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1 Introduction

1. A Central Bank Digital Currency (CBDC) is an electronic form of central bank
money that can be used to make payments.! A CBDC can be designed for use between
financial institutions to settle trades in financial markets (a ‘wholesale CBDC’) or for
more widespread use by households and businesses to make payments (a ‘retail CBDC’
or ‘digital banknote’). CBDCs are distinct from wider forms of cryptoasset, including so-
called cryptocurrencies such as Bitcoin and Ether, that are created by the private sector
and are not backed by a central bank or government.? The Bank of England and Treasury
have consulted on a potential future introduction of a retail CBDC, which is, therefore,
the primary focus of this Report.

2. Accordingto the Atlantic Council, a think tank, 130 countries are currently exploring
a CBDC, with 11 of them having launched a CBDC and 21 in a pilot phase.’

3. There are currently three main forms of money in use in the UK economy, which are
summarised below.

«  Physical cash: banknotes and coins. Banknotes account for 94 per cent of the
physical currency in the UK. The majority of UK banknotes are issued by the
Bank of England and represent the only form of ‘public money’ (or ‘central bank
money’) currently available to households and businesses.*

« Bank deposits: electronic deposits held in accounts with commercial banks,
which represent around 95% of the money held by households and businesses.’
Bank deposits are a form of ‘private money’ and are created when banks make
loans.*

«  Central bankreserves: electronic deposits held by commercial banks in accounts
at the Bank of England and used by banks to make payments to each other. Like
Bank of England banknotes, central bank reserves are a form of ‘central bank
money’ created by the Bank of England.”

4. Potential new forms of digital money, including both retail and wholesale CBDC:s,
would supplement these existing forms of money. A retail CBDC would represent an
additional, digital form of ‘public money’ (or ‘central bank money’) that would be available
to households and businesses to pay for goods and services, akin to a digital banknote. A

1 More precisely, the Bank for International Settlements defines a CBDC as a digital payment instrument,
denominated in the national unit of account, that is a direct liability of the central bank: Bank for International
Settlements, ‘Central bank digital currencies: foundational principles and core features’, 9 October 2020, p 3.

2 For a summary of CBDCs and how they compare to wider forms of cryptoasset, see House of Commons Library,
‘Central bank digital currencies: The digital pound’, CBP 9191, 8 March 2023.

3 Atlantic Council, ‘Central Bank Digital Currency Tracker’, accessed 21 November 2023

4 Nearly 10% of the banknotes that circulate in the UK economy are issued by Scottish and Northern Irish

commercial banks, but those banknotes themselves are backed by Bank of England notes, UK coins, and funds
on deposit at the Bank of England. In many countries the central bank also issues coins, but in the UK coins are
issued by the Royal Mint. See Bank of England, ‘Discussion Paper - Central Bank Digital Currency: Opportunities,
challenges and design’, 12 March 2020, p 9.

5 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 22

6 Bank of England, ‘Money creation in the modern economy’, 14 March 2014

7 Bank of England, ‘Discussion Paper - Central Bank Digital Currency: Opportunities, challenges and design’, 12

March 2020, p 10


https://www.bis.org/publ/othp33.pdf
https://researchbriefings.files.parliament.uk/documents/CBP-9191/CBP-9191.pdf
https://www.atlanticcouncil.org/cbdctracker/
https://www.bankofengland.co.uk/-/media/boe/files/paper/2020/central-bank-digital-currency-opportunities-challenges-and-design.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2020/central-bank-digital-currency-opportunities-challenges-and-design.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/quarterly-bulletin/2014/money-creation-in-the-modern-economy.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2020/central-bank-digital-currency-opportunities-challenges-and-design.pdf
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new wholesale CBDC would be used to settle high-value transactions between financial
institutions, including the settlement of securities and foreign exchange, much as central
bank reserves currently do. New forms of digital ‘private money’ may also emerge and
become more widely used for payments in the future.®

Bank of England and HM Treasury work on CBDC

5. In March 2020 the Bank of England published a discussion paper on the possibility of
introducing a retail CBDC in the UK.? The paper set out some of the benefits and risks of
a UK CBDC and discussed its potential design. In April 2021 HM Treasury and the Bank
of England established a joint taskforce to coordinate further work on the exploration of
a potential UK CBDC."°

6. In February 2023 the Bank of England and HM Treasury published a consultation
paper on the potential design of a retail CBDC, which they call ‘the digital pound’.!!

7. 'The design for a digital pound proposed by the Bank of England and Treasury is
for a ‘platform model’, in which the Bank of England would provide the core public
infrastructure and issue the digital pounds, which would be recorded in a ‘core ledger’
(see Figure 1). Regulated private sector firms—Payment Interface Providers (PIPs) and
External Service Interface Providers (ESIPs)—would then interface with the core ledger to
provide digital wallets for households and businesses to hold their digital pounds. These
intermediaries would manage all user-facing interactions.'?

8 One example of a new form of private money is a ‘stablecoin’, which is a form of cryptoasset designed to
stabilise (or ‘peg’) its value, typically with reference to a fiat currency such as the US Dollar.

9 Bank of England, ‘Discussion Paper - Central Bank Digital Currency: Opportunities, challenges and design’, 12
March 2020

10 Bank of England, ‘CBDC Taskforce terms of reference’, accessed 21 November 2023

1 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023

12 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 53



https://www.bankofengland.co.uk/-/media/boe/files/paper/2020/central-bank-digital-currency-opportunities-challenges-and-design.pdf
https://webarchive.nationalarchives.gov.uk/ukgwa/20230412230248/https:/www.bankofengland.co.uk/the-digital-pound/cbdc-taskforce-terms-of-reference
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
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Figure 1: The ‘platform model’ for the digital pound

Source: Bank of England and HM Treasury'3

8. The Bank of England and HM Treasury have now progressed to the ‘design phase’ of
the digital pound, which is expected to run to 2025/2026, during which they will invest
further in the policy and technical development of the proposed model for a digital pound.

9. There will subsequently be a decision on whether to build a digital pound, which
will depend on the findings from the design phase, and on how the payments landscape
evolves in the UK and abroad in the coming years. If a decision is taken to proceed with
building a digital pound, it could be launched in the second half of the decade.

Scrutiny of CBDCs by the Economic Affairs Committee

10. The House of Lords Economic Affairs Committee launched an inquiry into central
bank digital currencies in September 2021.** In its Report “Central bank digital currencies:
a solution in search of a problem” the Committee concluded that:

We have yet to hear a convincing case for why the UK needs a retail CBDC.
While a CBDC may provide some advantages, it could present significant
challenges for financial stability and the protection of privacy.'®

13 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 53
14 House of Lords Economic Affairs Committee, ‘Central Bank Digital Currencies inquiry launched by Lords

Economic Affairs Committee’, 17 September 2021
15 House of Lords Economic Affairs Committee, Third Report of Session 2021-22, ‘Central bank digital currencies: a
solution in search of a problem?’, HL Paper 131



https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://committees.parliament.uk/work/1504/central-bank-digital-currencies/news/157547/central-bank-digital-currencies-inquiry-launched-by-lords-economic-affairs-committee/
https://committees.parliament.uk/work/1504/central-bank-digital-currencies/news/157547/central-bank-digital-currencies-inquiry-launched-by-lords-economic-affairs-committee/
https://publications.parliament.uk/pa/ld5802/ldselect/ldeconaf/131/131.pdf
https://publications.parliament.uk/pa/ld5802/ldselect/ldeconaf/131/131.pdf
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11. The Report also noted that “Parliamentary scrutiny should be an essential part of
assessing the case for a CBDC and if the Government decides to proceed, Parliament
should have the opportunity to vote on any final decision [ ... ]”. The Government has
since committed to introducing primary legislation before launching a digital pound.*

Our work on CBDCs

12. This Report summarises our views on the need for a retail (as opposed to wholesale)
CBDC in the UK and on some of the specific issues it gives rise to, drawing on evidence
received through our inquiry into the cryptoasset industry.

13. We heard evidence that a wholesale CBDC could bring potential benefits for
wholesale payments, including by reducing settlement times and counterparty risks.!”
Our Committee recently visited the United States, where we also heard about the potential
benefits of wholesale CBDC:s for reducing settlement risks.

14. Unlike a retail CBDC, however, a type of wholesale central bank money already
exists in UK in the form of ‘central bank reserves’ that commercial banks hold in the
real-time gross settlement (RTGS) system at the Bank of England, as described above.
Central bank reserves are not, of course, a new form of wholesale CBDC, and there is
a question of whether wholesale payments could be best improved by a completely new
form of wholesale CBDC as opposed to development of the RTGS system.'®

15. That said, the Bank of England is already undergoing a significant project to renew
the RTGS system, which will be designed to accommodate new technologies that could
enhance wholesale payments.'® For example, the Bank of England’s roadmap for RTGS
beyond 2024 includes proposals to deliver “atomicity by allowing third parties using
DLT [distributed ledger technology] to coordinate transactions between RTGS and other
ledgers”.?°

16. Accordingly, like the Bank of England and Treasury consultation on the digital
pound, the remainder of this Report is focused on the implications of a retail CBDC,
given that this would be a completely new feature of the UK payments landscape which
brings new risks and challenges. We will continue to monitor wider developments in the
UK payments landscape, including with respect to wholesale payments.

17. This Report is the second of our cryptoasset inquiry. Our first Report covered the
Government’s planned approach to regulating cryptoassets issued by the private sector
and recommended that retail trading and investment activity in unbacked cryptoassets be
regulated as gambling rather than as a financial service.”* The Government rejected this
recommendation in its response published in July 2023.%?

16 Treasury Committee, Correspondence from the Chancellor of the Exchequer regarding Commitment on Central
Bank Digital Currency, dated 23 May 2023 (1 June 2023)

17 See, for example, CryptoUK (CAI10012)

18 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, Box H (p 63-66)

19 Q334

20 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 64. ‘Atomicity’ refers to the instant exchange of two assets that
are linked, such that the transfer of one occurs only upon transfer of the other one.

21 Fifteenth Report of Session 2022-23, ‘Regulating Crypto’, HC 615

22 Seventh Special Report of Session 2022-23, ‘Regulating Crypto: Government Response to the Committee’s
Fifteenth Report’, HC 1752



https://committees.parliament.uk/publications/40179/documents/196189/default/
https://committees.parliament.uk/publications/40179/documents/196189/default/
https://committees.parliament.uk/writtenevidence/111356/default/
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://committees.parliament.uk/oralevidence/12726/html/
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://committees.parliament.uk/publications/39945/documents/194832/default/
https://committees.parliament.uk/publications/40999/documents/199652/default/
https://committees.parliament.uk/publications/40999/documents/199652/default/
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2 The benefits of a digital pound

Bank of England and Treasury assessment of the benefits of a digital
pound

18. In their consultation paper, the Bank of England and Treasury set out two primary
motivations for a digital pound:

a) to sustain access to UK central bank money-ensuring its role as an anchor for
confidence and safety in our monetary system, and to underpin monetary and
financial stability and sovereignty; and

b) to promote innovation, choice, and efliciency in domestic payments as our
lifestyles and economy become ever more digital.*®

19. The first motivation is aimed at preventing risks to the uniformity of money in the
UK—that is, “that all forms of money are valued equally, denominated in a common
currency (sterling) and interchangeable with each other.”** The consultation paper
explains that uniformity could be threatened by a combination of lower physical cash
use and the emergence of some new forms of private digital money. For example, there
is a risk that “new forms of private digital money emerge in a fragmented way, such that
they cannot always be easily converted into other types of money”, much as a gift card for
one store cannot be used at another. The consultation paper states that a digital pound
“could support the uniformity of money by replicating the role of physical cash in a highly
digitalised economy”.*®

20. The second motivation recognises the scope for innovation to generate further
efficiencies in payments; for example, it could reduce higher payments costs faced by
smaller merchants. The consultation paper explains, however, that innovation in digital
markets can also result in market concentration, whereby a small number of firms establish
dominant market positions. This can reduce competition by making it difficult for new
firms to enter the market, thereby potentially reducing innovation in the longer term. The
consultation paper states that a digital pound could support innovation by providing the
“core infrastructure and settlement asset—the digital pound—upon which a competitive
ecosystem of private sector firms would provide innovative user-facing payment services

[...]7%°

21. In addition to the two primary motivations, the consultation paper notes that other
motivations for introducing a digital pound include “supporting financial inclusion and
improving domestic payments resilience and cross-border payments.”*’

23 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 24

24 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 25

25 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 27-28

26 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 32

27 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 25



https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-digital-pound-consultation-working-paper.pdf
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Other evidence on the benefits of a digital pound

22. In written evidence we received before publication of the Bank of England and
Treasury’s consultation paper, views were mixed on the benefits of a retail CBDC for the
UK.

23. There was some support for the development of a UK retail CBDC, for reasons
that include those highlighted by the Bank of England and Treasury. Some respondents
thought it would support and promote innovation in the financial services sector. For
example, crypto technology company Ripple Labs Inc told us:

We believe there are strong arguments in support of why the UK should
develop a CBDC. [ ... ] A successfully implemented CBDC would act as a
publicly-provided infrastructure on which the private sector could innovate
new technologies, services and business models alongside traditional
financial actors.?®

24. The benefit of maintaining public access to central bank money in light of the
declining use of physical cash was noted,?” as well as the benefit of avoiding the risks of
new forms of private money creation,*® as discussed in the preceding section. Various
other potential advantages of a retail CBDC were noted, including improvement in the
speed and efficiency of domestic and cross-border payments.*

25. Some scepticism was expressed about the benefits of a retail CBDC in the UK,
however, echoing the views of the House of Lords Economic Affairs Committee that
a digital pound may still be a solution in search of a problem. For example, the trade
association CryptoUK noted that “there is no obvious current market failure that warrants
a retail CBDC [ ... ]”.** Financial technology firm Circle said that the “development of a
CBDC would be an expensive and lengthy process with unclear benefits”.**

26. Talking about the prospect of a UK retail CBDC just a couple of weeks before
publication of the Bank of England and Treasury consultation, the Governor of the Bank
of England Andrew Bailey said “I am not convinced about some of the problems that we
might be trying to solve. I am not necessarily convinced that the retail payment systems
need this sort of upgrade at the moment.”**

27.  Our Committee recently visited the United States, where we heard from politicians,
industry and regulators that the United States is not pursuing the development of a CBDC
with any urgency.

28. Somerespondents suggested that the benefits of aretail CBDC could instead be brought
about by the private sector.®® Similarly, in the House of Lords debate on the Economic

28 Ripple Labs Inc. (CAI0027)

29 See, for example, Positive Money (CA10036)

30 See, for example, Galaxy Digital (CAI0049)

31 See, for example, Binance (CAI0026)

32 CryptoUK (CAI0012)

33 Circle (CAI0083)

34 Oral evidence taken on 16 January 2023, HC (2022-23) 140, Q336
35 See, for example, Royal United Services Institute (RUSI) (CAI10029)



https://committees.parliament.uk/writtenevidence/111413/html/
https://committees.parliament.uk/writtenevidence/111428/html/
https://committees.parliament.uk/writtenevidence/111441/html/
https://committees.parliament.uk/writtenevidence/111412/html/
https://committees.parliament.uk/writtenevidence/111356/html/
https://committees.parliament.uk/writtenevidence/113579/html/
https://committees.parliament.uk/oralevidence/12520/pdf/
https://committees.parliament.uk/writtenevidence/111420/html/
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Affairs Committee’s Report, Lord King of Lothbury cautioned against expanding the
Bank of England’s responsibilities with a retail CBDC, noting that his motto for a central
bank is: “only do what only you can do”.*°

29. There are some potential benefits to the UK economy from a digital pound. A
digital pound could help support innovation in domestic payments, while guarding
against some of the risks posed by new forms of private digital money by maintaining
public access to a form of central bank money. Innovation brought about by a digital
pound could also support the UK’s international competitiveness in payments (and
related) technologies, particularly if it is amongst the first major central banks to issue
aretail CBDC. The extent of these benefits is unclear, however. Nor is it yet clear that a
digital pound is the only (or best) means of achieving them.

36 HL Deb, 2 February 2023, cols 812-825 [Lords Chamber]


https://hansard.parliament.uk/lords/2023-02-02/debates/75D69175-C242-45B8-B5F8-393D171D9329/CentralBankDigitalCurrencies(EconomicAffairsCommitteeReport)
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3 Risks and challenges from a digital
pound

Financial stability risks

30. Respondents to our inquiry highlighted various risks to financial stability that could
be posed by a digital pound. One of the most commonly cited risks was that of ‘bank
disintermediation’—that is, the switching of deposits held with banks into digital pounds.
In periods of financial market stress, the ability to rapidly and easily switch into digital
pounds could accelerate the withdrawal of deposits from banks—a so-called ‘bank run’—
and thereby increase the risk of bank failures.*”

31. 'The switching of some bank deposits into digital pounds in normal times could also
increase the cost of bank loans to the economy. Assuming that 20% of retail deposits held in
commercial banks switched to new forms of digital money, the Bank of England estimates
that interest rates on bank lending could rise by 20 basis points in steady state, as a result
of banks needing to replace the lost deposit funding with more expensive funding from
the wholesale markets.*® It acknowledges that there is considerable uncertainty around
this estimate however, and that under different assumptions the increase in lending rates
could be as much as 80 basis points.* Analysis by the trade association UK Finance
suggest the impact on the cost of credit could be even higher.*°

32. The Bank of England and Treasury recognise these risks in their consultation paper
and aim to mitigate them by placing limits on holdings of the digital pound, at least
during an introductory period, to constrain the extent of outflows from bank deposits.
The consultation paper proposes a limit on digital pound holdings by individuals of
£10,000-£20,000, which is intended to mitigate such flight risks while making the digital
pound widely usable.*' The proposed limit would allow the majority of UK employees to
receive their salary payments in digital pounds,** while limiting the outflows from bank
deposits to around 20% of total deposits.** The proposed limit on individual holdings is
higher than that being considered in some other regions, including for example the EU,
which has discussed a limit of €3,000.**

33. 'The former Deputy Governor for Financial Stability, Sir Jon Cunliffe, told us that
a digital pound would also provide some financial stability benefits, by providing an
additional payment mechanism and reducing the reliance on access to bank deposits.*

37 See, for example, Mastercard (CAI0022), HSBC (CAI0052)

38 Bank of England, ‘Discussion paper - new forms of digital money *, 7 June 2021

39 Bank of England, ‘Discussion paper - new forms of digital money ‘, 7 June 2021, Chart 3.4

40 UK Finance, ‘Investigating the potential impact of a retail UK CBDC on credit creation and financial stability’,
November 2022

1 The consultation requested feedback on the approach to setting limits on digital pound holdings for corporates,
noting that these would need to be significantly larger than the limit proposed for individuals. See Bank of
England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for households and
businesses?’, 7 February 2023, Box | (p 83-84)

42 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 80-82

43 Q304

44  Euromoney, ‘"Why ‘Britcoin’ could disrupt banks more than a digital euro’, 13 February 2023

45 Q303



https://committees.parliament.uk/writtenevidence/111408/html/
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Indeed, the impact on firms of not being able to access cash they held on deposit at Silicon
Valley Bank (SVB) UK was a factor in the UK authorities’ decision to pursue a sale of SVB
UK rather than put it into insolvency.**

34. It is vital that a digital pound does not increase risks to UK financial stability
and, were a digital pound to be launched, it could take some time to fully understand
the impact on financial stability and the wider economy in both normal and stressed
times. To reduce the risk of large-scale outflows from bank deposits into digital
pounds, there could be merit in a more cautious approach of a lower initial limit on
individual holdings than the £10,000-£20,000 limit proposed by the Bank of England
and Treasury, with a view to increasing it over time.

Monetary policy considerations

35. Whether or not to pay interest on a CBDC is a key design choice. Some respondents to
our inquiry noted the potential for an interest-paying CBDC to enhance the effectiveness
of monetary policy in the UK. For example, research and campaign group Positive Money
said that policymakers would be able to combat inflation “much more effectively by directly
increasing interest paid on CBDC balances to encourage saving, rather than relying on
banks to pass higher interest rates into deposits, which they are averse to doing”.*’

36. We have drawn attention to the fact that banks have been slow to pass on interest rate
rises to depositors following Bank Rate rises during 2022 and 2023.** The Bank of England
has also acknowledged that the pass-through of interest rate rises to instant access savings
rates has been slow.*’

37. 'The proposed design of the digital pound set out in the Bank of England and Treasury
consultation is for the digital pound not to pay interest. The consultation paper explains
that this is because the digital pound is intended to be a means of payment, like physical
cash or a current account, and is not intended as a savings product. The consultation
paper states that paying interest on the digital pound to make monetary policy more
effective is “not a motivation for issuing the digital pound”.>® Sir Jon Cunliffe reiterated
these arguments when he spoke to us, and also noted that “the impact of paying interest
on the transmission mechanism of monetary policy is not clearcut; it is ambiguous”.>!

38. We recommend that the Bank of England and Treasury undertake further analysis
on the monetary policy impact of paying interest on the digital pound, and in the
meantime ensure that their design work does not preclude the possibility of paying
interest on the digital pound.

46  Treasury Committee, Correspondence from the Financial Conduct Authority, relating to the ‘The work of the
Financial Conduct Authority’ session on 8 March, dated 20 April (25 April 2023)
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49 Bank of England, ‘Monetary Policy Report August 2023’, August 2023, p 43

50 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023
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Privacy and data protection concerns

39. Many respondents to our inquiry highlighted privacy and data protection concerns
associated with a retail CBDC, and the importance of these concerns being addressed to
ensure adequate public trust and adoption of a CBDC.** The Bank of England told us that
concerns about data protection and privacy were also prominent in the large volume of
responses received to the digital pound consultation.>

40. One of the main privacy concerns around CBDCs is the potential they provide for
governments to monitor or control how users spend their money.** As summarised by the
Electronic Money Association, a trade body, “the prospect of having one’s every transaction
observed, stored and analysed in perpetuity is dystopian, and yet within reach”.*®

41. Andrew Griffith, then Economic Secretary to the Treasury, told us that the
Government “would not be pursuing something that would amount to what people would
characterise as a surveillance state”.>® In the model they propose for the digital pound,
neither the Bank of England nor the Government would have access to users’ personal
data (except for law enforcement agencies under limited circumstances, prescribed in law,
and on the same basis as currently with other digital payments).*’

42. The Bank of England and Treasury consultation paper states that the digital pound
would not be anonymous because the ability to identify and verify users is needed to
prevent financial crime. Payment Interface Providers—the private-sector firms that users
would interact with directly to manage their digital pounds—would identify and verify
users, but anonymise personal data before sharing with the Bank of England for recording
on the digital pound’s ‘core ledger’.>®

43. The consultation paper cites research by the Information Commissioner’s Office that
shows the public continues to be concerned about issues relating to the storage and use
of their personal data. It notes that access to, and use of, personal data has also become
increasingly valuable for firms, for example to develop marketing activities and develop
and tailor products and services. To address concerns about privacy and data usage, the
consultation paper states that the digital pound would be “subject to rigorous standards of
privacy and data protection” and would have “at least the same level of privacy as a bank
account and would also allow users to make choices about data use.”>

44. That said, the consultation paper states that enhanced privacy functionality “could
result in digital pound users securing greater benefits from sharing their personal data”,
citing research commissioned by the Information Commissioner’s Office (ICO) that there

52 See, for example, AAT (Association of Accounting Technicians) (CAI0003) and Meta (CAI0016)

53 Oral evidence taken on 12 September 2023, HC (2022-23) 1814, Q53

54 Block Inc (CAI0051)

55 Electronic Money Association (CAI0067)

56 Q277

57 Bank of England and HM Treasury, ‘Consultation Paper — The digital pound: a new form of money for
households and businesses?’, 7 February 2023

58 Bank of England and HM Treasury, ‘Consultation Paper — The digital pound: a new form of money for
households and businesses?’, 7 February 2023

59 Bank of England and HM Treasury, ‘Consultation Paper — The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 67-69
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is “public appetite for trading personal information for access to products and services”.®’

The consultation paper also notes that the commercial use of transaction data could form
part of the revenue model for payment interface providers.®*

45. Strong privacy safeguards would be vital were a digital pound to be introduced.
Although the Bank of England and Government state that it is not their intention to
be able to access users’ data, it is conceivable that they may in future be tempted to try
to make use of such a powerful source of information. It is important to guard against
this risk in the fundamental design of the digital pound.

46. Werecommend that any primary legislation used to introduce a digital pound does
not allow the Government or Bank of England to use the data from a digital pound for
any purposes beyond those already permitted for law enforcement.

47. We are also concerned about potential misuse of consumers’ data by the user-
facing firms that would manage consumers’ digital pound wallets, particularly given
that the commercial use of this data could form a key part of the business model for
wallet providers, in a way that it doesn’t for banks.

48. While some consumers may be content to share their personal data with payment
interface providers in exchange for digital pound wallet services, there is a risk that
consumers do not fully understand how their data could be used, or the implications
of doing so. It is vital that it is transparent to users how their data would be collected
and used. There must also be clear, usable opt-outs for those that do not wish their
data to be collected and used for commercial purposes. To ensure the appropriate
safeguards are in place, it is vital that wallet providers are robustly regulated from
both a prudential and conduct perspective, with strong penalties for those that misuse
customers’ data.

Financial inclusion

49. 'The Government’s definition of financial inclusion is that individuals, regardless of
their background or income, have access to useful and affordable financial products and
services.®® The Bank of England and Treasury suggest that a digital pound could support
financial inclusion by providing an extra option for some financially excluded groups:

One way to achieve this could be through offline payments—payments
which can be conducted without a data connection. While challenging to
implement [ ... ], this could be valuable in remote areas or for users with
limited internet access.®

60  Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 74

61 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
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62 House of Lords, Government response to Tackling Financial Exclusion: A country that works for everyone?
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They acknowledge, however, that the financial inclusion benefits of a CBDC are likely
to be lower in the UK than in many other countries, given progress made at improving
financial inclusion (for example, through the provision of basic bank accounts) and the
well-functioning payments infrastructure in the UK.**

50. Many respondents to our inquiry also thought that a CBDC had limited ability to
improve financial inclusion in the UK.® Several respondents went further and highlighted
the risk that a CBDC could increase financial exclusion, particularly for people currently
dependent on physical cash, as a result of being unable or unwilling to access digital
services.®® It is estimated that 7 per cent of UK adults (3.9 million) are digitally excluded.®’

51. The Bank of England and Treasury also acknowledge in their consultation paper that
adoption of the digital pound among the financially excluded could be hampered by an
unwillingness or inability to use digital payments, noting that digital inclusion therefore
needs to be promoted alongside financial inclusion.®® Sir Jon Cunliffe emphasised to us the
importance of the Government taking actions to enhance digital literacy and inclusion.®

52. It would be important to support financial inclusion to the greatest possible extent
through a digital pound were it to be launched, including by exploring the option of
offline payments to ensure accessibility by users with limited or unreliable internet
connectivity.

53. The Government and Bank of England must resist the temptation to believe that
a digital pound can fix problems it can’t, however, and a digital pound must not make
financial exclusion worse. There is a risk that the introduction of a digital pound
accelerates the demise of physical cash, causing difficulties for those currently reliant
on it. It is vital that efforts continue to be made to support those reliant on physical
cash. Itis also vital that the Government works to improve digital literacy and inclusion
in the UK. The Government and regulators must ensure that any future digital pound
wallet providers grant access to at least basic digital pound services for all UK adults.

64  Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 85-86

65 See, for example, UK Finance (CAI0076)
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26 July 2023
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4 Future decision on whether to launch
a digital pound

54. Based on their work to date, the Bank of England and HM Treasury say they “judge
that it is likely a digital pound will be needed in the future. It is too early to commit to

build the infrastructure for one, but we are convinced that further preparatory work is
justified”.”®

55. Key trends that the Bank of England and Treasury say may influence the decision to
proceed to launch the digital pound following the design phase include:

o  whether, and how sharply, physical cash use continues to decline;

o the emergence of new forms of privately issued digital money and the extent
to which they can be readily converted into existing (and other new) forms of
digital money; and

» international developments in CBDC and private digital money, including the
availability to UK residents of digital money denominated in currencies other
than sterling.”*

56. Animportant factor in the decision of whether to launch the digital pound will be the
cost of building the infrastructure for it. In a letter to us the Bank of England stated that it
is not currently possible to provide any “useful estimate” of the cost of building the digital
pound, and that “estimating the financial costs of building and running a digital pound
will be an important component of the design phase”. The letter confirms, however, that
“a digital pound would be major national infrastructure and building it would require
significant investment “.”?

57. According to the Bank of England’s annual report and accounts, expenditure on
“Central Bank Digital Currency (CBDC) and Fintech” increased to £8 million in 2023, from
£5 million in 2022, representing 3 per cent of its total expenditure on policy functions.”

58. This report has set out some of the benefits and risks from a digital pound. While
there are some potential benefits, their extent is unclear and there are significant
risks and challenges to be worked through, particularly in relation to privacy and
financial stability. It is not clear to us at this stage whether the benefits are likely to
outweigh these risks. Nevertheless, we support the Bank of England and Treasury
undertaking further consultative work on the design of a digital pound to enable
it to be launched if benefits increase and risks to privacy and financial stability are
mitigated. This consultative work could also have wider, indirect benefits for the UK’s
competitiveness by furthering the Treasury and Bank of England’s understanding of

70 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 5

71 Bank of England and HM Treasury, ‘Consultation Paper - The digital pound: a new form of money for
households and businesses?’, 7 February 2023, p 34-35
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73 Bank of England, ‘Annual Report and Accounts 1 March 2022-28 February 2023’, 6 July 2023, p 48
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new payment technologies. It is important, however, that work on the digital pound
does not distract the Bank of England from its core tasks of controlling inflation and
maintaining financial stability.

59. The Bank of England has already incurred significant costs from its work on a
digital pound, and its further work on the design of a digital pound will require increased
expenditure in the coming years. It is important that the Bank of England and Treasury
keep control of these costs to avoid spending more than necessary on a digital pound
that might not proceed to being built. To ensure transparency around the costs incurred,
we recommend that the Bank of England reports expenditure on the digital pound as a
separate line item in its annual report and accounts from 2024 onwards.

60. Building the infrastructure needed for a digital pound would also likely be very
expensive, and the eventual decision on whether to launch a digital pound will need to
be subject to a rigorous cost-benefit analysis. The Bank of England and Treasury must
approach this analysis from a neutral stance—the launch of a digital pound must not
be viewed as an inevitable consequence of investing in further detailed design work.
The policy question must remain ‘why do it’ rather than becoming one of ‘why not do
it’.

61. To help ensure a rigorous and balanced approach is taken towards assessing the
case for launching a digital pound in future, we recommend that the Government and
Bank of England set out in more detail, as soon as possible, the criteria they will use to
inform that final decision.
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Conclusions and recommendations

The benefits of a digital pound

1. There are some potential benefits to the UK economy from a digital pound. A digital
pound could help support innovation in domestic payments, while guarding against
some of the risks posed by new forms of private digital money by maintaining public
access to a form of central bank money. Innovation brought about by a digital pound
could also support the UK’s international competitiveness in payments (and related)
technologies, particularly if it is amongst the first major central banks to issue a
retail CBDC. The extent of these benefits is unclear, however. Nor is it yet clear that
a digital pound is the only (or best) means of achieving them. (Paragraph 29)

Risks and challenges from a digital

2. Itisvital that a digital pound does not increase risks to UK financial stability and,
were a digital pound to be launched, it could take some time to fully understand the
impact on financial stability and the wider economy in both normal and stressed
times. To reduce the risk of large-scale outflows from bank deposits into digital
pounds, there could be merit in a more cautious approach of a lower initial limit
on individual holdings than the £10,000-£20,000 limit proposed by the Bank of
England and Treasury, with a view to increasing it over time. (Paragraph 34)

3. We recommend that the Bank of England and Treasury undertake further analysis
on the monetary policy impact of paying interest on the digital pound, and in the
meantime ensure that their design work does not preclude the possibility of paying
interest on the digital pound. (Paragraph 38)

4.  Strong privacy safeguards would be vital were a digital pound to be introduced.
Although the Bank of England and Government state that it is not their intention to
be able to access users’ data, it is conceivable that they may in future be tempted to
try to make use of such a powerful source of information. It is important to guard
against this risk in the fundamental design of the digital pound. (Paragraph 45)

5.  We recommend that any primary legislation used to introduce a digital pound does
not allow the Government or Bank of England to use the data from a digital pound
for any purposes beyond those already permitted for law enforcement. (Paragraph 46)

6.  Weare also concerned about potential misuse of consumers’ data by the user-facing
firms that would manage consumers’ digital pound wallets, particularly given that
the commercial use of this data could form a key part of the business model for
wallet providers, in a way that it doesn’t for banks. (Paragraph 47)

7. While some consumers may be content to share their personal data with payment
interface providers in exchange for digital pound wallet services, there is a risk that
consumers do not fully understand how their data could be used, or the implications
of doing so. It is vital that it is transparent to users how their data would be collected
and used. There must also be clear, usable opt-outs for those that do not wish their
data to be collected and used for commercial purposes. To ensure the appropriate
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safeguards are in place, it is vital that wallet providers are robustly regulated from
both a prudential and conduct perspective, with strong penalties for those that
misuse customers’ data. (Paragraph 48)

It would be important to support financial inclusion to the greatest possible extent
through a digital pound were it to be launched, including by exploring the option of
offline payments to ensure accessibility by users with limited or unreliable internet
connectivity. (Paragraph 52)

The Government and Bank of England must resist the temptation to believe that a
digital pound can fix problems it can’t, however, and a digital pound must not make
financial exclusion worse. There is a risk that the introduction of a digital pound
accelerates the demise of physical cash, causing difficulties for those currently
reliant on it. It is vital that efforts continue to be made to support those reliant on
physical cash. It is also vital that the Government works to improve digital literacy
and inclusion in the UK. The Government and regulators must ensure that any
future digital pound wallet providers grant access to at least basic digital pound
services for all UK adults. (Paragraph 53)

Future decision on whether to launch a digital pound

This report has set out some of the benefits and risks from a digital pound. While
there are some potential benefits, their extent is unclear and there are significant
risks and challenges to be worked through, particularly in relation to privacy and
financial stability. It is not clear to us at this stage whether the benefits are likely to
outweigh these risks. Nevertheless, we support the Bank of England and Treasury
undertaking further consultative work on the design of a digital pound to enable
it to be launched if benefits increase and risks to privacy and financial stability are
mitigated. This consultative work could also have wider, indirect benefits for the UK’s
competitiveness by furthering the Treasury and Bank of England’s understanding of
new payment technologies. It is important, however, that work on the digital pound
does not distract the Bank of England from its core tasks of controlling inflation
and maintaining financial stability. (Paragraph 58)

The Bank of England has already incurred significant costs from its work on a digital
pound, and its further work on the design of a digital pound will require increased
expenditure in the coming years. It is important that the Bank of England and
Treasury keep control of these costs to avoid spending more than necessary on a digital
pound that might not proceed to being built. To ensure transparency around the costs
incurred, we recommend that the Bank of England reports expenditure on the digital
pound as a separate line item in its annual report and accounts from 2024 onwards.
(Paragraph 59)

Building the infrastructure needed for a digital pound would also likely be very
expensive, and the eventual decision on whether to launch a digital pound will need
to be subject to a rigorous cost-benefit analysis. The Bank of England and Treasury
must approach this analysis from a neutral stance—the launch of a digital pound
must not be viewed as an inevitable consequence of investing in further detailed
design work. The policy question must remain ‘why do it’ rather than becoming one
of ‘why not do it’. (Paragraph 60)
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13.  To help ensure a rigorous and balanced approach is taken towards assessing the case
for launching a digital pound in future, we recommend that the Government and
Bank of England set out in more detail, as soon as possible, the criteria they will use
to inform that final decision. (Paragraph 61)
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Formal minutes

Tuesday 28 November 2023

Members present:
Harriett Baldwin, in the Chair
John Baron

Drew Hendry

Keir Mather

Anne Marie Morris

The digital pound: still a solution in search of a problem?

Draft Report (The digital pound: still a solution in search of a problem?), proposed by the
Chair, brought up and read.

Ordered, That the Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 61 agreed to.

Resolved, That the Report be the First Report of the Committee to the House.
Ordered, That the Chair make the Report to the House.

Ordered, That embargoed copies of the Report be made available, in accordance with the
provisions of Standing Order No. 134.

Adjournment

Adjourned till this day at 2.00 pm.
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Published written evidence

The following written evidence was received and can be viewed on the inquiry publications
page of the Committee’s website.
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