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Executive Summary

The Australian Payments Clearing Association (APCA), as the industry association and self-
regulatory body for Australian payments, is pleased to make this submission to the Reserve
Bank of Australia’s Review of Card Payments Regulation Issues Paper (“Issues Paper”).

For many years, APCA has been an active participant in debates on the regulation of card
payments, and welcomes this further opportunity to make a contribution to an important
element of payments policy in Australia. Throughout this debate, our preference has been to
maximise the opportunity for competition and transparency to drive good outcomes such as
efficiency and choice, so that any regulatory intervention should be targeted to complement
market-driven outcomes rather than to replace or compensate for them. This remains our
objective.

The Issues Paper firmly positions the current review as a further evolution on past reforms
(page 25). As such, the focus is on modifying the current regime of interchange fee
regulation to address particular concerns, rather than revisiting the underlying rationale in any
holistic way. Ciritical to this premise is the explicit assumption that the market will continue to
be largely composed of mature major card schemes that are viewed as a “must take” method
of payment for merchants (see page 8). We believe that this characterisation significantly
understates the degree of change in the competitive dynamics of the marketplace, and that
the rate of change, innovation and competition is in fact increasing.

This has two major implications. First, the substantial changes in competitive dynamics since
the implementation of regulation will warrant a thorough review of the underlying basis for
regulation within the next three to five years. In light of significant technology change, it is
highly likely that the competitive dynamics of retail payments will, by then, be markedly
different.

Second, any changes made now to address specific concerns may have a short life
expectancy. Industry-wide change driven by an extensive new compliance regime is unlikely
to meet any reasonable industry cost/benefit test, if, as we submit, the market dynamics are
evolving rapidly. There is a risk that industry and regulatory effort and cost is expended on
incremental change that needs frequent revision as market dynamics change. This does not
deny the potential value of targeted changes to address specific concerns.

We do not believe there is any clear case for reducing the overall level of interchange fees.
Australia already has amongst the lowest rates in the world. On the contrary, whatever level
interchange fees restrictions are set at, the market will adjust around the new regulatory
impost with the supposed benefits for consumers remaining unmeasurable. We also believe
the Australian industry is exhibiting high levels of competition and innovation. Drastic change
to the economics of retail payments runs the risk of unintended consequences in terms of
existing market dynamics.
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That said, we do believe some of the matters raised in the Issues Paper would benefit from
attention in the short term, provided this does not impose industry-wide structural change. An
important component of effective competition is transparency. We recognise that the number
and range of interchange fee rates creates a lack of transparency for merchants of the costs
they will incur. The effect of the upper rates also creates a perceived unfairness of outcomes
between small and large merchants.

Therefore changes to the frequency of the weighted average calculation and an upper cap on
the highest single interchange fee rate may be warranted to enable better management of
costs for individual merchants. We do not support a mandated technological or regulatory
solution to provide merchants with “real-time” information on the costs of an individual
transaction as it would be unlikely to meet the cost/benefit test. We would however support
further exploration of disclosure-based measures to improve the transparency of costs to
merchants.

Regulatory support for surcharging, though intended to provide an avenue for recouping
merchant costs and conveying price signals, has in practice opened an avenue for the
exercise of merchant power in particular markets. This is not fundamentally a payment
system issue, but a competition issue in those markets. APCA does not support the
recommendation in the Financial System Inquiry Final Report to create a system-wide three-
tiered approach, since it represents an expensive system-wide compliance solution for
specific problems in particular markets. Consumers experience excessive surcharging in
particular industries and as such the solution to excessive surcharging should be to target
those industries where this practice is most common.

Further, APCA believes that American Express currently operates as an easily distinguished
competitor, and one that is in no way a “must take” for any merchant. Given our concern to
avoid large-scale and costly structural change for relatively narrow benefit, we see no
regulatory rationale for and would not recommend that the regulatory perimeter be extended
to include financial institution-issued American Express cards.

APCA believes that cardholders should be able to decide which account and scheme should
be used for a transaction. Enabling merchants to decide on routing will only benefit larger
merchants (who would have the capability to introduce the technological changes and the
market power needed to benefit from this) and, as such, exacerbate the gap between the
costs experienced by large and small merchants.

Lastly, APCA would recommend that at the conclusion of this review the Payments System
Board focuses on high-level objectives and, if required, that industry assist in working towards
efficient and workable solutions and implementation paths.
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Recommendations

Recommendation 1: APCA recommends that the next review of retail payments regulation
should occur within the next three to five years, should holistically review developments both
within and beyond card payments, and focus on regulatory approaches that harness and
improve the competitive marketplace. In particular, the ongoing utility of interchange fee
regulation should be reviewed.

Recommendation 2: APCA recommends that changes to interchange fee regulation arising
from specific concerns raised in the current Review should be subjected to careful cost-
benefit implementation analysis, so as to ensure that transitional and compliance costs do not
outweigh perceived benefits.

Recommendation 3: APCA recommends that competitive and disclosure-based solutions to
enhanced merchant information be sought rather than a regulatory and mandatory technical
solution.

Recommendation 4: APCA recommends retaining the weighted average with annual
recalculation.

Recommendation 5: APCA recommends an exploration of a cap on the highest individual
interchange fee rate that a regulated scheme could offer, as well as a possible limit on the
number of different interchange fee rates.

Recommendation 6: APCA recommends that the FSI recommendation for three-tiered
surcharging not be pursued but rather targeted measures be explored.

Recommendation 7: APCA recommends that clarity be provided on the ability to surcharge
non-card payments instruments.

Recommendation 8: APCA does not support further extending interchange fee regulation to
additional schemes.

Recommendation 9: In responding to the Review, the Payments System Board should focus
on articulating high-level policy objectives and seek engagement with industry on identifying
solutions and implementation paths.
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1. Overall Views on Card System Regulation

1.1.Interchange Fee Regulation

Interchange fees are a form of wholesale pricing and their regulation represents a significant
intervention into the operation of the market. Prices should ideally be set by the market and
APCA believes promoting competition is generally preferred to price regulation.

Since 2000, payment card scheme regulation and economics have been subject to extensive
theoretical and empirical study as well as markedly different regulatory approaches in many
jurisdictions. There is nothing approaching a clear consensus on the optimal regulatory
approach. As always in matters of competition policy, APCA submits that the need for
regulation remains contingent on the evidence, and in particular on whether there is effective
competition in each of the markets in the value chain.

The Issues Paper suggests that increased scheme competition might perversely have the
effect of driving upward interchange fees and other costs for acquirers and merchants (page
4). This assertion is only true where competitive pressures on the acquiring side of the two-
sided market represented by the payment network are less than on the issuing side. Critical to
this premise is the explicit assumption that the market will continue to be largely composed of
mature major card schemes that are viewed as a “must take” method of payment for
merchants (see page 8).

Contrary to this assumption, there is strong evidence that increased competitive pressure
through more intense scheme competition and greater commercial freedom for merchants
through relaxed honour-all-cards restrictions, and the ability to surcharge, have increased the
market power of large merchants to the point where they can negotiate lower interchange
fees than the cap — the strategic merchant rates discussed on pages 26-28 of the Issues
Paper. The Issues Paper does not recognise this outcome as being driven by greater
competitive pressure on schemes, but it does identify the consequential issue that merchants
with less market power bear relatively higher rates.

This evidence highlights that competitive pressures are working in card payments and
potentially can be made to work better.

1.2.Changes in the Market

In previous reviews such as the one undertaken in 2007/08, the Payments System Board
(PSB) linked competition with interchange fee regulation. If the competitive dynamics were
appropriate and certain innovations (such as new online payments) were introduced, then the
PSB indicated it would consider stepping back from interchange fee regulation. More
recently, the Financial System Inquiry (FSI) Final Report recommended that the PSB consider
extending and strengthening interchange fee regulation.
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Conversely, APCA has, in forums such as the FSI, questioned the long term sustainability of
such regulation. APCA’s concern is that the FSI report seems to regard low interchange fees
as an inherent good, whereas the original regulatory rationale was to address a perceived
market failure whereby merchants were unable to exert market power in relation to schemes.
The RBA has acknowledged that interchange fees may have a legitimate role to play in
balancing incentives within a two-sided market and to help it grow. This could apply in the
establishment of a new system (such as an NPP overlay service). We submit that this policy
approach is preferred.

The competition dynamics facing payment schemes and systems have fundamentally
changed since interchange fee regulation was first introduced. MasterCard and Visa have
become independent commercial organisations in 2006 and 2008 respectively; in 2009 eftpos
Payments Australia Ltd was established as a separate commercial organisation enabling it to
compete with the card schemes and in 2014, NPP Australia Ltd was established to implement
a faster payments infrastructure that is likely to facilitate non-card mobile payments. Cards
are increasingly used in the online world where there are a number of competing alternatives
such as PayPal and other new entrants have entered this market, such as POLi and
Paymate. Further, digital currencies offer even newer ways of paying online.

Technology is likely to further change competitive dynamics in the next few years. As
physical cards give way to mobile apps and wallets, with new offerings such as Apple Pay,
schemes are likely to come under increasing competitive pressure, so that regulation of
scheme interchange fees will be affecting a narrowing segment of the total value chain that
determines cost to end user merchants and consumers. The regulatory framework must
remain robust and responsive to the needs of providers and end users within this changing
environment.

1.3. Examining Competition and Long-term Sustainability of Regulation

In APCA’s submission to the FSI, we stated that there has been little consideration of the
long-term sustainability of regulatory intervention in interchange fees, particularly as
technology and competition in payment services evolve. Further, we stated that we believed
that the FSI Final Report appears to primarily credit interchange fee caps for creating and
maintaining efficient payments in Australia — while other factors such as technological
innovation and industry initiatives surprisingly receive no mention.

We believe an understanding of this intensifying competition will help inform an appropriate
long-term policy response. Though the current Issues Paper appears to be focussed on
immediate issues, we believe that the changes in the market since the implementation of
regulation, together with technology-driven changes likely in the next few years, warrant a
thorough review of the regulatory rationale. Given the accelerating pace of change, the next,
more fundamental, review should be within the next three to five years, rather than the five to
seven year periods we have seen between previous interchange fee regulation reviews.
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Recommendation 1: APCA recommends that the next review of retail payments regulation
should occur within the next three to five years, should holistically review developments both
within and beyond card payments, and focus on regulatory approaches that harness and
improve the competitive marketplace. In particular, the ongoing utility of interchange fee
regulation should be reviewed.

1.4. Cost/Benefit Implications of a Dynamic Marketplace

The observations made above relating to changes in competitive dynamics in the last few
years, and the likelihood of further technology-driven changes in the future, also suggest a
cautious and targeted approach to addressing any specific regulatory concerns in the short
term. Making any significant change to the overall structure of interchange fee regulation will
impose significant transitional costs on issuers, acquirers and schemes. These costs will
ultimately be borne by cardholders and merchants. To unwind existing commercial
arrangements would also be complex, costly and difficult.

In a changing environment, regulatory changes with high transitional costs, and changes that
create industry-wide compliance costs, are unlikely to be of net value if they require further
change within a few years, even if there are material policy benefits. Such an environment
also creates a high risk of further unintended consequences, and the need for yet more
regulatory adjustment.

Recommendation 2: APCA recommends that changes to interchange fee regulation arising
from specific concerns raised in the current Review should be subjected to careful cost-
benefit implementation analysis, so as to ensure that transitional and compliance costs do not
outweigh perceived benefits.
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2. Interchange Fee Developments

Notwithstanding our previously stated position on the long-term sustainability of interchange
fee regulation, below APCA offers its views on how the identified issues confronting small
merchants may be addressed through modifications to the existing regime, with a focus on
enhancing competition and transparency.

2.1. Addressing Transparency for Merchants

The Issues Paper notes that the number of interchange fees rates has increased, leading to
complexity. The widening of the range and lower rates for “strategic merchants” can be seen
as evidence of increased market power for large merchants relative to schemes. However, it
has also meant that smaller merchants, particularly those that have agreed to “interchange
fee plus” pricing, are often subject to higher per transaction costs, especially if their customers
use premium cards. The Issues Paper also notes that the move towards “account-based
processing” similarly obscures the link between the card being accepted and the associated
cost to the merchant.

While we would assume the developments noted above have caused some level of
dissatisfaction amongst small merchants, further clarity on the scale and nature of the
problem would assist in determining an appropriate response. Further, in making any
changes, the public policy objectives should be clear. If the underlying public policy objective
is one of achieving fairness between small and large merchants, then this should be clearly
spelt out.

The Issues Paper suggests that there may be means, both visually and electronically, to
make the interchange fee associated with a particular card identifiable to the merchant at the
point of acceptance. The costs and benefits associated with enhanced transparency need to
be carefully considered. For example, merchants knowing the cost of accepting a card at the
time of the transaction may be desirable. However, it is difficult to imagine a situation where a
significant number of merchants will make discrete decisions for each type of card based on
“colour”, given that most merchants are seeking to provide a good customer experience and
will rely on simple acceptance and surcharging rules.

As it is difficult to imagine discrete merchant decision-making on each transaction, we would
not endorse any regulatory requirement for a “real-time” technological solution, particularly
given the lack of clarity on the scale and nature of the problem. Rather we would support
acquirers being able to compete and innovate.

We believe that the marketplace for merchant acquiring is competitive. Given the contractual
relationship between the merchant and the merchant acquirer, it is probably more important
for the merchant to understand the arrangement they are entering into than to receive “real-
time” information. On this basis, we would support an exploration on enhancing transparency
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for merchants through improvements to the up-front and ongoing information they receive
from acquirers.

Recommendation 3: APCA recommends that competitive and disclosure-based solutions to
enhanced merchant information be sought rather than a regulatory and mandatory technical
solution.

2.2. Addressing Interchange Fee Rates

The widening range of interchange fee rates and the upward drift in the highest rate are
outlined as matters for concern in the Issues Paper, particularly their impact on smaller
merchants, which is identified but not quantified. While these developments could be
perceived as going beyond the “intent” of the earlier reforms, they can also be seen as a
reasonable and competitive response by Visa and MasterCard to the issuance of American
Express cards.

The Issues Paper identifies the transparency of costs for small merchants as an important
issue, though as noted above the costs and benefits of intervention remain unclear. On this
basis, we would recommend that the PSB focus its response on ensuring the future
management of current trends.

2.2.1. Weighted Average versus Hard Cap

The Issues Paper raises concerns about the weighted average and explores the use of a
“hard cap”. The weighted average provides flexibility in interchange rates and ensures some
level of competitiveness between schemes. A hard cap could see the maximum become the
minimum and certain groups, such as charities, could lose their zero interchange status. A
more frequent calculation of the weighted average may help manage outcomes, though the
benefit of this should be weighed up against the cost of more frequent calculation.

Recommendation 4: APCA recommends retaining the weighted average with annual
recalculation.

2.2.2. Cap on Highest Individual Interchange Rate

As noted above, the impact on small merchants of the widening range of interchange fee
rates and the upward drift in the highest rate appears to be one of the major concerns
outlined in the Issues Paper. Graph 9 of the Issues Paper illustrates the trend (see page 21).

If the PSB is concerned about the trend identified in Graph 9 becoming more pronounced, for
example the highest rate rising to 250 or 300 basis points, then consideration could be given
to a cap on the highest rate. This could be done in a way that does not overly disrupt existing
arrangements, prevents a continuation of the existing trends and still provides an opportunity
for competition.
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Given the concerns about the number of rates (as noted in Table 1 on page 27 of the Issues
Paper), consideration could be given to an upper limit on the number of rates. This similarly
places a brake on current trends and should dampen increasing complexity but also limits
competition and innovation. Any upper limit on the number of rates cannot be “set and forget”
but must be flexible to accommodate innovation.

Recommendation 5: APCA recommends an exploration of a cap on the highest individual
interchange fee rate that a regulated scheme could offer, as well as a possible limit on the
number of interchange fee rates.

2.3.0verall Level of Interchange Fees

The Issues Paper highlights certain overseas initiatives, such as the European Union moving
to 30 and 20 basis point caps on credit and debit cards respectively, as a basis for moving to
a hard cap and reconsidering the overall level of interchange fee regulation. Using the EU as
an example is not without its challenges. As noted in the Issues Paper, these regulations
have yet to be approved by the European Parliament and the Council of the EU. Under the
current proposal, member countries have flexibility in how they would be implemented.

Further, the payments market in most EU countries is quite different than that seen in
Australia (or jurisdictions such as Canada or the UK). As noted in the Issues Paper, overall
credit card use throughout continental Europe is modest.

A jurisdiction which has a profile more akin to Australia is Canada where in late 2014, Visa
and MasterCard agreed to a five year commitment effective April 2015 to reduce their
effective (average) interchange fee rates to 150 basis points. There was also commitment on
new lower rates for charities and independent businesses such as newsagents and
pharmacies. This voluntary commitment has been incorporated into the Canadian Code of
Conduct changes announced by the Canadian Minister of Finance on 13 April 2015. "

On this basis, it is hard to see Australia being “out of step” with overseas developments by
retaining the 50 basis point weighted average.

Further, in the 2007/08 Review, in considering a move from 50 to 30 basis points, the RBA
sought industry commitment to enhanced innovation through the development of eftpos
Payments Australia Limited (ePAL) and a new online payments offering. The Australian
industry, has in recent years, demonstrated its commitment to enhancing competition and
innovation through the development of ePAL and commitment to the New Payments Platform.

! http://news.gc.ca/web/article-en.do?nid=962329, Accessed 19 April 2015.
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3. Surcharging

3.1.Excessive Surcharging

“Excessive surcharging” occurs when surcharges are perceived to be higher than the costs
of card acceptance. Excessive surcharging is a concern, as it distorts price signals and
adversely impacts on payments system efficiency.

APCA acknowledges that excessive customer surcharging remains a controversial practice
that requires close attention. Ideally the surcharge should reflect the cost of acceptance.
However in practice, it appears that market power exerted by merchants is often the key
determinant of excessive surcharging. APCA’s existing policy position is that market and self-
regulatory based solutions or existing legislation should be explored before consideration of
any new price capping response to address excessive surcharging. This includes the
application of existing consumer protection provisions on pricing.

As excessive surcharging is often concentrated in particular industries, the solution may also
be targeted. The approach of the Victorian Government to regulating surcharging within the
Victorian taxi industry represents one way in which a targeted approach could address
community concerns.

The three-tiered approach that the FSI Final Report proposes appears complex and
potentially difficult to implement. We are not aware of this approach being implemented or
considered anywhere in the world. In particular, we would be concerned if issuers or
acquirers were expected to change their practices, for instance whether issuers would be
expected to reissue cards so that the card informed the customer whether a system was
“low/medium/high”. Further, while the PSB would be expected to “set limits” on surcharging,
to date this has not been the challenge. Rather the challenge has been in monitoring and
enforcement.

Recommendation 6: APCA recommends that the FSI recommendation for three-tiered
surcharging not be pursued but rather targeted measures be explored.

Given the RBA’s objective for payments efficiency, there should be clarity on the ability of
merchants to surcharge both card and non-card payment instruments to recoup acceptance
costs and to effect more robust payment instrument competition.

Recommendation 7: APCA recommends that clarity be provided on the ability to surcharge
non-card payments instruments.
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4. Other Issues

4.1. Competitive Neutrality

APCA supports competition and transparency. In respect to American Express, including
financial institution-issued cards, competition and price signals appear to be operating.
Merchants have been able to distinguish American Express from other cards and have often
chosen to refuse or surcharge these cards.

It is our belief that the issue of competitive neutrality and companion cards is an outcome of
the limitations of the current approach which relies on designation of individual payment
systems. This approach works well in an environment where the number of different payment
methods and schemes are stable and well-defined. New entrants, new technology and
deepening competition in the scheme space expose some of the difficulties of this approach.
Imposing similar requirements on designated schemes is a difficult and time-consuming
process, particularly where different business models and fees structures are used. As well,
non-designated schemes may retain a competitive advantage.

Despite these anomalies and recognising the challenge this creates for the regulated
schemes, interchange fee regulation being extended to another scheme does not address the
long-term unsustainability of this regulatory approach.

Recommendation 8: APCA does not support further extending interchange fee regulation to
additional schemes.

Publishing thresholds as to when an entity will be subject to interchange or related regulation
would assist in providing transparency and enabling entrants to make decisions about
entering the Australian market. This approach will require the development of objective
criteria and the collection of accurate data, both of which will prove challenging. If possible,
this could be an improvement on the current situation. However, it also points to the
underlying problems with the current approach and that interchange fee regulation is not a
sustainable long-term solution.

4.2.Routing

The RBA is seeking views on clarifying arrangements for competing payment options within a
single device or application.

The introduction of contactless cards has made this an urgent issue and the development of
new types of digital wallets and the use of mobile technology will only exacerbate the
challenge of who sets the default, who can override that and on what basis they can do so.
Clarity on this is important as is working towards an outcome that supports robust scheme
competition and provides transparency for both cardholders and merchants.
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APCA believes that the following principles should be applied:

e That the cardholder should be able to choose which account or scheme is used when
making a transaction where choice is available and not have that choice changed
without their knowledge and consent;

e That no one scheme should be able to unfairly restrict or inhibit the ability of another
to compete;

e Maximising interoperability of cards instruments, terminals and host processing is
desirable;

e Respecting the confidentiality of commercially sensitive data;
e Maximising the operational efficiency of the system; and
e Promoting innovation in card services and products.

The “dual-network debit card” announcement by the RBA on the 21 August 2013 provides a
high-level indication as to the agreement the RBA reached with the card schemes. However
details of this agreement are not in the public domain and, as a result, it is difficult for APCA
to comment.

Further, enabling merchant routing may have the unintended consequence of benefitting
larger, established players that are able to make the investment to take advantage of routing
while smaller players may be unable to do so.
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As the PSB develops its response to this Review, APCA would recommend that the PSB
work towards high-level policy objectives and then for industry to work towards an agreement
on a specific solution / implementation. This approach was successfully employed in the
Strategic Review of Innovation, by providing both public policy direction but also relying on
industry expertise to explore and craft a more efficient and workable outcome.

APCA and the Australian Payments Council could play a role in developing an industry
response, with APCA potentially playing an important role in implementing policy. Further
assistance could be provided through APCA’s Issuers and Acquirers Community and
engagement with the main schemes, which are now Operator Members of APCA. This could
be done in an open and inclusive fashion.

Recommendation 9: In responding to the Review, the Payments System Board should focus
on articulating high-level policy objectives and seek engagement with industry on identifying
solutions and implementation paths.
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6. Conclusion

APCA continues to believe that competition and transparency should be promoted rather than
regulation imposed. We also believe that interchange fee regulation is unsustainable in the
face of technological and commercial developments.

Any changes to the existing regime should be subject to careful scrutiny to minimise any
transitional costs. However, APCA believes that there may be changes to the existing
regime, such as changing when the weighted average is calculated and an upper limit on the
highest interchange fee rate, which could be done in an efficient fashion and which address
the concerns of small merchants over the number, complexity and range of interchange fee
rates.

The Australian industry has demonstrated, through initiatives such as the New Payments
Platform, its ability to find solutions to seemingly intractable and complex industry issues. On
that basis, the PSB should seek to establish high level policy objectives with the industry
engaging collaboratively to find meaningful and workable solutions and implementations.
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