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CHAPTER 5: PROMOTING EFFICIENCY AND COMPETITION

5.1 Introduction

The main regulations in the Bankcard, MasterCard and Visa credit card schemes in
Australia — dealing with the collective setting of interchange fees, restrictions on
merchant pricing and restrictions on entry — have been assessed in previous Chapters
on public interest grounds. Each of these regulations represents significant
departures from the normal workings of the market.

This final Chapter draws the previous analyses together by reviewing the regulations
and their consequences against the benchmarks that underpin the public interest
test, and summarising the public interest concerns. These concerns provide the
background for the use of the Reserve Bank’s payments system powers to promote
reform of the designated credit card schemes, in the interests of promoting
efficiency and competition in the Australian payments system. The Chapter outlines
the reform measures and their likely impact. It then analyses the main objections
to reform that have been raised and concludes that they are not a persuasive defence
of the status quo.

The last section outlines the next steps in the Reserve Bank’s consultation process
before its proposed standards and access regime are finalised.

5.2 Scheme regulations and competition benchmarks

To meet the broad objectives of public policy, the payments system in Australia
would be expected to be responsive to competitive pressures, including freedom
of entry into the markets for different payment instruments, provided the safety
of the system is not compromised. There is likely to be a role for private-sector
regulations to ensure the safety, technical consistency and orderly operation of
any payment system, but such regulations should not be so binding or widespread
as to compromise the market process. For these reasons, the Reserve Bank specified
a number of benchmarks as underpinning the public interest test in the payments
system. The benchmarks, set out in Chapter 1, are that:

* relative prices charged by financial institutions to consumers who use payment
instruments should take into account the relative costs of providing these
instruments;

* merchants should be free to set prices for customers that promote the
competitiveness of their business;

* prices of payment instruments should be transparent;
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any restrictions on the entry of institutions to a payment system should be the
minimum necessary for the safe operation of that system; and

competition between different payment systems should be open and effective.

Previous Chapters have discussed how the regulations of the designated credit card
schemes depart from these benchmarks, and whether such departures can be
defended in the public interest. Summarising, and taking the benchmarks in turn:

in the designated credit card schemes, the cardholder faces no transaction fees,
and may be paid for using the card by accumulating points in a loyalty program,
even though this payment instrument is among the most expensive for financial
institutions to provide and for merchants to accept. Credit card schemes and
their members have argued that this pricing structure is essential for the growth
of credit card networks and for maximising community welfare;

because of card scheme restrictions, merchants in Australia are prevented from
recovering their credit card costs from cardholders. These restrictions harm
consumers who do not use credit cards and suppress price signals about the
costs of alternative payment instruments. Again, credit card schemes and their
members have argued that these restrictions are essential for the growth of
credit card networks;

merchants are at a disadvantage in negotiating with acquirers because merchant
service fees are not posted by acquirers, but are negotiated bilaterally between
a merchant and its acquirer and are closely held as commercial secrets. As a
result, merchants cannot easily compare the range of fees on offer without
incurring what could be significant search costs. This point is taken up below.
Interchange fees, of course, are the key determinant of fees paid by merchants
and credit cardholders, and the processes by which interchange fees have been
set within the respective card schemes in Australia have lacked any transparency;

card scheme requirements that new members should, broadly speaking, be
deposit-taking institutions supervised by APRA are broad-brush requirements
that do not directly address the risks to the schemes generated by credit card
issuers and acquirers. The regulations may achieve their desired effect but, by
excluding other potentially well-qualified institutions, they create barriers to
entry that are higher than needed to preserve safety; and

finally, the major banks that dominate the designated credit card schemes are
also the dominant providers of competing payment instruments such as debit
cards, cheques and direct debits. They have a strong influence on setting the
fees and conditions in nearly all parts of the retail payments system. These are
the circumstances in which the payment instrument which is among the most
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costly for merchants to accept — ie the credit card — and for which there are
ready substitutes is the one which is most actively promoted by financial
institutions.

Reviewed against the competition benchmarks, the regulations established by the
designated credit card schemes raise three particular concerns from a public interest
viewpoint. The first is the current arrangements for the collective setting of
interchange fees. These arrangements are characterised by their rigidity and lack
of transparency — Bankcard’s interchange fee, for example, has not changed in
27 years — and the absence of any formal methodology for determining these fees.

The second concern, in which interchange fees play a critical role, is the inefficiency
of credit card pricing. Aside from annual fees, credit cardholders who do not use
the revolving credit facility do not contribute to the costs of providing credit card
payment services; instead, they receive a substantial subsidy in that they are provided
with these payment services at a price below cost. Credit cardholders who use the
revolving credit facility and merchants, through the interchange fee, cover the
costs of credit card schemes. Merchants’ costs of accepting credit cards are, in
turn, passed onto the community as a whole in the form of higher prices of goods
and services. As noted in Chapter 2, credit card schemes and their members have
argued that the subsidy is needed to encourage consumers to join credit card
schemes, and use their cards, so that network externalities are realised. This
argument suggests that the network externalities are so large as to justify cardholders
being charged negative fees (ie being paid by issuers) to use their credit card. The
evidence, however, is that network externalities are small, if they exist at all.
Furthermore, any claim that the interchange fee must continue to generate negative
fees to cardholders if they are to use credit cards is difficult to reconcile with the
card schemes’ claim that cardholders derive significant benefits from credit card
use.

This inefficiency in the pricing of credit card services is reinforced by card scheme
restrictions on merchant pricing that shield credit cardholders from directly facing
the costs of transactions that they undertake. Card scheme members are able to
generate their own set of incentives for credit card use through the use of loyalty
programs, while denying merchants the right to offer incentives to promote their
competitive interests. The consequence is a misallocation of resources in the
Australian payments system.

The third public interest concern is the lack of competition in the credit card market,
and between payment networks more generally. The Reserve Bank acknowledges
the need for minimum entry standards to ensure the safety of the designated credit
card schemes. However, restrictions on entry in their current form serve mainly to
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entrench the market power of incumbents and do not contribute to the allocative
or dynamic efficiency of the credit card market. In the acquiring market, in
particular, the restrictions have kept merchant service fees higher than they might
otherwise be and have helped to deny acquirers as a group an independent and
effective voice in interchange fee setting.

Given these concerns, the Reserve Bank believes that the regulations of the
designated credit card schemes suppress or distort the normal market mechanisms
in ways that are not conducive to maximising community welfare. The community
cannot be confident that the price mechanism is allocating resources efficiently to
meet the demand for different payment instruments or that the credit card market
is sufficiently contestable to ensure that card scheme members earn no more than
a competitive return on their investments over time.

The Reserve Bank has therefore set out a reform of credit card schemes that involves:

* an objective, transparent and cost-based methodology for determining
interchange fees;

* freedom for merchants to recover from cardholders the cost of accepting credit
cards; and

* a more liberal access regime that allows for the entry of specialist credit card
service providers, both issuers and acquirers, to be supervised by APRA.

In the Reserve Bank’s opinion, this package of measures will promote a more
efficient and lower-cost payments system in Australia, from which the community
as a whole will benefit. The reform measures have been endorsed by the Payments
System Board of the Reserve Bank.

The Reserve Bank’s proposed standard on interchange fees is likely to result in a
significant reduction in the level of interchange fees in Australia, although the
specific outcomes must await the costings to be carried out by the designated
credit card schemes. Since interchange fees effectively set a floor for merchant
services fees, the reduction in interchange fees would be expected to result, pari
passu, in lower merchant service fees. Competition should ensure that these lower
fees are passed through to the final prices of goods and services. Merchants would
also be free to recover their merchant service fees from cardholders on a “fee for
service” basis; to the extent that this occurs, the costs of accepting credit and charge
cards would no longer be reflected in the prices of all goods and services.

Reform of credit card schemes will also have a direct impact on credit cardholders
and is likely to result in some re-pricing of credit card payment services. However,
this is the means by which the price mechanism is to be given greater rein in the
credit card market. A movement towards a “user pays” approach to credit card
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payment services would be consistent with the approach adopted by Australian
financial institutions in pricing other payment instruments under their control. As
the ABA itself has confirmed: “Pricing services efficiently provides consumers with
choice to use lower cost distribution channels and, therefore, facilitates a more
efficient financial system. It is also fairer and efficient, because consumers only
pay for what they use.”'*®

The principles that consumers should face prices that take into account the relative
costs of producing goods and services, as well as demand conditions, and that
resources should be free to enter a market in response to above-normal profit
opportunities, have been the guiding principles for tariff reform and market
deregulation in Australia. Such market reforms may impact unevenly on different
groups — some gaining, some losing — but they are now the well-established route
to more efficient use of resources in the Australian economy.

5.3 Obijections to credit card reform

In submissions to the Reserve Bank, credit card schemes and their members have
argued against any reform that would have the effect of reducing interchange fees
and issuing revenues from this source. The arguments claim that reform will have
three main “unintended consequences”:

» it will give an unfair competitive advantage to the three party card schemes,
American Express and Diners Club;

* small credit card issuers will be disadvantaged and overall competition in the
credit card market may be reduced; and

* consumers will not benefit because merchants will not pass on lower merchant
service fees resulting from lower interchange fees.

Competition between four party and three party schemes

The credit card schemes and their members have argued that, as a matter of
principle, it is inappropriate for the Reserve Bank to set a standard for interchange
fees in the designated credit card schemes without also “regulating” the three party
card schemes."”” One submission, for example, has characterised the setting of
such a standard as asymmetric regulation which is “applied to a firm or group of
firms due to some characteristic that distinguishes them from unregulated firms
and for no other substantial reason.””*® This mis-states the reasons for the Reserve

198 Australian Bankers’ Association (2000), p 8.

199 Visa International (2001b), MasterCard International (2001), Australian Bankers’ Association
(2001c) and Australia and New Zealand Banking Group (2001b).

200 Visa International (2001b), p 11.
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Bank’s proposed use of its payments system powers. There is a substantial difference
between the designated credit card schemes and the three party card schemes with
respect to interchange fee setting. In the Bankcard, MasterCard and Visa credit card
schemes, interchange fees are set collectively by the financial institutions that are
members of these schemes, but that are otherwise competitors in providing credit
card services to cardholders and merchants. The ACCC has reached the view that
this behaviour is a breach of the Trade Practices Act 1974.

American Express and Diners Club, on the other hand, do not have collectively
determined interchange fees.”®' Whether they have an internal transfer mechanism
or “implicit” interchange fee is not relevant; the three party card schemes do not
have a process under which competitors collectively agree to set a price which
then affects, in a uniform way, the prices each of the competitors charges to third
parties. For this reason, the Reserve Bank saw no case on public interest grounds
to designate the three party card schemes to deal with issues relating to collective
fee setting (or restrictions on entry). However, the three party card schemes impose
the same restrictions on merchant pricing as the designated credit card schemes.
The Reserve Bank will therefore be consulting with the three party card schemes
on why they should not meet the proposed standard on merchant pricing.

Submissions have also argued that a standard for interchange fees in the designated
credit card schemes will prevent these schemes from being able to compete
effectively with the three party card schemes. This raises the question of the nature
of competition between four and three party card schemes in Australia

On the basis of network size, the four party credit card schemes would appear to
have a dominant market position compared with the smaller three party card
schemes. Visa has argued that there are significant network effects in credit card
schemes and that the size of its network makes it particularly appealing to both
cardholders and merchants: “... the fact that more merchants accept VISA than
AMEX means that consumers facing the same terms and conditions of use for
each card would prefer to carry a VISA card than an AMEX card. Similarly, the fact
that there are more VISA cardholders makes accepting VISA cards more attractive
to merchants than accepting AMEX cards, even if the terms and conditions of
accepting these cards were identical.””** There are a number of respects in which
the four party card schemes have a position of network dominance in Australia.
Firstly, Bankcard, MasterCard and Visa account for around 92 per cent of credit

201 Some submissions have pointed out that AMP Bank issues American Express cards and is paid
a fee which appears similar to an interchange fee. However, this fee is one that is negotiated
bilaterally between American Express and AMP Bank.

202 Visa International (2001a), p 3.

118



N

and charge cards on issue, and for around 85 per cent of the value of credit and
charge card transactions. Secondly, around 85 per cent of American Express or
Diners Club cardholders also have a Bankcard, MasterCard or Visa credit card but
only around ten per cent of cardholders in these latter schemes also have an
American Express or Diners Club card.?®® Thirdly, the number of merchants in
Australia that accept cards issued by members of the four party credit card schemes
appears to be about double the number of merchants that accept American Express
cards; the merchant base of Diners Club appears to be smaller again.?**

Network dominance in this form places the designated credit card schemes at the
centre of the credit and charge card market in Australia. Their behaviour will have
a significant impact on market outcomes, particularly compared to the behaviour
of the three party card schemes that lack network size. If a standard for interchange
fees resulted in lower merchant service fees in the designated credit card schemes,
normal competitive processes would ensure that competitors would have to react.
Merchants would have an even stronger preference than at present for cards of the
four party card schemes. They would be likely to seek to renegotiate merchant
service fees charged by American Express and Diners Club; alternatively, if fees did
not adjust, some might stop accepting the latter cards altogether, a viable option
because merchants may not fear losing many sales in view of the relatively small
network size of American Express and Diners Club. These schemes would therefore
be under strong competitive pressure to respond by lowering their merchant service
fees to protect their merchant base.

This sequence of competition has already played out in the United States. In earlier
work sponsored by Visa, Evans and Schmalensee describe the revolt of Boston
restaurants to the relatively high merchant service fees of American Express — an
incident dubbed the “Boston Fee Party” — following which American Express
reduced its average merchant service fees from 3.22 per cent to 2.74 per cent
between 1990 and 1996. Evans and Schmalensee argue that “American Express
decreased its merchant discount as a result of competition from Visa and other
systems.”?%°

In a recent submission, however, Visa has suggested that the nature of competition
between the four and three party card schemes is quite different. It has argued

203 Roy Morgan Research.

204 “There would seem to be two possible reasons for this low penetration rate. The first is that
merchant service fees for American Express are too high, so merchants select lower cost
methods, such as VISA. Alternatively, one might argue that merchants do not feel as much
need to accept American Express because there are fewer cardholders for this card. Both of
these reasons are likely to have some validity.” Visa International (2001a), p 32.

205 Evans and Schmalensee (1999), pp 171-172.
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that three party card schemes are likely to have more market power, not less, relative
to four party schemes.?*® This submission argues that a standard for interchange
fees that results in a fall in issuers’ revenues would mean that issuers would no
longer be able to offer loyalty programs with the previous levels of rewards.
Competition between acquirers in the four party schemes would push merchant
service fees in these schemes down in line with interchange fees, but Visa argues
that the three party card schemes, even if subject to strong competitive pressures,
would not be forced to match these reductions. The reasoning is that the three
party schemes would have no incentive to change their prices to merchants and
cardholders because they had already set them to maximise their profits; hence,
the three party schemes would retain an income stream from merchants that would
allow them to continue to offer loyalty programs with unchanged levels of rewards.
The result would be a shift of cardholders to card schemes able to offer the most
generous loyalty programs.

In the Reserve Bank’s opinion, this analysis provides only a selective view of the
competitive process and suffers from significant flaws:

* the analysis assumes that the three party card schemes can set their merchant
service fees without any reference to the fees charged by the members of the
designated credit card schemes. The proposition that three party card schemes
have completely independent pricing power is difficult to reconcile with the
standard observation that the price of close substitutes is a key determinant of
the price of a good or service;”’

* the analysis assumes a particular sequence in the competitive responses to lower
merchant service fees, but no theoretical or empirical support is provided for
this sequence. In particular, it assumes that the immediate response is that
cardholders in the four party credit card schemes switch to the three party
schemes and this, in turn, gives the latter schemes leverage over merchants.
However, if merchants are equally prompt in renegotiating fees in the three
party schemes, which would have become even more expensive to them, the
latter schemes would have much less scope to attract cardholders. Normal
competitive pressures would force the three party schemes to respond to the
fall in merchant service fees by their competitors and they would therefore
face the same need to review their loyalty programs; and

206 Visa International (2001b), p 12.This differs from an earlier claim by Visa that the three
party card schemes very likely lack market power. Visa International (2001a), p 24.

207 This argument has also been rejected by Access Economics, consultants to American Express:
“This proposition is unsustainable and it should be clear that, to the extent that the
three-party schemes are close substitutes for four party cards, there will be a flow-on of any
reductions in merchant service charges from regulation.” Access Economics (2001), p 26.
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* the analysis assumes that scheme restrictions on merchant pricing remain in
force, denying merchants the freedom to recover from cardholders the cost of
accepting credit and charge cards. The Reserve Bank’s draft standard on merchant
pricing — on which the Reserve Bank will be consulting with the three party
card schemes as well — will give merchants that freedom. This has important
implications for the degree of “merchant resistance” to accepting credit and
charge cards. If merchants recover their costs from cardholders, the current
gap in merchant service fees between the four and three party card schemes —
and any widening in that gap — would be transparent to cardholders and, other
things being equal, cardholders would continue to prefer the lower-cost option.
Under these circumstances, it would be much more difficult for the three party
schemes to maintain higher merchant service fees in the face of competition.

The ABA has identified other consequences that it claims would flow from any
reduction in interchange fee revenues in the designated credit card schemes. First,
it has argued that issuers will increase fees to cardholders, leading some cardholders
to give up their credit cards because “by the reduction of interchange fees, the
payment functionality had been priced beyond its value to them”.?*® Since credit
cardholders currently pay no price (and may earn rebates) for the payment services
of a credit card, this argument would seem to confirm the inefficiency in current
credit card pricing. The ABA claims that some credit cardholders will move to the
three party schemes; however, it does not explain why such cardholders, who to
date have chosen not to, would be prepared to pay the higher joining and annual
fees of the three party schemes® or, in the case of charge cards, give up access to
a revolving credit facility.”'’ Nor does it explain why consumers, facing more
efficient pricing signals, would not make greater use of other payment instruments
such as debit cards or direct debits.

208 The ABA argues that this will result in “fewer cardholders, fewer purchase transactions, an
advantage to three-party charge card networks and cardholders that no longer have access to
credit”. Australian Bankers’ Association (2001c), pp 4-5.

209 The recent US district court judgment on the “exclusionary” rules of the international credit
card schemes noted the advantages that a financial institution has in marketing credit cards to
existing customers as part of a suite of financial services. “All else being equal ... customers
are significantly more likely to choose a card offered by their primary financial institution
than any other institution.” US District Court, Southern District of New York, 98 Civ. 7076
(BS)). p 117.

210 The ABA estimates that credit card annual fees would move from an indicative level of $15 pa
to $42 pa if interchange fees were to fall to 0.4 per cent. Australian Bankers Association
(2001c), p 4. The American Express green card has a joining fee of $30 and an annual fee of
$65; Diners Club has a joining fee of $30 and an annual fee of $95.This comparison assumes
that the three party card schemes would not have to adjust their cardholder fees in the face of
downward pressure on their merchant service fees.
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Secondly, the ABA has argued that because issuers would need to recover a higher
portion of issuing costs from cardholders, it would be unlikely that all current
cardholders would qualify for a credit card. The implication of this argument,
however, is that current interchange fee revenues could be allowing issuers to
provide cards to cardholders who would not meet the normal requirements for
unsecured credit. Thirdly, the ABA has claimed that “merchants with high fraud
would be dropped and the universal payment guarantee would be curtailed to
merchants or groups of merchants whose historical transactions had generated
significant losses of any type.”?!' The payment guarantee provided by issuers is
not universal; merchants accepting “card not present” transactions, such as
purchases over the phone or Internet, receive no such guarantee. In any event, the
Reserve Bank’s draft standard allows fraud costs incurred by issuers in providing
payment guarantees to be included in interchange fees. By making these fraud
costs transparent, moreover, card scheme members and merchants will have a
stronger incentive to address these costs.

In the ABA’s view, the outcome of a standard for interchange fees would be reduced
credit card transactions and higher average transaction costs in credit card networks.
It has argued that either one scheme member will dominate both issuing or
acquiring (and thus the schemes would look like a three party scheme) or that a
few financial institutions could come together to form their own credit card
company. However, the ABA has offered no evidence as to why the first outcome
might result, and why it has not done so already; nor has it explained how the
second outcome would differ from the current four party credit card schemes, in
which the four major banks are dominant.

In summary, the Reserve Bank is unpersuaded by the arguments that reform of the
designated credit card schemes constitutes a regulatory bias that favours the three
party card schemes, American Express and Diners Club. No convincing reasons
have been provided why private-sector regulations in the dominant credit card
networks are to be preferred, in the public interest, to publicly-determined standards
that promote efficiency and lower costs in the payments system. The way in which
competitive forces will play out between credit cards, charge cards and other
payment instruments will depend on how cardholders and merchants react to more
efficient price signals. Credit cardholders faced with fees more closely aligned to
the costs of providing credit card services can be expected to make a more efficient
choice between payment instruments; as well, lower merchant service fees offered
by members of the designated credit card schemes will give merchants a stronger
negotiating position in their dealings with the three party card schemes. Such

211 ibid, p 6.
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responses will promote a more efficient allocation of resources and a reduction in
overall costs in the Australian payments system.

Impact of reform on small credit card issuers

A number of submissions have argued that, because of economies of scale in issuing,
many of the smaller credit cards issuers are only breaking even on this activity and
any reform that results in a reduction in interchange fee revenues will make their
credit card business uneconomic.?'? In these circumstances, the argument goes,
liberalising access to the credit card schemes will result in an overall decline in
competition because, with lower interchange fees, new institutions will not be
attracted to card issuing.

The credit card market is similar to industries such as telecommunications and
airlines, where there is scope to exploit economies of scale. Such industries are
characterised by large fixed costs that, when spread over an increasing volume of
output, result in declining per unit costs of production. Large firms in these
industries can therefore run a profitable business at lower prices than a small firm.
For competition authorities, the potential benefits to consumers of having a small
number of larger firms, able to take advantage of economies of scale to reduce
their prices, normally need to be weighed against possible exploitation of market
power by these firms.

Evidence of economies of scale in credit card issuing comes from the highly
concentrated structure of issuing in Australia. Figure 5.1 shows the market share
of the four major banks in transactions with bank-issued cards since the mid 1990s.
The entry of new issuers has made little inroads into market concentration. In a
confidential submission, the ABA has presented data showing that a sample of
small issuers incurs higher costs and enjoys lower margins per card than an industry
average.”” These data are also consistent with the existence of economies of scale
in card issuing.

The key point, however, is that the existence of economies of scale is not an
argument for keeping interchange fees high to enable smaller issuers to remain in
the market. Such an argument confuses “competition” with the number of
competitors. Turned around, it implies that community welfare would be enhanced
if interchange fees were raised so as to make issuing profitable for institutions that

212 Australian Bankers’ Association (2001b), Visa International (2001b) and Australia and New
Zealand Banking Group (2001a).

213 These data are not directly comparable with those in the Joint Study, which showed costs and
revenues per transaction rather than per card.
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Figure 5.1: Share of four major banks in issuing
per cent of number of transactions
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Source: Reserve Bank Transaction Cards Statistical Collection.

would otherwise not break even. This might result in more issuers, but probably
at the highest cost end. It would be a perverse result of competition if entry into
credit card issuing must be supported by higher interchange fees passed through
into higher consumer prices. In any normal competitive market, a larger number of
suppliers would be expected to be the source of downward pressure on costs and
prices.The objective of the Reserve Bank’s proposed access regime for the designated
credit card schemes is to facilitate entry by non-traditional institutions that may
have the scale, skills and infrastructure to compete with established participants.
Entry or the threat of entry by such institutions is likely, over time, to provide the
main spur to competition in the credit card market.

Impact of credit card reform on consumers

Concerns have also been raised that any reduction in interchange fees, and hence
in merchant service fees, would simply increase merchants’ profits and would not
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be passed onto consumers through the prices of goods and services. The basis for
these concerns is a claim that the merchant sector is not competitive.

The pass-through of any reduction in interchange fees to the prices of goods and
services has two stages:

* the pass-through of lower interchange fees to merchant service fees; and
* the pass-through of lower merchant service fees to final prices.

The extent of pass-through at each stage is determined by the degree of competition
prevailing. The claim that there would be no pass-through of lower interchange
fees to consumers is unlikely to be true. Even a monopolist will pass through to its
customers some part of a fall in the cost of its inputs; the more competitive a
market, however, the more a fall in costs will be passed through into final prices.

The pass-through of lower interchange fees to merchant service fees will depend
on the degree of competition in the credit card acquiring market and the threat of
new entry. Although there is no indication that interchange fees themselves have
responded to changing cost conditions, acquirers argue that competition would
force them to pass lower interchange fees pari passu into lower merchant service
fees.”'* Acquirers that attempted to widen their margins could be expected to lose
market share to acquirers offering lower merchant service fees. The more intense
is competition, the more likely it is that acquirers will pass through fully any
reduction in interchange fees.

For reasons discussed in Chapter 4, however, competition in the credit card
acquiring market is not as vigorous as it could be in Australia. One factor which
has important implications for pass-through is the lack of transparency in
interchange fees and merchant service fees. In retail financial services, interest rates
and transactions fees are transparent and readily comparable across financial
institutions, and individual institutions do not usually price discriminate between
their customers. For merchants, however, the provision of financial services —
whether it be lending or acquiring services — is negotiated on a case-by-case basis
and pricing is not transparent. Larger firms with higher transaction volumes can
usually obtain lower merchant service fees than smaller merchants,*"* but merchants
need to be active in seeking quotes from acquirers to ensure they have achieved a
competitive merchant service fee. The recent publication by the ARA of the range
of merchant services fees being charged,”'® and the greater transparency of

214 See Australian Retailers Association (2001b) for a discussion of how interchange fees affect
merchant service fees.

215 Evidence for this is presented in Table 4.3 of this document.
216 Australian Retailers Association (2001a).
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interchange fees under the Reserve Bank’s draft standard, will help to ensure that
merchants are better informed when they enter the negotiating process with
acquirers. Nonetheless, the significant search and adjustment costs involved for
merchants may limit the pressure on acquirers to reduce merchant service fees for
all merchants, particularly small ones.

The pass-through of lower merchant service fees to the final prices of goods and
services will depend on the degree of competition in the retailing sector. On a
range of evidence, including market concentration and profit margins, the retail
sector in Australia appears to be a vigorously competitive one.?'” Turning, first, to
market concentration. In a confidential submission, the ABA has claimed that
“[r]etailing in Australia is very concentrated — considerably more so than banking”.
There is no empirical evidence for this claim. While it is true that Coles Myer and
Woolworths have a large share of the grocery market, grocery items account for
only 34 per cent of retail trade in Australia.’'® Australian Bureau of Statistics (ABS)
data on retail trade indicate that large businesses account for just 56 per cent of
retail trade and, to get to this figure, the ABS includes 2 800 businesses.””” In
contrast, just three banks represent a market share well above 56 per cent of credit
card issuing. On this evidence, retailing is much less concentrated than the credit
card market.

As to profit margins, staff from the Productivity Commission have concluded that
“[w]holesale and retail trade have the lowest profit margins of all Australian
industries”.?*° They quote ABS data for 1997/98 that shows that profit margins in
retail trade, at around 3 per cent, are low compared with the average for all
industries of around 9 per cent. The same ABS data show that profit margins for
finance and insurance (which includes banking) are around 25 per cent.””' These
figures do not, of course, take into account the different risk profiles of the
industries, but they do suggest a highly competitive retail sector.

217 MasterCard International (2001) has acknowledged that “competition at this [retail] level
appears to be robust in Australia.” p 19.

218 Excluding motor vehicles. ABS Catalogue 8624.0.

219 For the purposes of the Retail Sales Survey, the Australian Bureau of Statistics includes all large
retailers but only a sample of small retailers. The definition of large businesses for this
purpose varies depending on the state and the industry, but is based on the number of
employees. It includes, among others, all department stores, 85 per cent of supermarkets and
grocery stores, 65 per cent of clothes and soft goods retailing and 57 per cent of household
goods retailing. All Coles Myer and Woolworths businesses are included in the “large
businesses” category.

220 Johnston etal (2000), p 14.

221 ABS Catalogue 8140.0.The profit margin is calculated as the percentage of operating income
available as operating profit.
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On the available evidence, the Reserve Bank is confident that, where merchants do
not pass reductions in merchant service fees onto credit cardholders on a “fee for
service” basis, competitive pressures will ensure that merchants pass these
reductions through to the prices of final goods and services. The pass-through
may not, of course, be readily apparent. The cost of accepting credit cards is
embedded in a myriad of retail prices and the impact of lower merchant service
fees on individual prices may not be obvious; moreover, to the extent they offset
cost increases from other sources, lower merchant service fees may have the effect
of tempering price increases that would otherwise have taken place.

5.4 Next steps

The Reserve Bank is issuing its standards and access regime for the designated
credit card schemes in draft form, as required by the Payment Systems (Regulation) Act
1998. Interested parties have the opportunity to comment, in writing and/or oral
presentations, on the draft standards and access regime before they are finalised.
Comments and details of contact persons should be submitted by 15 March 2002
to:

Head of Payments Policy
Reserve Bank of Australia
GPO Box 3947

SYDNEY NSW 2001

or to creditcards@rba.gov.au

The Reserve Bank acknowledges that measures to promote efficiency and
competition in the credit card market in Australia will have important implications
for the pricing of other payment instruments, particularly debit cards. The Joint
Study concluded that interchange fees in Australia’s debit card system, which are
determined bilaterally and flow from card issuers to acquirers, do not have a
convincing rationale. Several submissions to the Reserve Bank have argued that
debit card interchange fees should be reformed at the same time as those for credit
cards, so that consumers and merchants can face more efficient prices for both
payment instruments. The Reserve Bank agrees that this is a desirable objective,
but it has not been prepared to slow the timetable for reform of the credit card
market. In any event, the introduction of more efficient pricing arrangements for
debit cards is, in the first instance, a matter for industry participants. The Reserve
Bank remains willing to work with participants to this end.

The Reserve Bank has also been in discussion with Visa, and Visa members issuing

the Visa-branded debit card, about the current practice under which these issuers
earn credit card interchange fees for what are essentially debit card transactions.
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The Reserve Bank has advised Visa and issuing members that this practice imposes
an inappropriate burden of costs on merchants and has no place in the Australian
payments system. Issuing members have begun work on an interchange regime to
address the issues raised by the Reserve Bank; at the same time, they have expressed
concern about the impact on their net revenues if changes to the current practice
were to precede reform of the debit card market more generally.
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