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Governor’s Foreword

The past year has seen significant progress by the
payments industry on the New Payments Platform
(NPP), which will be a significant upgrade to
Australia’s payments infrastructure. In December
2014, 12 institutions (including the Reserve Bank)
committed to fund a contract with SWIFT to build
the key central infrastructure of the NPP. The NPP
will link authorised deposit-taking institutions
and will enable real-time, data-rich payments

on a 24/7 basis for households, businesses and
government agencies. SWIFT and the industry are
now finalising the ‘design and elaborate’ phase of
the project and will soon shift to the ‘build and
test’ phase. At the same time, the Bank is making
good progress towards the new Fast Settlement
Service, which will provide real-time settlement
of NPP transactions. The NPP is the industry’s
response to one of the strategic objectives in the
2012 conclusions to the Payments System Board's
Strategic Review of Innovation in the Payments
System. The Board has been taking a keen interest
in the NPP. It notes the significant commitment
of resources to the program and commends the
industry on the excellent collaboration on this
project and the progress achieved to date.

The December 2014 Report of the Financial System
Inquiry addressed a number of topics relevant to
the Board’s mandate and supported the reforms
undertaken by the Board over the period since its
inception. Following the conclusion of the Inquiry,
the Bank commenced a review of the framework
for the regulation of card payments with the
publication of an issues paper. The review has asked
for stakeholder views on various topics, including
the declining transparency of payment costs to
merchants, some issues with the regulation of

interchange fees and surcharging practices that
have raised concerns over recent years. The Bank
received over 40 submissions in response to the
issues paper and has consulted with a wide range
of stakeholders. Having received feedback via
this process, the Board will consider the possible
designation of some payment systems and
whether to consult on specific changes to the
regulatory framework.

The staff have continued to undertake research
into the Australian payments system. In December
2014, the Bank published a comprehensive study of
the costs borne by merchants, financial institutions
and individuals in the use of different payment
methods. This study updated and extended similar
work previously undertaken as part of the 2007/08
review of the Bank’s payments system reforms.
The study used detailed cost data from 16 financial
institutions and 17 large merchants and billers

and information from a survey of 260 small- and
medium-sized merchants. The results suggest

that the resource costs’ of the payments system
(the economic costs incurred by participants to
‘produce’ payments) have fallen as a percentage

of GDP since 2006. As with previous studies, the
results provide valuable insight for the Board in
thinking about various policy issues and will also be
useful for participants in benchmarking their costs
against other organisations. The Bank is grateful for
the cooperation of the respondents to the study.

A significant amount of the Board's work is devoted
to its responsibilities to promoting stability in the
payments system and the operation of clearing
and settlement (CS) facilities. Domestically, the
Bank’s supervision of the four CS facilities of the
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ASX Group over the past year has continued to
focus on financial risk management, most notably
the ASX central counterparties’ (CCPs) stress-testing
frameworks, as well as enhancements to the
facilities’ recovery arrangements that aim to ensure
a return to viability in the event of an extreme
financial shock. The Board has also taken a keen
interest in the ASX's response to the default in mid
May of BBY Limited, a broker participant of ASX
Clear Pty Limited. It notes that the incident was
handled well, but has nevertheless suggested a
few matters for further consideration in the spirit of
continuous improvement.

There is also an increasingly significant international
dimension to the Board's supervision of CS
facilities. The largest provider of clearing services

in the Australian dollar over-the-counter interest
rate derivatives market is an offshore licensee,

LCH. Clearnet Limited (LCH.C Ltd), and all four
major domestic banks are now direct clearing
participants. Given the systemic importance of this
market, the Bank has imposed certain requirements
on LCH.C Ltd to structure its operational and
governance arrangements to promote stability

in the Australian financial system, including by
opening an Exchange Settlement Account with

the Bank, becoming an Austraclear participant, and
maintaining holdings of high-quality Australian
dollar assets in Australia. A second offshore licence
application, from CME Limited, was approved in
September 2014,

The Board continues to take a close interest

in both domestic and international policy
developments relevant to its work on financial
market infrastructures (FMIs). Domestically, much of
this work continues to be carried out collaboratively
with other agencies of the Council of Financial
Regulators (CFR). One important element has

been the CFR's review of competition in clearing

of Australian equities. Another important CFR
workstream has been on resolution arrangements
for FMIs, which aim to prepare for any event where
an FMI suffered a severe shock to its viability and
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its own efforts to recover were unsuccessful. The
government is currently consulting on a framework
that would make the Bank the resolution authority
for CS facilities, with an overarching objective to
maintain overall stability in the financial system
and an additional key objective to maintain the
continuity of critical FMI services.

Given that many domestic supervisory and

policy priorities relating to FMIs are a reflection of
international regulatory developments, the Bank
has remained strongly engaged in the international
community’s post-GFC work agenda. As the role

of FMIs within the financial system has expanded,
there is an increasing awareness of their growing
systemic importance. This has been reflected in
the development of an international CCP Workplan,
which involves both the international committees
with standard-setting responsibility for FMIs (the
Committee on Payments and Market Infrastructures
and the International Organization of Securities
Commissions), and the committees with standard-
setting responsibility for key participants of CCPs
(the Basel Committee on Banking Supervision

and standing committees of the Financial Stability
Board, an international body that monitors and
makes recommendations about the global financial
system). The CCP Workplan is focusing on issues in
the areas of CCP resilience, recovery and resolution,
mirroring some of the matters on which the Board
has focused in the domestic context.

Once again the Board joins me in thanking the
staff and management of the Bank for their work in
helping the Board meet its mandate for efficiency,
competition and controlling risk in the Australian
payments system.

LA T

Glenn Stevens
Chair, Payments System Board
5 September 2015



Functions and Objectives
of the Payments System Board

The Payments System Board has a mandate to contribute to promoting efficiency
and competition in the payments system and the overall stability of the financial
system. The Reserve Bank oversees the payments system as a whole and has the
power to designate payments systems and set standards and access regimes for
designated systems. It also sets financial stability standards for licensed clearing and

settlement facilities.

The responsibilities of the Payments System Board
are set out in the Reserve Bank Act 1959, under which
itis the duty of the Payments System Board to
ensure, within the limits of its powers, that:

« the Reserve Bank’s payments system policy
is directed to the greatest advantage of the
people of Australia

« the powers of the Reserve Bank set out in
the Payment Systems (Regulation) Act 1998 and
the Payment Systems and Netting Act 1998 are
exercised in a way that, in the Board's opinion,
will best contribute to controlling risk in the
financial system, promoting the efficiency
of the payments system and promoting
competition in the market for payment services,
consistent with the overall stability of the
financial system

« the powers of the Reserve Bank that deal
with clearing and settlement facilities set out
in Part 7.3 of the Corporations Act 2001 are
exercised in a way that, in the Board’s opinion,
will best contribute to the overall stability of the
financial system.

Under the Payment Systems (Regulation) Act, the
Reserve Bank has the power to designate payment
systems and set standards and access regimes for
designated systems. The Payment Systems and
Netting Act provides the Bank with the power

to give legal certainty to certain settlement
arrangements so as to ensure that risks of systemic
disruptions from payment systems are minimised.

Under Part 7.3 of the Corporations Act, the Reserve
Bank has a formal regulatory role to ensure that
the infrastructure supporting the clearing and
settlement of transactions in financial markets is
operated in a way that promotes financial stability.
The Bank’s powers under that Part include the
power to determine financial stability standards for
licensed clearing and settlement facilities.

This Report discusses the activities of the Board
during 2014/15.
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Governance

The Payments System Board is responsible for the Reserve Bank’s payments system
policy. Members of the Board comprise representatives from the central bank, the
prudential requlator and a number of other non-executive members appointed by

the Treasurer.
Attendance by Members
The Payments System Board has responsibility for Number of meetings
the Reserve Bank's payments system policy. The
Eligible

Board comprises the Governor, who is the Chair,
one representative of the Reserve Bank appointed
by the Governor, who is the Deputy Chair, one

Attended to attend

Glenn Stevens

) ) ) (Governor) 4 4
representative of the Australian Prudential
Regulation Authority (APRA) appointed by APRA, Malcolm Edey (REA) 4 4
and up to five other members appointed by the Wayne Byres (APRAJ® 4 4
Treasurer for terms of up to five years. Members Gina Cass-Gottlieb 3 4
of the Board during 2014/15 are shown right and Paul Costello 4 4
details of the qualifications and experience of Robert MclLean 4 4
members are provided on pages 9 to 13. Catherine Walter 4 4

Brian Wilson 4 4
Meetl ngS Of the Payments (a) Wayne Byres'term on the Board commenced
on 9 July 2014

System Board
The Reserve Bank Act 1959 does not stipulate the Conduct Of Payments System
frequency of Board meetings. Since its inception,
the Board's practice has been to meet at least Board Members
four times a year and more often as needed. Four On appointment to the Payments System Board,
meetings were held in 2014/15, all at the Reserve each member is required under the Reserve Bank
Bank’s Head Office in Sydney. Five members form a Act to sign a declaration to maintain confidentiality
quorum at a meeting of the Board or are required in relation to the affairs of the Board and the

to pass a written resolution. Reserve Bank.
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Members of the Board must comply with their
statutory obligations in that capacity. The main
sources of those obligations are the Public
Governance, Performance and Accountability Act

2013 (PGPA Act) and the Reserve Bank Act. Their
obligations under the PGPA Act include obligations
to exercise their powers and discharge their duties
with care and diligence, honestly, in good faith and
for a proper purpose. Members must not use their
position, or any information obtained by virtue of
their position, to benefit themselves or any other
person, or to cause detriment to the Reserve Bank
or any other person. Members must declare to the
other members of the Board any material personal
interest they have in a matter relating to the affairs
of the Board. Members may give standing notice to
other members outlining the nature and extent of a
material personal interest.

Over and above these statutory requirements,
members recognise their responsibility for
maintaining a reputation for integrity and propriety
on the part of the Board and the Reserve Bank in

all respects. Members have therefore adopted a
Code of Conduct that provides a number of general
principles as a guide for their conduct in fulfilling
their duties and responsibilities as members of the
Board; a copy of the Code is on the Bank's website.
The Code was updated in August 2015 to reflect
legislative changes.

Remuneration and Allowances

Remuneration and travel allowances for the
non-executive members of the Payments System
Board are set by the Remuneration Tribunal.

Induction of Board Members

The induction program assists newly appointed
Board members in understanding their role

and responsibilities, and provides them with an
overview of the Bank's role in the payments system
and details of relevant developments in preceding
years. Separate briefing sessions are tailored to
meet particular needs or interests.

RESERVE BANK OF AUSTRALIA

Indemnities

During 2014/15, members of the Payments System
Board continued to be indemnified against
liabilities incurred by reason of their appointment
to the relevant Board or by virtue of holding and
discharging such office. Indemnities given prior to
1 July 2014, the date of repeal of the Commonwealth
Authorities and Companies Act 1997 (CAC Act), were
in accordance with section 27M of the CAC Act.
New members of the Board whose term of office
commenced during 2014/15 were indemnified in
substantially similar terms.

Conflict of Interest Audit

The Reserve Bank has several distinct areas of
responsibility in the Australian payments system:
it owns, operates and participates in Australia’s
real-time gross settlement system, the Reserve
Bank Information and Transfer System; it is a
provider of transactional banking services to the
Australian Government and its agencies; and it is
the principal regulator of the payments system
through the Board. This combination of functions
is conventional internationally. The operation of
the high-value payment system is a core central
banking function in most major economies. In
addition, central banks in advanced economies
typically have regulatory responsibilities for the
payments system (though the breadth of mandates
varies) and most also provide banking services to
government.

While the various functions are conceptually
distinct, their existence may give rise to concerns
about actual or perceived conflicts of interest. The
Board and the senior management of the Bank
take very seriously the possibility of any perception
that the Bank's policy and operational roles may be
conflicted, especially since this could undermine
public confidence in the regulatory and policy
process. Accordingly, the Bank has policies in place
for avoiding conflicts and dealing with them when
they do occur. The Board has formally adopted a
policy on the management of conflicts of interests,



1

which is published on the Bank’s website." Details of
the steps taken to achieve compliance with these
arrangements, including the minutes of informal
meetings between departments, are audited
annually with the results presented to the Board.
The most recent audit was conducted in July 2015
and reviewed by the Board in August 2015.

Available at <http://www.rba.gov.au/payments-system/policy-
framework/conflict-of-interesthtml>.
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Payments System Board

The Board comprises up to eight members: the Governor (Chair), Assistant Governor
Financial System (Deputy Chair), Chairman of the Australian Prudential Regulation
Authority and up to five other non-executive members appointed by the Treasurer.

September 2015

Glenn Stevens

BEc (Hons) (Sydney), MA (Western)
Governor and Chair

Governor since 18 September 2006

Reappointed from 18 September 2013 until 17 September 2016

Glenn Stevens has held various senior positions at the Reserve Bank, including
Head of Economic Analysis and International Departments and Assistant Governor
(Economic), where he was responsible for overseeing economic and policy advice
to the then Governor and Reserve Bank Board. He was Deputy Governor from 2001
t0 2006. In June 2014, Mr Stevens was awarded a Doctor of Laws, honoris causa
(LLD) by Western University in Ontario, Canada.

Other Roles

Chair — Reserve Bank Board

Chair — Council of Financial Regulators

Chair - Financial Stability Board Standing Committee for Assessment of Vulnerabilities
Chair - Financial Markets Foundation for Children

Member - Financial Stability Board

Director — The Anika Foundation
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Malcolm Edey
BEc (Sydney), PhD (London)

Assistant Governor (Financial System) and Deputy Chair
Deputy Chair since 14 April 2009

Malcolm Edey has held various senior positions at the Reserve Bank, including
in the Economic and Financial Markets Groups. Prior to his current role, Dr Edey
was Assistant Governor (Economic). In his current position as Assistant Governor
(Financial System), he is responsible for the Bank’s work on financial stability and
oversight of the payments system.

Other Roles

Member - Basel Committee on Banking Supervision
Member — Council of Financial Regulators

Wayne Byres

BEc (Hons) (Macquarie), MAppFin (Macquarie)

Ex Officio Member

Chairman, Australian Prudential Regulation Authority
Member since 9 July 2014

Present term ends 30 June 2019

Wayne Byres was appointed as a Member and Chairman of the Australian Prudential
Regulation Authority (APRA) from 1 July 2014 for a five-year term. His early career
was at the Reserve Bank, which he joined in 1984. He transferred to APRA on its
establishment in 1998 and held a number of senior executive positions in the policy
and supervisory divisions. In 2004, Mr Byres was appointed Executive General
Manager, Diversified Institutions Division, with responsibility for the supervision of
Australia’s largest and most complex financial groups. He held this role until the

end of 2011, when he was appointed as Secretary General of the Basel Committee
on Banking Supervision, based at the Bank for International Settlements in Basel.

Mr Byres is a Senior Fellow of the Financial Services Institute of Australia.

Other Roles

Member — Basel Committee on Banking Supervision
Member - BIS Group of Governors and Heads of Supervision
Member — Council of Financial Regulators

Member - Trans-Tasman Council on Banking Supervision

RESERVE BANK OF AUSTRALIA



Gina Cass-Gottlieb

BEc (Hons), LLB (Hons) (Sydney), LLM (Berkeley)
Non-executive Member

Member since 15 July 2013

Present term ends 14 July 2018

Gina Cass-Gottlieb is a senior partner in Gilbert 4+ Tobin's competition and regulation
practice, advising and representing corporations, industry associations, government
and government agencies. She has over 25 years' experience, including advising

in relation to access arrangements in a range of sectors across the economy.

Ms Cass-Gottlieb attended the University of California, Berkeley, as a Fulbright Scholar.

Directorships

Director — Sydney Children’s Hospital Foundation

Paul Costello

BA (Canterbury), Dip. Bus Admin (Massey)
Non-executive Member

Member since 15 July 2013

Present term ends 14 July 2018

Paul Costello has held a number of roles in the Australasian financial services

sector. Most recently he served as the inaugural general manager at the Australian
Government'’s Future Fund and also as the chief executive of the New Zealand
Government's Superannuation Fund. Prior to these roles, he spent 15 years in the
Australian wealth management industry. The Australian Government has previously
appointed him in advisory roles to assist with the Stronger Super regulatory reforms
and the Productivity Commission review of the sector. Mr Costello is a Fellow of the
Financial Services Institute of Australia.

Directorships

Chair - Investment Committee, QIC Global Infrastructure Fund

Director — AIA Australia Limited

Director — Qantas Superannuation Limited

Member — International Advisory Council of the China Investment Corporation
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Robert McLean AM
BEc (Stats) (Hons) (UNE), MBA (Columbia)

Non-executive Member
Member since 29 November 2006

Present term ends 28 November 2016

Robert McLean is a company director and private equity investor. He had a 25-year
career at McKinsey & Company where he remains a Senior Advisor to the firm,

and previously served on the boards of CSR Ltd, Pacific Dunlop Ltd and Elders
Rural Services. He was Dean and Director of the Australian Graduate School of
Management at the University of New South Wales from 2003 to 2006. Mr MclLean
attended Columbia University in New York as a Fulbright Scholar.

Directorships

Chair — Australia Program Advisory Board, The Nature Conservancy (Australia)
Council Member — Philanthropy Australia

Director — Remerga Pty Limited

Director — The Centre for Independent Studies

Catherine Walter AM

LLB (Hons), LLM, MBA (Melbourne)
Non-executive Member
Member since 3 September 2007
Present term ends 2 September 2017

Catherine Walter is a solicitor and company director, who practised banking

and corporate law for 20 years in major city law firms, culminating in a term as
Managing Partner of Clayton Utz, Melbourne. She was a Commissioner of the City of
Melbourne and for more than 20 years has been a non-executive director of a range

of listed companies, government entities and not-for-profit organisations spanning
the arts, education, insurance, investment, banking and financial services, consumer
goods, resources, telecommunications and scientific and medical research.

Mrs Walter is a Fellow of the Australian Institute of Company Directors.

Directorships

Deputy Chair — Victorian Funds Management Corporation
Director — Australian Foundation Investment Company
Director — Victorian Opera

Director — Walter+Eliza Hall Institute of Medical Research
Trustee — Helen Macpherson Smith Trust
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Brian Wilson
MCom (Hons) (Auckland)

Non-executive Member
Member since 15 November 2010

Present term ends 14 November 2015

Brian Wilson was a Managing Director of the global investment bank Lazard

until 2009, after co-founding the firm in Australia in 2004, and was previously a
Vice-Chairman of Citigroup Australia and its predecessor companies. Mr Wilson was
a member of the Commonwealth Government Review of Australia’s Superannuation
System, the ATO Superannuation Reform Steering Committee and the Specialist
Reference Group on the Taxation of Multinational Enterprises in Australia.

Directorships

Chairman — Foreign Investment Review Board
Deputy Chancellor — University of Technology, Sydney
Director — Bell Financial Group Ltd
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Retail Payments Developments

The Payments System Board monitors trends in retail payments. Developments in
2014/15 were consistent with the longer-term shift towards electronic non-cash
payment methods. There was a sharp increase in fraud in the card-not-present

environment.

The Payments System Board monitors developments
in retail payments relevant to its responsibilities to
promote efficiency and competition in the Australian
payments system.

Cash Payments

The number and value of ATM cash withdrawals (the
main method individuals use to obtain cash) fell by
5 per cent and 2 per cent respectively in 2014/15,
continuing the trend of recent years (Graph 1). The
continued decline in ATM withdrawals is likely to
reflect a number of factors, including consumers’
adoption of new technologies such as contactless
card payments that, like cash, provide for relatively
quick transaction times. Growth in online commerce
is most likely also a factor, with everyday transactions
increasingly occurring online rather than in person.
Recent trends in withdrawals are consistent with
previous snapshots of consumers’ use of cash for
individual payments, with the results of a 2013

Bank survey showing that the relative use of cash

for consumer payments had declined noticeably
since earlier studies in 2007 and 2010. Nevertheless,
cash remains an extensively used payment method,
especially for low-value transactions.

Non-cash Payments

In contrast to cash, the use of most non-cash
payment methods continues to increase — with

Graph 1
ATM Withdrawals

Year-on-year growth, financial year

!

! ! !
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Source: RBA

the exception of cheque payments. In particular,
debit card use continues to grow rapidly (Table 1).
Australians on average made around 400 non-cash
transactions per person in 2014/15, with card
payments accounting for almost two-thirds of these
payments (Graph 2).

Debit and credit card payments

Debit and credit cards are the most frequently used
non-cash payment methods. In 2014/15 Australian
personal and business cardholders made around
6.2 billion card payments worth $503 billion, up by
11 per cent and 7 per cent respectively from the
previous year — similar to the increase observed in
recent years. Growth in debit card use continues

PAYMENTS SYSTEM BOARD ANNUAL REPORT | 2015
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Table 1: Non-cash Payments

Average annual

growth
2014/15 2009/10-2014/15
Per cent of total Average value Growth, per cent Per cent

Number Value S Number Value Number  Value

Debit cards 425 14 54 12.0 9.8 13.7 1.2
Credit cards 229 1.8 132 84 52 7.2 52
Cheques 1.6 77 7998 -15.7 -0.9 -133 -4.0
BPAY 39 2.1 884 35 1.1 59 11.0
Direct debits® 9.8 359 6137 123 53 8.0 1.2
Direct credits® 19.3 51.1 4444 50 5.7 5.8 4.7
Total 100.0 100.0 1675 8.9 5.2 8.7 2.7

(a) In March 2014 reporting changes by two institutions resulted in series breaks for direct credit and direct debit payments; the series

have been backcast to account for the break
Sources: BPAY; RBA

Graph 2

Non-cash Payments per Capita
Year to date

Graph 3

Payment Card Transactions*
Year-on-year growth in transaction value
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Sources: ABS; APCA; BPAY; RBA

to outpace growth in credit card transactions
(Graph 3). The average value of card payments
continues to fall, reflecting a greater use of cards for
low-value transactions.

Within credit and charge cards, the combined
market share of the three-party card schemes
(American Express and Diners Club) was largely
unchanged in 2014/15 at 19-20 per cent of the
value of spending (Graph 4). For debit cards, the
MasterCard and Visa debit systems continue to
increase their market shares relative to eftpos.

RESERVE BANK OF AUSTRALIA

Includes debit card cash-outs and credit card advances; RBA credit
card data prior to March 2008 adjusted to remove BPAY transactions

Sources: BPAY; RBA

As discussed later in this chapter, during 2014/15
industry implemented an initiative that phased
out signature authorisation for the vast majority
of in-person card payments. Until recent years,
cardholders primarily authorised international
scheme debit and credit card payments by
signing for purchases, while the use of a PIN
(Personal Identification Number) was required
only for transactions over the eftpos network
and for ATM cash withdrawals. Under the recent



Graph 4

Market Shares of Card Schemes*
Value of credit and charge card purchases, seasonally adjusted
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Source: RBA

initiative, domestic transactions on Australian-
issued American Express, Diners Club, MasterCard
and Visa chip cards now require a PIN to authorise
point-of-sale purchases; contactless transactions are
the main exception, with no authorisation required
for transactions under $100.

Cheque, BPAY and Direct Entry payments

The decline in the use of cheques has accelerated,
with the total number of cheque payments falling
by 16 per cent in 2014/15, to be 70 per cent lower
than in 2004/05 (Graph 5). While the number

of all types of cheque transactions — personal,
commercial and financial institution cheques - has
continued to decline, the average value of a cheque
payment continues to rise, with a significant share
of remaining cheque use related to commercial
payments and financial institution cheques for
certain types of transactions such as property
settlements. Despite accounting for only a small
share of the number of payments, cheques still
account for a considerable share of their value
(around 8 per cent of non-cash payments, i.e. more
than debit cards, credit cards and BPAY combined).

In light of declining cheque use and rising unit
costs, the payments industry has been seeking
improvements in the efficiency of the cheque
system. During the year, the industry implemented

Graph 5

Cheque Payments
Year to date
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changes to clearing arrangements, which allow
cheque details to be digitally captured and
payments cleared between banks without the need
for the physical exchange of cheques.

The number of BPAY transactions increased 4 per
centin 2014/15 and the value by 11 per cent. BPAY
payments tend to be for relatively large amounts,
with an average value of $884, reflecting its use by
consumers for payments such as utilities, education
fees and investments, as well as some use by
businesses. The value of payments processed
through BPAY has slightly exceeded the value of
credit/charge card payments for the past three
financial years.

Direct Entry payments remain an important part
of the payments landscape, used by consumers
for internet ‘pay-anyone’ transactions, and by
businesses, corporations and governments for a
range of bulk payments, such as salary and welfare
payments and bill collections. Reflecting the latter
types of transactions, average payment values

are significantly higher than the levels typically
associated with ‘consumer’ payments. Accordingly,
Direct Entry payments account for the bulk of

the value of non-cash payments in the Australian
economy. In 2014/15 growth in the value of direct
debits and direct credits was slightly above the
average for the past few years.

PAYMENTS SYSTEM BOARD ANNUAL REPORT | 2015

2000



Online payments data confirm that Australians are among the
most frequent users of payment cards (Table 2).
As in Australia, cheque use in other countries has
fallen significantly; indeed, there are a number of
continental European countries where the cheque

Online payment channels are an increasingly
important element of the payments landscape,
with users’ needs serviced by a mix of
well-established payment methods and some

newer, more specialised providers. The use of BPAY system is now little used or has been closed down.

and internet pay-anyone transactions continues to Graph 6
grow steadily and accounts for the bulk of online Non-cash Payments - International®
payments by value. However, the use of specialised y Per cent of non-cash payments, number ”

online payments systems has continued to grow
very rapidly, while the value of debit and credit card 60
spending in online transactions grew at around 50

twice the pace of card spending in other (largely

Payment cards

40
point-of-sale) environments in 2014/15.

30
International Payment Trends 2
The longstanding trend observed in Australia of a 10 Cheques
substitution away from paper-based to electronic

. . Il Il Il Il Il Il Il Il 0
payment methods has been evident in most other 1997 2001 2005 2009 2013
jurisdictions as We”/ aCCOFdiﬂg to data pu b||5hed *  Selected CPMI countries; data prior to 2009 have been adjusted for
. changes in reporting and membership

by the Commlttee on Paymems and Market * Includes direct credit and direct debit transactions
Infrastructures (CPMI) (Graph 6). Cross-country Sources: ABS; BIS; RBA

Table 2: Non-cash Retail Payments in Selected CPMI Countries
Number per capita, 2013

Cheques Direct Direct Debit Credit® Total®
debits credits card card
United States 52 43 29 177 89 389
Sweden <1 33 93 207 43 375
Netherlands 0 81 103 162 7 354
Australia 9 35 75@ 146 83 347
Korea 7 34 68 69 160 338
United Kingdom 11 55 60 141 37 304
Canada 20 21 28 129 96 293
France 38 52 47 1376 274
Germany <1 121 76 36 9 242
Brazil 7 25 48 24 26 129

a) Includes charge cards

b) Excludes e-money

) Cheques have been abolished since 2001

d) Includes BPAY

(e) Split between debit and credit cards not available
Sources: ABS; BIS; RBA; United States Census Bureau

18 RESERVE BANK OF AUSTRALIA



Merchant Service Fees

The average fee paid by merchants to their financial
institution for transactions on MasterCard and Visa
credit and debit cards has been largely unchanged
in recent years at around 0.78 per cent of the value
of transactions (Graph 7). These fees had previously
fallen following the Bank's reforms to the payment
cards system in the early 2000s. Fees for American
Express and Diners Club cards have also declined
since the early 2000s, with the average fee for
American Express transactions falling by a further

4 basis points in 2014/15 to 1.70 per cent of the
value of transactions. The average merchant service
fee for eftpos transactions was unchanged in
2014/15 at around 10 cents per transaction. This
corresponds to a rate of 0.17 per cent for the
average eftpos transaction.

Graph 7

Merchant Service Fees
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Source: RBA

Interchange Fees

Interchange fees are wholesale fees paid between

a merchant’s financial institution and a cardholder’s
financial institution when a cardholder undertakes a
card payment. As discussed in the next chapter, the
Reserve Bank is currently undertaking a review of its
card payments regulations, including the standards
that cap the average level of interchange fees in the
MasterCard and Visa credit card systems, the Visa
debit card system and the eftpos debit card system.

Under the Bank's standards, the weighted average
of multilateral interchange fees in the above
systems must not exceed certain benchmarks

on specified compliance dates — 1 November of
every third year after 2006, and on any date the
card scheme makes a change to its schedule of
interchange fee rates.

The multilateral interchange fee benchmarks were
unchanged in 2014/15, at 0.50 per cent of the
value of transactions for the credit card systems
and 12 cents per transaction for the debit card
systems.” The Bank announced in March 2015 that,
reflecting the review of card payments regulation
(see ‘Retail Payments Policy and Research’) and the
likely compliance costs involved in recalculating
the cost-based benchmarks, it was waiving

the recalculation ahead of the next scheduled
compliance date of 1 November 2015.

Under the Bank’s standards, card schemes have the
flexibility to set different multilateral interchange
fees for different types of transactions, provided
that the weighted average of these fees for each
system does not exceed the relevant benchmark
on the compliance dates. Neither MasterCard nor
Visa made changes to credit card interchange

fees during 2014/15, after most recently making
changes in June 2013. In the debit card systems,
MasterCard and Visa made a number of changes
to their interchange fee schedules in November
2014. Both schemes also amended their prepaid
card interchange fee schedules at that time.” eftpos
Payments Australia Ltd left interchange fees for
eftpos transactions unchanged in 2014/15, after
most recently making changes in October 2012.

2 Allinterchange fee benchmarks and rates quoted in this section are
exclusive of GST.

3 While interchange fees applying to prepaid card transactions are
not formally regulated, in September 2006 the Board noted its
expectation that interchange fees for transactions on these cards
would be published and set broadly in conformity with the Standard
on interchange fees in the Visa Debit system.
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Cheque and Card Payments Fraud

Total losses relating to fraudulent cheque and debit,

Graph 8

Fraud on Cheque and Card Transactions

Calendar year

credit and charge card transactions (where the card Sm cheques and cards International scheme cards |°™
was issued and/or acquired in Australia) increased
by 29 per cent to $450 million in 2014, according 400 400
to data collected by the Australian Payments
Clearing Association (APCA). The fraud rate (the 300 Card not prosent 300
value of fraudulent transactions as a share of overall
transactions) on Australian-issued cards increased 200 International 200
from $047 per $1 000 in 2013 to $0.59 per $1 000 scheme cards
in 2014, to be above the previous peak of $0.52 per 100 eftpos and 100
$1.000in 2011. The increase reflected a 30 per cent Cheques ATM Card present
rise in fraud on debit, credit and charge cards from 0200‘6 — 2016 zoﬁ ‘ 2‘01‘0 - 201;1 0
the international schemes to $421 million in 2014 Sources: APCA; RBA
(Graph 8, Table 3).* Losses relating to fraudulent
eftpos and ATM transactions also rose noticeably
owing to a pick-up in card counterfeiting, but at
$23 million remain low compared with scheme card
fraud. Cheque fraud declined by 14 per cent in 2014,
to $6 million.
Table 3: Fraud Losses by Transaction Type
$ million
2013 2014
All instruments 348 450
Cheques 7 6
All cards 341 444
eftpos and ATM transactions 18 23
Scheme debit, credit and charge cards 322 421
Australian cards used in Australia 124 132
Card present 38 33
Card not present 86 99
Australian cards used overseas 149 232
Card present 25 31
Card not present 125 201
Foreign cards used in Australia 50 57
Card present 16 13
Card not present 34 45

Source: APCA, RBA

4 Fraud statistics for 'scheme’debit, credit and charge cards include
transactions through the international card schemes — MasterCard,
Visa, American Express, Diners Club and JCB.
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The increase in scheme card fraud was driven by

a 61 per cent increase in losses associated with
Australian cards being used to make fraudulent
purchases overseas in a card-not-present (CNP)
environment (i.e. online, via telephone or via mail).
CNP fraud losses on foreign cards used in Australia
increased by around a third, while there was a
smaller increase in solely domestic CNP fraud. Total
CNP fraud losses amounted to $345 million in 2014,
accounting for over 80 per cent of all losses covered
by APCA's collection.

In contrast to the large increases in CNP fraud,

in 2014 there was a slight fall in losses relating to
fraudulent card-present transactions on scheme
cards. This reflected a decrease in fraudulent
transactions acquired in Australia (on both
Australian and international cards), offset by an
increase in fraud on transactions acquired overseas.

As discussed above, during 2014/15 the Australian
payments industry completed an initiative to
phase out signature authorisation for most types
of card-present transactions. This is expected to
reduce domestic card-present fraud further. The
Board observes that good progress has been made
on addressing card-present fraud and encourages
the industry to now turn its attention to addressing
the growth of CNP fraud.

Fraud losses relating to eftpos and ATM transactions
increased from $18 million to $23 million in 2014,
largely reflecting an increase in counterfeit/
skimming fraud. The ongoing rollout of the EMV
chip standard at ATMs is designed to reduce
counterfeiting activity in future.

PAYMENTS SYSTEM BOARD ANNUAL REPORT | 2015
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Retail Payments Policy
and Research

The Reserve Bank implements retail payments policy and undertakes research
under its remit to maintain a safe, competitive and efficient payments system.
Recent policy work has included an ongoing review of the regulatory framework
for card payments and changes to access regimes for card systems. Research
includes work related to digital currencies and a study into payments costs.

Review of Card Payments
Regulation

In March 2015, the Reserve Bank commenced a
review of the regulatory framework for card payments
with the release of an issues paper, Review of Card
Payments Regulation. A number of factors suggested
that it was timely for the Board to review the
regulatory arrangements for card payment systems,
including aspects of the interchange fee system
and surcharging practices that had raised concerns
over recent years. The Financial System Inquiry (FSI)
Final Report, which was released in December 2014,
also made recommendations relevant to the Bank
and its regulation of card payments.

The Bank indicated that it would be conducting a
review nearly a year ahead of the release of the
issues paper. In March 2014, its submission to the FSI
noted that it would be reviewing aspects of the
operation of the credit and debit interchange
systems, and that it would also be reviewing the
issuance of American Express companion cards by
financial institutions and considering whether some
change to the regulatory treatment of these cards
(or those of any other scheme not currently
designated) might be warranted. It also indicated
that it would consider issues relating to surcharging.

The issues paper sought the views of stakeholders
on a broad range of topics, noting that there were

linkages between the different elements and that it
would be important to take a holistic view of issues
in the cards payment system. These topics included:

« thedecline in transparency for some end users
of the card systems, partly due to the increased
complexity and the wider range of interchange
fee categories

« the possibility for interchange fees to fall further,
consistent with falls in overall resource costs
and as was contemplated in the conclusions to
a previous review of card reforms, conducted
over 2007-08

« the possibility of changes to the specification
of interchange fee benchmarks, for example:
replacing weighted-average interchange caps
with hard caps; more frequent observance
of benchmarks to reduce the upward drift in
interchange rates; and broadening interchange
caps to capture a wider range of payments
between card schemes and card issuers

» widespread perceptions that card surcharges
remain excessive in some industries

» perceptions that the growth of companion card
arrangements may indicate that the current
regulatory system is not fully competitively neutral

» the potential need to clarify arrangements
for cards offering access to more than one
payment network (whether presented
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physically or virtually via a wallet application)
and more broadly for competing payment
options in a single device or application.

The Bank received over 40 submissions in response
to the issues paper and has consulted with a

wide range of interested parties. Having received
feedback via this process, the Board will consider
the possible designation of some payment systems
and whether to consult on specific changes to the
regulatory framework.

Review of Card System Access
Regimes

There have recently been two significant changes
to the Access Regimes applying to card systems.

The Access Regimes applying to the MasterCard
and Visa credit card systems and the Visa Debit
system were varied effective from 1 January 2015,
along with corresponding changes to the Banking
Regulations. The changes are deregulatory in
nature, giving the card systems greater flexibility to
expand membership beyond existing participants.
The Access Regimes were originally put in place to
address concerns that the restrictive membership
rules in place at the time did not strike the right
balance between allowing new participants in
those systems and controlling risks. However,
following changes to the ownership of the schemes
the Board judged that the schemes are likely

to be more open to new types of participation,
while the emergence of new business models is
creating stronger interest in direct membership.
Given these developments, the requirements of
the Access Regimes might have been constraining
new entry. Following changes to the Access
Regimes, MasterCard and Visa have published
Assessment Criteria on their websites for potential
applicants seeking access to their respective
systems, as required under the varied regimes.
They are also required to report annually to the
Bank on applications to participate received, new
participants accepted and the reasons for any
rejections. Although the revised access regimes
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have been operating for only just over half a year,
the indications are that the expanded scope

for new participants in the schemes appears to
be working effectively, with a number of new
participants admitted.

In addition, effective 1 September 2015, the Board
has revoked the eftpos Access Regime. This was
putin place in 2006 to ensure appropriate and
effective access under the bilaterally negotiated
connection arrangements that existed at the time.
In November 2012, the Board had concluded that
the eftpos Access Regime could be revoked once
eftpos Payments Australia Limited had established
suitable centrally determined access arrangements.
With the implementation of the eftpos hub,
prospective participants in the system will be

able to gain access on common terms, via a single
connection, avoiding the need to establish a series
of bilateral connections. In February 2015, the Board
determined that the suitable access arrangements
were likely to have been achieved when three

out of the four major banks had connected to the
eftpos hub. With this condition met in August, the
Board took the formal decision to revoke the Access
Regime at its August meeting.

Digital Currencies

The Board and the Reserve Bank monitor
developments in payments technology; notable
among these in recent years has been the
emergence of digital currencies’ and ‘distributed
ledger’ technology. A digital currency’ is a digital
representation of value that is able to be used as a
medium of exchange, designed to replicate some
of the features of cash, but in an electronic form.
The most prominent of these is Bitcoin, although
there are hundreds of other implementations of
the concept. Most digital currency transactions
occur via changes in a distributed ledger. Rather
than there being a central trusted entity to control
a single version of an electronic ledger recording
ownership of assets, the ledger is decentralised and
replicated across all (or a majority of) participants



in the network, with protocols established to
determine how changes to the ledger occur

and how these are validated. Alongside the
development of digital currencies and their
associated ledgers has been the growth of digital
currency intermediaries that offer various services
to end users. These services may include ‘digital
wallets’, enabling access to and storage of digital
currency units, as well as exchange facilities to
convert sovereign currencies into digital currencies
and vice-versa.

In November 2014, the Bank made a submission to
the Senate Economic References Committee Inquiry
into Digital Currency.” The submission outlined the
key features of digital currencies and noted that the
concept of a decentralised ledger represented an
innovation with potentially broad applications for a
modern economy. The submission noted that while
digital currencies are currently used - to a limited
extent — as a means of payment, they tend not to
be widely held as a store of value and are almost
never used as a unit of account. The submission
stated that, while the Bank would continue to
monitor digital currencies, currently they did not
appear to present any issues for the Bank to address
from a payments system, monetary policy or
financial stability perspective.

Bank staff have liaised with counterparts in other
organisations domestically and internationally

on digital currency issues and have also met with
a range of entities in the ‘fintech’ sector. In its
submission to the Senate Committee, the Bank
observed that the international character of digital
currency systems might mean that regulatory
action, if required, might need to be suitably
coordinated. It noted that from a payments
perspective one vehicle for such coordination
would be through the Committee on Payments and
Market Infrastructure at the Bank for International

5 See RBA (2014), Submission to the Inquiry into Digital Currency,
Submission to the Senate Economics References Committee,
November. Available at <http://www.rba.gov.au/publications/
submissions/inquiry-digital-currency-2014-11.pdf>.

Settlements, of which the Bank is a member (see
‘Liaison Activity’).

2014 Payment Costs Study

In 2014, the Reserve Bank conducted a
comprehensive study of the costs borne by
merchants, financial institutions and individuals in
the use of different payment methods.® This study
updated and extended similar work previously
undertaken as part of the 2007/08 review of the
Bank’s payment system reforms.’

The Bank considered it timely to conduct this
study given the significant changes in the
Australian payments landscape over recent years.
These include changes in technology, payments
functionality, issuing arrangements and patterns
of use and pricing of payment methods. The
information collected enables the Bank to better
understand how the costs of different payment
methods have changed since 2007, thereby
enhancing the Bank’s analysis of retail payments
issues. It also provides benchmarks against which
financial institutions and merchants can compare
their own cost structures and may help promote
public understanding of the costs associated with
different payment methods.

To conduct the study, detailed cost data were
collected from 16 financial institutions and from

17 large merchants and billers. In addition, the study
separately surveyed 260 small- and medium-sized
merchants to provide information about how the
costs borne by smaller merchants differ from those
borne by larger merchants. In aggregate, the study
captured data from the vast majority of transaction
and credit card accounts in Australia and a
significant proportion of retail sales and billing
activity during 2013.

6 See Stewart et al (2014), The Evolution of Payment Costs in Australia,
RBA Research Discussion Paper No 2014-14. Available at <http://
www.rba.gov.au/publications/rdp/2014/2014-14.html>.

7 See Schwartz et al (2007),'Payment Costs in Australia; available at
<http//www.rba.gov.au/payments-system/resources/publications/
payments-au/paymts-sys-rev-conf/2007/7-payment-costs.pdf>.
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The results suggest that the resource costs’ of the
payments system (the economic costs incurred

by participants to ‘produce’ payments) have fallen
as a percentage of GDP since 2006, from around
0.80 per cent to 0.54 per cent. This primarily reflects
a fall in per transaction costs across most payment
methods. Financial institutions incur the majority
(two-thirds) of resource costs, with the remainder
incurred by merchants.

On a per transaction basis, direct debit remains the
lowest-cost payment instrument, while cheques
remain the most expensive. At the point of sale,
payments using cash, eftpos and contactless
MasterCard and Visa debit cards have broadly
similar costs for transactions under about $20;
above $20, eftpos is the lowest-cost payment
method. The study also revealed that the resource
costs associated with card payments have changed
with the advent of contactless payments, mainly
reflecting shorter tender times. Contactless card
payments are estimated to incur 10 to 20 per

cent lower resource costs than a comparable
contact-based card transaction.

The relationship between resource and ‘private
costs’ (where fees and other transfers between
sectors are included) varies significantly across
instruments. The greater share of private costs

is borne by merchants, who typically pay a net
transfer to the financial sector (for example, via

a merchant service fee) to use payment services,
although these costs are generally passed on

to consumers either in the prices of goods and
services or via a surcharge. Where a surcharge is
not applied, typically only a small proportion of the
payment cost is explicit to the consumer. Further,
consumers face a similar explicit cost for credit
card payments and debit card payments despite
the higher cost of credit cards to the economy.
Although consumers pay fees to hold credit cards,
they also receive significant incentives to use them
to make purchases, owing to the provision of
rewards points and an interest-free period.
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Finally, the study suggests that small businesses
incur higher payment costs than large merchants.
In part, this is because smaller merchants do not
benefit from the economies of scale that can be
achieved by large merchants due to their larger
payment volumes. In addition, merchant service
fees are higher for small businesses.

Operational Incidents in Retail
Payment Systems

In November 2012, the Reserve Bank published a
report setting out the Board's conclusions from an
informal consultation on operational incidents in
retail payment systems. The report concluded that,
at least for the time being, the Bank’s role should be
limited to monitoring retail operational incidents
and collecting related data. In support of this role,
from February 2012 the Bank has required Exchange
Settlement Account holders to report significant
retail payment incidents. To supplement this, from
late 2013 the Bank commenced collecting quarterly
statistics on all retail payment incidents. The Bank
has also collected additional information on the
system architecture supporting participants'’ retail
payment activities to assist in its review of incident
reports.

Over 2014/15, the Board was kept informed of
significant incidents and trends both within and
between institutions. The data collected to date
confirm some of the findings i