member State’s authorisation
requirements for firms which are neither credit institutions nor e-money institutions
and which wish to provide payment services in the EU. As part of the authorisation
process firms will have to provide capital adequacy in accordance with the amounts set
down in the Directive. They will also have to put in place safeguarding provisions to
protect consumer funds in the event of insolvency. Firms that meet the waiver criteria
and do not wish to passport their services into the EU will need to complete the
registration process. The PSD defines these firms, both authorised and registered,
as payment institutions.

3.84 This section summarises the responses received and provides Government
conclusions, and in some cases clarity or further explanations, on:

e the prudential requirements of the firms seeking authorisation;
e the safeguarding provisions of the Title II;

e the regulatory approach to supervision of Title II;

o the treatment of agents; and

e the transitional provisions of the Directive.

QUESTIONS 9 AND 10: CAPITAL REQUIREMENTS
(ARTICLE 8)

Q9. Are there issues relating to the initial or ongoing capital requirements which would benefit
from further clarification? Please also give views on which of the three methods would be most
appropriate to your business model.

QI10. Should payment institutions be able to choose the method they use for calculating their
ongoing capital, subject to final agreement by the FSA?

3.85 Some respondents raised concerns that the capital requirements for payment
institutions were more favourable than those for e-money institutions in the Electronic
Money Directive (EMD), creating an uneven playing field between the two types
of institution. Respondents from the credit institution sector requested reassurances
that the capital requirements for payment institutions would be sufficient to ensure
that there would not be unfair competition between the payment services offered by
both types of institution.

3.86 The majority of respondents were supportive of an approach which would allow
firms to choose the most appropriate ongoing capital requirements calculation method
from the options set out in the Directive for their business, subject to the agreement of
the competent authority. This flexible approach would cater for different overheads,
transaction volumes and operating incomes and would avoid distortions of competition
based on underlying differences in business models. A few respondents sought
clarification as to whether and how an authorised payment institution would be able to
move between the different methods of calculating the ongoing capital, as and when
the firm’s business model evolved.
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3.87 Some respondents were not in favour of allowing three methods of calculating
ongoing capital. They suggested that a large number of possible permutations of
application could lead to significant regulatory discrepancies across Europe. Member
States might adopt a variety of different methods, resulting in not only a confusing
regime but also a non-harmonised Single Market. Respondents were further concerned
that, if Member States applied different methods of calculating ongoing capital, then -
depending on which method was chosen - Member States could encourage or
discourage the creation and establishment of certain firms. This would not be in the
spirit of the Directive.

3.88 The Government recognises the discrepancies between the PSD and the EMD
for payment institutions and e-money institutions, and will argue in favour of
reducing these inconsistencies as part of the European process to review the
implementation of the EMD. It should, however, be noted that the introduction of
the PSD does move the playing field towards a more even footing in one respect,
as prior to this Directive payment institutions were not statutorily required to meet
capital adequacy requirements.

3.89 The Government will give firms the choice of which methodology they can use
in calculating their ongoing capital requirement, subject to final FSA agreement. Such
flexibility is consistent with the UK’s better regulation principles. In response to how
firms can move from one method of calculating the ongoing capital requirement to
another as their business evolves, it is envisaged that the competent authority would
permit the payment institution to change its capital method subject to the competent
authority’s agreement. Such a change would, however, not be permitted intra-year.

QUESTION 11: SAFEGUARDING (ARTICLE 9)

QI 1. Does your business currently operate some form of ring-fencing or safeguarding of user
funds? If so, how does this match the ring-fencing options under the PSD? If you do not currently
ring-fence user funds, how will this requirement affect your costs and business model? How might
ring-fenced user funds be best protected in the event of insolvency?

3.90 E-money licence holders and their representative bodies stated that the sector
was familiar with the concept of ring-fencing user funds. Some e-money institutions
further confirmed that they already undertake the practice of placing client funds in
separate accounts from funds that are used for corporate activities. Furthermore, credit
institutions currently ring-fence unallocated payments in a clearly identifiable manner
within a suspense account designated as ‘customer funds.’

3.91 If e-money institutions were to convert to payment institutions, these firms
might then find it operationally easier to ring-fence user funds than firms from the
money transfer sector. Larger money transfer organisation (MTOs) that use a network of
agents to conduct their business highlighted that, in the majority of cases, remittance
transactions are typically paid out (i.e. the end users — the payees - receive their funds)
prior to the money remitting firm settling with the paying out agent. In these cases the
agent would be transmitting funds to the principal MTO so that they could settle with
the paying out firm; as such, these funds would no longer be defined as user funds. The
MTO sector has also argued that the principal firm would always be liable to execute the
underlying consumer transaction and discharge funds appropriately, and that
safeguarding does not provide any additional benefit to the consumer.
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3.92 The MTOs have further suggested that remittance funds could be protected
through other provisions within the PSD:

e earmarking funds with a unique identifier (Article 4);

e payment institutions will be supported by initial and ongoing capital
requirements (Articles 6, 7, and 8); and

e payment institutions cannot use payment service user funds for any other
purpose than to provide the payment service (Article 16(2)).

3.93 Mobile phone operators agreed with the December consultation document that
to apply the ring-fence provision to all prepaid mobile phone credit (typically in the
region of £5 to £10 per transaction), would not only be administratively cumbersome
but would also create a financial burden that could lead to products being withdrawn
from the market. For this reason, mobile phone operators are not supportive of the
ring-fencing provisions.

3.94 Industry respondents also raised concerns that, while safeguarding
provisions might be well-intentioned, the lack of an EU harmonised approach
to insolvency legislation could lead to complexities when resolving cross-border
payment insolvency cases.

QUESTIONS 12 AND 13: CAPITAL REQUIREMENTS
(ARTICLES 7(3) AND 8(3))

QI2. Do you agree that ongoing capital requirements should be applied for payment institutions
already included under the consolidated supervision of credit institutions? Do you intend to
passport your services! If so, please provide details.

3.95 Respondents emphasised the importance of not applying a double regulation
regime to payment institutions already included in the consolidation supervision
of credit institutions, and agreed that the highest requirements should always
prevail. The Government will therefore exempt such payment institutions from ongoing
capital requirements.

3.96 The Government is grateful to those firms that indicated whether they planned
to passport their services, and the FSA is currently assessing these responses as part of
the operational work on implementation.

QI3. How do you think the FSA should approach its ability to exercise the discretion to vary
ongoing capital charges by 20 per cent?

3.97 Respondents, in principle, welcomed the flexible approach of the competent
authority being able to apply a 20 per cent variance in ongoing capital requirements.
However, some respondents also saw potential problems in applying this provision in a
transparent, objective and consistent manner. As there will be a variety of firms seeking
authorisation, it would be difficult for a competent authority to evaluate consistently
the adequacy of ongoing capital and to exercise the 20 per cent variance. The majority
of respondents suggested that this power should be applied as an exception rather than
the norm, especially if the competent authority planned to decrease the capital
requirement by 20 per cent.
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3.98 In view of cost concerns around ensuring a consistent evaluation the FSA
intends to not exercise this discretion initially.

QUESTIONS 14, 15, 16 AND 17: SAFEGUARDING
REQUIREMENTS (ARTICLE 9)

QI4. Should payment institutions be able to apply safeguarding measures only to an estimated
portion of funds, which might be used for future payment transactions where these are unknown
in advance?

3.99 The majority of respondents agreed that payment institutions should be able to
apply the safeguarding provisions against an estimated proportion of funds that might
be used for future payment transactions, where these were unknown in advance.
Respondents also felt that, to ensure a level playing field, it would be appropriate to
apply this provision to both hybrid and non-hybrid firms alike.

3.100 Some respondents emphasised that calculation of the amount to safeguard
should be based on historical and benchmarked data, taking into account possible
seasonal peaks. They also argued that a clear set of rules should be established to ensure
that there was transparency in determining the estimated proportion of funds to be
ring-fenced. Where there was an absence of historical data, respondents believed that it
might not be appropriate to use this provision, as any derived estimate would be
unlikely to provide appropriate protection against operational risk.

3.101 The Government will use the provision to allow firms to safeguard
an estimated portion of funds which might be used for future payment transactions,
where these are unknown in advance. This safeguarding flexibility will be key
to the viability of certain business models but can be used only where historical
data is available.

QI15. Should non-hybrid firms have to safeguard user funds in a similar manner to hybrid payment
institutions? What would be the costs and benefits of this?

3.102 A few respondents suggested that, if payment institutions were obliged to
implement both safeguarding and prudential requirements, the regulatory
environment for payment institutions might become overly burdensome. For this
reason these respondents were in favour of applying this provision at its minimum
obligation level (that is, only to hybrid firms and on transactions that exceeded €600).

3.103 However, the majority of respondents believed strongly that consumers should
receive the same level of protection on payment services, regardless of the business
model used by the firm (i.e. hybrid and non-hybrid). Furthermore, respondents argued
that, as hybrids typically transacted a lower volume of payments than their non-hybrid
counterparts, it would be disproportionate to apply the safeguarding provisions, only to
hybrid firms. Respondents further noted the risk of applying a two-tier system, is that
hybrid firms might decide to restructure their business and separate their payment
services into a separate entity, bypassing the safeguarding provisions.
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3.104 The Government is sympathetic to the view that the regulatory framework might
become overly burdensome, were payment institutions obliged to comply with both
prudential and safeguarding requirements. The Government also recognises, however,
that a two-tiered system between hybrid and non-hybrid firms in relation to
safeguarding, would create inconsistent levels of consumer protection in payment
services. For this reason the Government will impose the safeguarding provision on
both hybrid and non-hybrid firms alike.

QI 6. How should the competent authority approach the option to demand the legal separation of
a payment institution’s payments business from its non-payment activities?

3.105 The majority of respondents were strongly opposed to payment institutions
having legally to separate their payments business from their non-payment activities.
Although some respondents believed that this would provide additional safeguarding
measures for consumers, they also believed that it would be practically difficult to
implement due to the operational and legal costs involved. It would, therefore, be better
for the competent authority to request the additional 20 per cent capital charges
provided in Article 8(3) or require the firm to divest itself of the payments business if it
could not comply with the PSD business requirements.

3.106 The Directive stipulates that Member States must implement this provision into
national legislation and that it will ultimately be a decision for the competent authority
as to whether or not to use the provision.

QI7. Should safeguarding be limited to funds exceeding €600? How might the use/non-use of this
flexibility affect firms’ processes and operating costs?

3.107 Respondents had mixed views on whether to apply safeguarding provisions only
to users’ funds that exceed €600. Those in favour of the €600 threshold supported the
view that if the safeguarding provisions were applied to all transactions (i.e. even to
those below €600), the development of low-value payment instruments might be
inhibited. Furthermore, some respondents believed that by applying the threshold, the
Directive would be implemented in a risk-based and proportionate manner, while
giving sufficient protection through the prudential requirements.

3.108 Other respondents believed that the €600 threshold was too arbitrary to justify
application and that, since the average remittance is around £324, this threshold would
not protect the most vulnerable and financially excluded, and those most likely to be
affected by a firm becoming insolvent.

3.109 From a firm’s perspective, the cost of installing a transaction value tracking and
separation system could prove prohibitive. The regulatory burden of installing such a
system could create a barrier to entry for smaller firms.

3.110 If a threshold for safeguarding were to be applied, the majority of respondents
agreed that the provision should be applied to both hybrid and non-hybrid firms to
ensure a level playing field.

3.111 In the light of the financial difficulties experienced by an MTO in summer 2007,
the Government is keen to support the protection of vulnerable consumers from the
impact of a payment service provider becoming insolvent, while still ensuring that
payment institutions have an innovative environment in which to develop. In the
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course of European-level transposition discussions, it has been clarified that Member
States have the flexibility to set a threshold lower than the €600 limit referred to in the
Directive. Using this flexibility the Government proposes to set a threshold of £50, such
that both hybrid and non-hybrid payment service providers must safeguard users’
funds for all transactions higher than £50, while giving firms the choice of safeguarding
all users’ funds. This threshold should help to protect the innovative environment for
low-value payment instruments while ensuring that the majority of high value payment
transactions (both in terms of monetary and social value) are safeguarded. A £50 limit
would also be consistent with the user liability threshold, covered later in this section.

3.112 The Government will consult formally on this proposal in the summer
consultation document.

QUESTION 18: WAIVER CRITERIA (ARTICLE 26)

QI18. Do you agree with the approach to exercise the waiver, while retaining the fit and proper
test outlined in MLRO7?

3.113 The majority of respondents agreed that it would be appropriate to waive
smaller payment service providers that met the waiver criteria and that did not wish to
passport from Title II provisions, provided that they were subject to the ‘fit and proper’
test. Respondents believed that the cost of implementing Title II provisions for smaller
payment institutions would be disproportionate and might result in these firms
becoming priced out of the market. This could in turn lead to reduced consumer choice
or greater recourse to the informal sector.

3.114 Other respondents, however, argued for the application of a partial waiver
which would include the imposition of the safeguarding provisions on all payment
institutions. It was felt that applying only AML requirements (and not some of the
prudential authorisation requirements to which larger firms are subject) to smaller
firms would create a two-tiered approach to the regime that would, from a consumer’s
viewpoint, lack transparency. From a firm’s perspective it would also impose a
disproportionate regulatory burden on an arguably lower risk part of the sector.

3.115 Although it would be the responsibility of the payment institution to inform the
competent authority of its status and need to authorise, some respondents felt that this
might not be adequate for rapidly growing firms. A payment institution might, for
example, seek authorisation, but find, during the three-month authorisation process,
that monthly transactions volumes had increased beyond the waiver criteria. Some
respondents suggested that payment institutions could submit monthly information to
the competent authority on their transaction volumes, enabling that authority to inform
the firm of the most appropriate time to seek authorisation.

3.116 Some respondents urged that the PSD regulation should not entail a
requirement to produce a duplicative registration process for AML and PSD purposes.
Respondents preferred the production of a single, unified list of registered companies to
avoid creating a double registration obligation on smaller payment providers.

3.117 The Government understands the concerns raised surrounding the creation of a
two-tiered system. However, to impose regulatory burdens on smaller firms that
transact a low value of payments would be disproportionate and might result in these
firms being priced out of the market or moving to the informal sector. This would be
detrimental to consumer choice and could result in lower levels of consumer

Implementation of the Payment Services Directive: a summary of consultation responses 31



CONSULTATION RESPONSES AND GOVERNMENT CONCLUSIONS

32

Conclusion

protection. The Government will, therefore, apply the waiver provision together with
the AML requirements currently in operation, as proposed in the December
consultation document.

QUESTION 19: APPROACH TO AGENTS (ARTICLE 17)

QI9. Should the agents of registered payment institutions be registered?

3.118 From the responses provided there was no clear view as to whether agents of
registered payment institutions should also be registered. Some respondents
agreed that the process of registering agents would be in line with the provisions set
out in the Article 17 (1) to (5), and that this would provide greater transparency to
customers and end-users.

3.119 Other respondents viewed the practice of registering agents as being very costly,
cumbersome and not adding any value. They believed that the list of agents could easily
become out of date, creating unnecessary confusion for consumers. There was further
concern that agents of registered payment institutions that were not carrying out
payment services might also be caught if these provisions were exercised.

3.120 During the EU transposition discussion it has been clarified that the agents of
waived firms will need to be registered. The Government will, therefore, legislate to
ensure that agents of registered payment institutions are registered. To clarify, the only
agents that would be captured as part of the PSD would be those that conduct payment
services on behalf of their principle payment institution. This would also apply to
agents of all firms authorised under the Directive operating in the UK.

QUESTION 20: TRANSITIONAL PROVISIONS (ARTICLE 88)

Q20. Do you intend to take advantage of the transitional provisions? Please provide details.

3.121 Some e-money institutions that plan to become a payment institution, as well as
other firms that will become payment institutions, are likely to take advantage of the
transitional provisions to ensure that they comply with the requirements of the
Directive before seeking authorisation or registration. The capital requirements and
ring-fencing obligations, for example, will be complex for some firms to establish, and
firms might require the lead-time allowed in the transitional provisions.

3.122 Respondents from the credit institution sector recognised that transitional
provisions did not affect their business. Responses from e-money institutions suggested
that not many e-money institutions would convert to become a payment institution,
and thus the transitional provisions would not affect them.

3.123 Some respondents, however, believed that by allowing firms that met the waiver
criteria three years to register, a two-tiered situation would be created. It has
been clarified at EU level discussions that the transition period for waived firms ends
on 25" December 2010 (i.e. three years from the date, 25" December 2007, by which
existing non-bank service providers were required to inform their existence to the
competent authority).
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QUESTION 21: ACCESS TO PAYMENT SYSTEMS (ARTICLE 28)

Q2I. Do you agree with the interpretation of the scope and aim of Article 28 on access to
payment systems, and the schemes that will be affected in the UK? Are there other payment
systems that may be affected?

3.124 As outlined in the consultation document, the objective of Article 28 is to
promote competition, in particular by ensuring that the rules governing payment
service providers’ access to payment systems are objective, non-discriminatory and
proportionate. This is to enable payment institutions, both authorised and waived, to
gain access to payment systems and to compete in the payment market, alongside
credit and e-money institutions. However, Article 28 also requires that access rules
should be robust enough to guard against operational, settlement and other specific
risks that would affect the stability of the payment systems.

3.125 The majority of stakeholders agreed that, in order to foster a competitive
environment, all payment service providers should have access to payment systems on
the same terms. However, access should be subject to essential safeguards to protect
systems from risks that would affect operational stability.

Exemptions to the article

3.126 The majority of stakeholders acknowledged that the access principles in the
Article would not apply to payment systems designated under the Settlement Finality
Directive (SFD) (i.e. currently CHAPS, Bacs, and the embedded payment systems
supporting the Euroclear UK and Ireland securities settlement system and
LCH.Clearnet Ltd); payment systems composed of payment service providers belonging
to a group; or proprietary payment systems that are established and operated by single
provider. Many were also of the view that the application of this Article would not be
anti-competitive.

3.127 Some stakeholders questioned the rationale behind exempting three-party card
schemes, suggesting that the exclusion of these schemes would create an uneven
playing field. Some further suggested that the three party schemes were, in reality, four-
party schemes and that by exempting them there would be a risk that the intention of
the Article would be compromised. These stakeholders also suggested that a three-party
card scheme might evolve to allow for a third party to issue its branded cards.

3.128 The difference between a three-party and a four-party card scheme is that, in
the former case, there are three operational parties: the payment card scheme operator
(who is both the card issuer and the merchant acquirer), the merchant; and
he cardholder. In the four-party scheme there are four operational parties: the
card issuer, the merchant acquirer, the merchant and the cardholder. There are
also some three-party card schemes where the card issuer and merchant acquirer
activities as a whole are contracted or franchised to a third party to perform these
activities. The operator of the three-party scheme is the payment service provider
to both the payer and payee of the system.

3.129 Further to this, access rules tend to apply only to four-party schemes rather than
three-party schemes. Four-party schemes are agreements to co-operate between
undertakings that would normally be in competition with each other. In contrast, the
undertakings in three-party schemes are generally not in competition with each other
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(although arguably at the margins). For this reason three-party schemes tend not to be
scrutinised by competition authorities with the same vigour as four-party schemes.

3.130 If the business model of a three-party scheme were to change such that the card
issuer and the merchant acquirer were predominately different parties, this payment
system would then fall into the scope of the Article; the scheme would no longer be
defined as a three-party scheme.

3.131 Respondents from the banking industry questioned whether the Faster
Payments service would be exempt from the scope of the Article. The introduction of
Faster Payments, launched in May 2008, means that electronic payments made by
telephone, internet and standing order will move from a current three day clearing to
near real-time. The banking industry believes that the Faster Payments service will be a
systemically important system, and will be applying for designation under the
Settlement Finality Directive in due course.

3.132 The provisions under Article 28 of the PSD will come into force on 1st November
2009. If the Faster Payments service has successfully applied for SFD designation before
the PSD is enacted, it will be exempt from provisions of Article 28.

3.133 The implementing legislation will, in line with the Directive, clarify that access
principles will not apply in the following instances:

e where payment systems are designated under the SFD;

e where payment systems are composed of payment service providers
belonging to a group; and

e where the proprietary payment systems are established and operated
by a single provider, and exercise their right bilaterally to license the use
of their intellectual property on a discretionary basis to other payment
service providers.

3.134 1t should be noted that scope of the access principles for payment systems
established in Article 28 does not extend to the provision of settlement accounts by the
Bank of England.

QUESTION 22: LEGISLATIVE MODELS TO IMPLEMENT
ARTICLE 28

Q22. What are the merits of an ex ante or an ex post approach to implementation of Article 28
on access to payment systems? Are there any other approaches that should be considered?

3.135 The consultation document discussed two legislative models to implement the
provisions of Article 28: ex ante and ex post enforcement. The majority of respondents
preferred the ex-post model, as this would be consistent with the Office of Fair
Trading’s (OFT) approach to the Competition Act and the Enterprise Act.

3.136 Some respondents preferred the ex-ante approach, as they believed that the
risks of a payment system not complying with the provision would be reduced.
However, other respondents noted that this approach would not give legal certainty.
Some respondents also raised concerns that an ex-ante approach might not work on a
pan-European level, as different national competent authorities could review payment
systems rules on a different basis.
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3.137 Others respondents suggested a mixture of the two models. The ex-ante
approach would help to mitigate the risks of non-compliance while the ex-post
regime would provide the competent authority with the ability to enforce sanctions for
non-compliance.

3.138 The Government has decided to implement Article 28 by means of an ex-post
legislative model. This model will place a prohibition on payment system rules that are
discriminatory, not objective, or not proportionate. The payment system scheme board
and its members will be bound by the provisions, and will have a legal duty to comply
with them. Penalties will be established in legislation to enforce the prohibition, with
the Competition Appeal Tribunal acting as the associated appellate body. This will
follow the Competition Act 1998 model. In investigating a complaint against a payment
system’s access rules, the OFT will liaise with the Bank of England to check whether the
relevant access condition is in fact justified (and if necessary, has been applied) on the
grounds of protecting the financial and operational stability of the payment system.

3.139 In early 2009, the OFT will be publishing its approach to the supervision of
Article 28. This will outline the principles by which it will pursue a complaint against
a payment system. Further to this, the OFT will list the payment systems that are in
scope of this Article.
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3.140 Titles ITI and IV of the Directive contain the conduct of business rules applicable
to all payment service providers, including credit institutions, e-money institutions, and
authorised and registered payment institutions that conduct payment transactions
within the European Economic Area. Title III establishes transparency conditions and
the information requirements for payment services, while Title IV establishes the rights

and obligations of both payment service provider and user.

3.141 This section summarises the responses and provides Government conclusions

and in some cases further clarity on:

e the treatment of low value payment instruments and low value e-money

instruments;

e the treatment of micro-enterprises;

e the approach to certain provisions within Titles III and IV: termination,
charging; scope and negative scope of the Directive: providers and activities;

information provided on paper; execution times; and user liability;

e theread-across to other legislation; and

industry codes of practice.

3.142 1t should be noted that the Commission plans to convene meetings with
Member States later in 2008 as part of the transposition process, to discuss Titles III and
IV and ensure a consistent interpretation of the Directive’s requirements. For this
reason the Government conclusions provided in this sub-section remain subject to the

outcome of these ongoing discussions.

QUESTION 23: INFORMATION REQUIREMENTS

relate to a given payment method or business model?

Q23. Is any clarification needed in relation to any of the information requirements and how they

3.143 Responses to this question usefully highlighted certain points of ambiguity. The
Government will seek to provide clarification in the summer consultation document,

with the draft regulations. In particular, many respondents sought clarity on:

e the timing of executing certain provisions: Several provisions indicate that
providers must execute the provision by a certain timeframe. However, this
timeframe is relatively unclear: for example, Article 38 ‘immediately,” Article

41(1) ‘in good time,” and Article 47 ‘without undue delay’.

e payment transaction contracts: questions were raised as to whether the
prior information requested before a single payment transaction may in
practice be as onerous as those required as part of a framework contract.
Article 37(2) states that services providers, at a Member State’s discretion,
might need to provide specific information for single payment transactions
listed in Article 42 (which details the information and conditions of
framework contracts). Respondents from the banking industry questioned
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whether they would need to send existing consumers new ‘framework
contracts’ or whether existing contracts should suffice.

e the penalty regime: the Directive does not indicate clearly which provisions
would be subject to criminal or civil sanctions.

3.144 The December consultation document contained an error in paragraph 5.11,
which stated that an example of a unique identifier, which the consumer would have to
produce before being bound by a contract for single transactions, was a pin number.
This should have, instead asserted that a unique identifier would be combination of a
sort-code and an account number.

QUESTION 24: TREATMENT OF MICRO ENTERPRISES
(ARTICLE 30)

Q24. Do you agree with making Title Il provisions compulsory when payment service providers
deal with micro-enterprises, as for consumers?

3.145 The majority of stakeholders agreed that micro-enterprises and consumers were
subject to the same information asymmetries vis-a-vis their payment service providers.
For this reason they agreed that it should be compulsory for providers to apply the
transparency of conditions and information requirements (Title III) when providing
payment services to micro-enterprises.

3.146 Many respondents from the banking industry were not in favour of reducing the
level of protection afforded to micro-enterprises; the banking code currently provides
protection equivalent to that of consumers, for businesses with an annual turnover
of £1 million. In the event of this derogation being exercised, however, industry
requested clarity on which definition of micro-enterprise would be used; if the
European definition were to be used, a wider set of businesses could be captured than
might have been intended.

3.147 Some respondents believed that, if micro-enterprises were treated as
consumers, a complex regulatory landscape would be created across Europe. It was
suggested that payment service providers would find it difficult to track the status of a
business, which might result in providers taking a conservative approach by
providing the same level of information to all enterprises. This would be costly to the
industry and ultimately to users.

3.148 The Government has decided to legislate to make it compulsory for payments
service providers to provide the information and transparency requirements outlined in
the provisions of the Title III for both micro-enterprises as well as consumers.
However, if an enterprise were to change status (i.e. moving from a micro-enterprise to
become a small to medium enterprise, or vice versa) after it had entered into a
contract with a payment service provider, the enterprise would be obliged to inform the
provider of its change in status.
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QUESTION 25: LOW VALUE PAYMENT INSTRUMENTS AND
LOW-VALUE E-MONEY (ARTICLE 34)

Q25. Do you think the UK should exercise the right to adjust the thresholds for low value
payment instruments in Article 34(1) for national payment transactions?

3.149 The majority of respondents supported the view that the threshold for low value
payment instruments and low value e-money instruments should be increased to the
maximum limits for national payment transactions. This would mean that payment
transactions below the thresholds would not be subject to all of the information
provisions defined in Title III. Stakeholders raised concerns that, if the thresholds were
too low, they could potentially hold back innovation within the payment market and
might deter consumers from using certain instruments that typically required quick
transaction times. Other respondents noted that a higher threshold would be consistent
with the 2007 Money Laundering Regulation (MLR07) and Joint Money Laundering
Steering Group (JMLSG) guidance, both of which exempt the following e-money devices
from the verification of customer identity:

e non-reloadable devices with a purse limit of €150 (regulation 13(7) of the
MLR);

e non-reloadable cards with a purse limit of €1000 JMLSG GN 3.25-3.27); and

e reloadable devices with a transaction limit of €2500 per year (regulation
13(7)(d) of the MLR).

3.150 Some respondents were concerned that if the thresholds across the EU were not
consistent then the Commission would not meet its aim of creating a harmonised
Single Market for retail payments. Some respondents also noted that, if one Member
State were to apply higher thresholds, a competitive advantage over the other Member
States might be created, which would in turn result in other Member States increasing
their thresholds. Other respondents that provide pan-European services raised
concerns that their compliance and operational costs would increase if they faced
different thresholds for their products across Europe.

3.151 The Government is opting to apply the highest thresholds possible for national
payment transactions in Article 34(1) of the PSD. The threshold in Article 34(2) will be
implemented at the maximum of €500 for pre-paid instruments, and service providers
will not have to comply with all of the information provisions in Title III for national
payment instruments and e-money instruments which:

e are used to make individual transactions not exceeding €60;
e have a spending limit of €300; or
e have stored funds that did not exceed €300 at any time.

3.152 The thresholds 