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Key Points

The Bank considers that the existing regulatory arrangements for the payments system in Australia
have worked well and have helped shape a payments system that in most regards is providing high-
quality services for Australian households, businesses and government entities. However, key
aspects of the regulatory architecture have been in place for more than two decades and there are
various changes that have occurred or are underway in the payments system that suggest a review
of the regulatory arrangements is timely. This submission makes a number of key points:

. Inertia and coordination problems can hold back systemic innovation in networks such as
payments. Overcoming this relies on a combination of factors: having private incentives to
innovate, a regulatory environment that promotes competition and access, effective industry
self-governance mechanisms, widely accepted strategic objectives that act as a focal point for
collective action, and pressure on the payments industry from regulators and the government
to cooperate in the public interest.

e  The payments ecosystem is now more complex and there are many more entities in the
payments chain than when the current regulatory arrangements were put in place in the late
1990s. There is merit in establishing arrangements that would allow all entities that play a
material role in facilitating payments (e.g. possibly including payment gateways, mobile wallet
providers and operators of BNPL systems) to be regulated where doing so would promote
competition and efficiency and control risk in the payments system. One option here would be
to clarify how these entities should be treated under the Payment Systems (Regulation) Act
1998 (Cth).

° While crypto-assets and stablecoins do not currently play a significant role in the Australian
payments system, it will be important that they are considered as part of any changes to the
regulatory framework.

° Industry self-governance arrangements play an important role in the regulatory framework for
payments in Australia and have generally worked well in recent years. However, given the
various changes in the payments landscape, it is worth considering whether these
arrangements are sufficiently supportive of competition and innovation from new players,
while appropriately dealing with the risks associated with participation in payment systems.

° Non-ADI payment service providers are playing a bigger role in the payments system and there
is merit in considering whether a tailored licensing and oversight regime for these entities could
help to promote access and competition while appropriately controlling risk.
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° Oversight of payment systems to minimise financial stability risks and the potential for
disruptions to economic activity from outages has become more important over time as
operational and cyber-security risks have increased. Consideration could be given to clarifying
the Bank’s ability to set regulatory requirements to promote the financial and operational
resilience of payment systems.

° Further work needs to be done to address the cost, availability and speed of cross-border
payments. There is merit in examining whether there are aspects of the regulatory regime and
market practices that are currently limiting competition by non-bank participants in the market
for cross-border payments and international money transfers.

° While supporting innovation and the development of new payment services and functionality
to meet the needs of end-users is important, it is also important that the decline, and eventual
closure, of legacy payments systems (such as cheques) is carefully managed. Industry self-
governance arrangements have an important role to play in managing these transitions.

1. Introduction

The Reserve Bank of Australia (the Bank) welcomes the Treasury’s Payments System Review (the
Review) as an opportunity to ensure that Australia has an appropriate regulatory framework and
governance arrangements to support the continued development and safety of the payments system
in the future.

The current regulatory framework for payments in Australia was put in place more than two decades
ago. Since then, there has been substantial change in the Australian payments system, both to the way
in which households and businesses make and receive payments and to the range of payment services
that are offered and the entities that provide them. There has been substantial development and
innovation in the payments system over this time and, in many respects, Australia has a world-class
payments system that is delivering effective services for end-users. The regulatory framework for
payments has contributed to this outcome by promoting both competition and innovation in the
payments system and effective risk management.

While the regulatory arrangements to date have served Australia well, there are changes underway
that suggest a review of those arrangements is timely. The needs of end-users are evolving, with the
growing digitalisation of the economy increasing demands for more convenient, cost-effective, reliable
and safe electronic payment services. The structure of the payments industry is also changing, as new
technologies have supported the entry of a broad range of players which are disrupting parts of the
payments value-chain and changing the role of traditional providers of payment services. The risk
environment for payments is also becoming more challenging as increased systems complexity and
heightened cyber risks are posing greater threats to operational resilience and security.

These changes in the payments landscape demonstrate that competition and innovation in the
payments system are alive and well. But they could also have implications for the design of effective
regulatory and governance arrangements. A key issue for the Review will be to ensure that the
regulatory regime continues to encourage competition and innovation, while retaining the objective
that the payments market is efficient, reliable and safe.
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This submission discusses a number of inter-related challenges that, in the Bank’s view, are relevant for
considering the future regulatory framework:

e Encouraging competitors to continue to cooperate effectively on the development of new payments
system infrastructure and capabilities to support the evolving needs of end-users.

e Supporting the entry of new participants in the payments industry (some of them very large, others
smaller and more specialised), and addressing any access, competition or risk issues they raise.

e Having proportionate and ‘fit-for-purpose’ regulatory arrangements for new entrants in the
payments system, including new forms of digital payment methods, such as digital wallets, ‘buy now,
pay later’ (BNPL) arrangements and ‘stablecoins’.

o Having effective industry self-governance arrangements that control risk and promote efficiency in
payment systems, while also being supportive of competition and innovation from new players.

e Supporting the operational resilience and security of electronic payments, which have become
increasingly important for the smooth functioning of the economy.

e Promoting competition and efficiency in the market for cross-border retail payment services as
more international payments are made in an increasingly globalised and digital world.

e Managing the transition away from, and eventual closure of, legacy payment systems such as
cheques.

This submission will not cover the regulation of clearing and settlement facilities. The Council of
Financial Regulators has been consulting separately on this issue and will engage with the Government
on its proposals in due course.

The Bank welcomes the opportunity to engage with the Review on the contents of this submission and
any other issues where the Bank’s input may be helpful.

2. The Current Regulatory Framework

The Australian payments system is regulated by a combination of regulators, self-regulatory bodies,
and the federal government. The main elements of the current regulatory framework were established
following the recommendations of the Wallis Inquiry in the late 1990s.

The Reserve Bank and the Payments System Board

The Reserve Bank is the principal regulator of the Australian payments system, with the Bank’s payment
system policy determined by the Payments System Board (PSB).! The PSB is comprised of up to eight
(mostly external) members: the Governor, another representative of the Bank, a representative from
the Australian Prudential Regulation Authority (APRA), and up to five other members appointed by the
Treasurer. The creation of the PSB as a dedicated payments system regulator was a central element of
the reforms recommended by the Wallis Inquiry in 1998.2

1 The Bank’s non-payments responsibilities (including monetary policy) are governed by a separate board, the Reserve
Bank Board.

2 The Bank also plays a range of other important roles in the Australian payments system. It owns, operates and
participates in the system providing real-time gross settlement of high-value payments between financial
institutions, the Reserve Bank Information and Transfer System (RITS). It is a provider of transactional banking
services to the Australian Government and its agencies. And it has responsibility for issuing Australian banknotes.
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The payments system mandate, powers and responsibilities of the Bank and the PSB are set out in
various pieces of legislation:

e  Reserve Bank Act 1959 (Cth)

e  Payment Systems (Regulation) Act 1998 (Cth) (PSRA)
e Payment Systems and Netting Act 1998 (Cth) (PSNA)
e  Part 7.3 of the Corporations Act 2001 (Cth).

The PSB has a general duty to direct the Bank’s payments system policy to the greatest advantage of
the people of Australia. The PSB has a specific duty to ensure that the Bank exercises its powers under
the PSRA and the PSNA in a way that best contributes to:

e controlling risk in the financial system;
e  promoting the efficiency of the payments system; and

e promoting competition in the market for payment services, consistent with the overall stability of
the financial system.

The Bank has a range of powers to pursue these goals, including the ability to ‘designate’ a payment
system as being subject to its regulation and then to impose standards and/or an access regime on
participants in that system, if warranted on public interest grounds.?

The Bank does not impose licensing or authorisation requirements for any payment service providers,
with the exception of currently having powers to do so for some purchased payment facilities (also
known as stored-value facilities or SVFs). Entities wishing to provide retail payment services in Australia
are therefore not required to obtain any licence or authorisation from the Bank to operate, although
they typically will have general conduct or prudential licensing requirements with other regulators.
Payment service providers are only regulated by the Bank if they are participants in designated payment
systems for which the Bank has imposed standards and/or an access regime.

Other domestic regulators

Several other regulators also have roles in the regulation of the payments system. The Australian
Competition and Consumer Commission (ACCC) has a broad mandate to promote market competition
and access, which includes payments system arrangements. APRA, as the prudential regulator, licenses
and supervises a range of financial institutions, many of which provide payment services. The Australian
Securities and Investments Commission (ASIC) is responsible for market conduct and consumer
protection across the financial system, which includes oversight of providers of non-cash payment
products and clearing and settlement facilities. ASIC also administers the ePayments Code, which is
currently a voluntary code of practice applying to consumer electronic payment transactions.

While there are some potential overlaps between the responsibilities of the various regulators, these
have been effectively managed or are being addressed:

e Both the Bank and the ACCC have a mandate to promote competition in the market for payment
services. However, the potential for regulatory overlap is resolved by the legislation setting out

3 The current list of designated payment systems and regulations imposed by the Bank is available at:
https://www.rba.gov.au/payments-and-infrastructure/payments-system-regulation/regulations.html.
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their respective responsibilities. The effect, as noted in a Memorandum of Understanding (MOU)
between the two agencies, is that the ACCC retains responsibility for competition and access in a
payment system, unless the Bank has designated the payment system and imposed an access
regime and/or set standards for that system.*

e The Bank, APRA and ASIC currently have shared responsibilities for the regulation of SVFs —facilities
in which pre-paid funds can be used to make payments. In practice, this has resulted in complex
and overlapping regulation. Recognising this, the Government has recently agreed to implement
the CFR recommendations for simplifying the regulatory framework for SVFs; this includes making
APRA and ASIC responsible for regulating and licensing individual SVF providers, with the Bank no
longer involved.” The regulators are currently working with the Government to implement the
recommendations.

Given their common interest in payments regulation, the domestic regulators have developed a range
of coordination and information-sharing arrangements (some of which are set out in MOUs). For
example, the heads of the Reserve Bank and the ACCC meet at least annually, and the staff meet every
three months, to discuss payments system competition issues and share relevant information;
additional ad hoc meetings are also held between the RBA and ACCC staff to discuss specific issues in
detail. Both agencies also notify each other, and provide an opportunity for comment and discussion,
when considering policies relating to competition in the payments system. The two agencies have also
worked together on particular issues, including most recently in a 2018-19 review of access
arrangements for the New Payments Platform (NPP). More generally, the Bank has long-established
and collegiate working relationships with all of the regulatory agencies, and there is frequent dialogue
and close cooperation at all levels. The CFR also plays an effective role as the coordinating body for the
main financial regulators. The Bank’s view is that these various arrangements have been effective at
delivering consistent and well-informed payments—related policy and avoiding regulatory gaps.

Government

The Parliament determines the regulators’ objectives and the overarching regulatory framework for
payments policy through legislation. The Reserve Bank and the PSB, as well as other domestic
regulators, have broad discretion over how they use their powers to achieve their objectives. This is
similar to the arrangements for monetary policy, where the broad goals are set by legislation and a
Statement agreed with the Treasurer, with the Bank having independence as to how it sets interest
rates and uses other monetary policy tools to achieve those goals.

Consistent with arrangements for other financial sector regulators, the Government has issued a
Statement of Expectations for the PSB.® This outlines the Government’s expectations for how the PSB
will balance its objectives and respond to changing circumstances in the context of the Government’s
policy priorities. To the extent they are consistent with its statutory obligations, the PSB takes into
account the Government’s policy priorities in discharging its responsibilities. The PSB also informs the
Government of its policies through a number of channels. The Bank’s staff maintain a close dialogue
with staff at Treasury, both bilaterally and through forums such as the CFR and the Governor discusses
payments matters with the Treasurer as required. In the Bank’s view, these arrangements have been

4 The MOU with the ACCC is available at: https://www.rba.gov.au/payments-and-infrastructure/payments-system-
regulation/mou/accc-and-the-rba/.

5 See Council of Financial Regulators (2019).

6 The latest Statement of Expectations for the PSB, issued June 2018, is available at: https://www.rba.gov.au/about-
rba/boards/psb/psb-statement-of-expectations.html.
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effective, ensuring that the Government’s policy priorities are appropriately factored into the PSB’s
decision making and that the Government is well informed of the PSB’s policy decisions. Nevertheless,
in the event of a difference of opinion, there is a mechanism in the Reserve Bank Act 1959 for the
Government to determine a particular policy to be adopted by the Bank.

Regulatory independence must be accompanied by high levels of transparency and accountability. The
PSB is accountable to the Parliament, and ultimately to the public. The PSB’s Statement of Intent,
published in response to the Government’s Statement of Expectations, sets out a range of
accountability mechanisms, including:’

e The composition of the PSB, particularly the majority of independent members.

e The publication of an Annual Report, which provides details on the Board’s activities over the
previous year.

e The twice-yearly appearance of the Governor and other senior officials of the Bank before the
House of Representatives Standing Committee on Economics.

The work of the Reserve Bank overseen by the PSB is also subject to the requirements of the whole-of-
government performance management framework under the Public Governance, Performance and
Accountability Act 2013.2 Further, in relation to its powers and functions overseen by the PSB, the Bank
complies with the Regulator Performance Framework, which requires regulators to make an annual
assessment of their performance in minimising compliance costs arising from the administration,
monitoring and enforcement of their regulation.® This process includes a structured mechanism for
regulated entities to express their views on the Bank’s regulatory performance.

Industry self-regulation

Formal regulation of the Australian payments system is complemented by significant industry self-
regulation. In principle, self-regulation can be effective, especially in a highly specialised and rapidly
changing industry like payments. It may be more responsive to changing circumstances and can
leverage participants’ industry-specific knowledge and expertise. While participants have a common
incentive to ensure that systems are efficient, safe, reliable, and that they meet the needs of end-users,
the network nature of payment systems means that these goals cannot be achieved solely through
competition. Significant cooperation among participants, including competitors, is also often required.
Accordingly, self-regulatory mechanisms that facilitate cooperation among payment system
participants have tended to develop naturally.

The main self-regulatory body for the payments industry is the Australian Payments Network
(AusPayNet). AusPayNet develops and administers rules and standards governing payments clearing
and settlement in Australia, specifically in relation to cards, cheques, direct debits and credits, and high-
value payments, as well as the distribution of bulk cash. Its members include financial institutions, major

7 The PSB’s Statement of Intent is available at: https://www.rba.gov.au/about-rba/boards/psb/psb-statement-of-
intent.html.

8 Performance measures relevant to the PSB’s responsibilities are published in a Corporate Plan, and the achievement
of those measures is reported in the Annual Performance Statement in the RBA Annual Report.

9 Assessments under the Regulator Performance Framework are available at: https://www.rba.gov.au/about-
rba/boards/psb-board.html#regulatorPerf.
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retailers, payment system operators and technology providers. Individual payment schemes (such as
the card schemes) also have their own rules and standards that members of those schemes must follow.

Industry collaboration is also facilitated by the Australian Payments Council (APC), which is the main
strategic coordinating body for the payments industry. It has an independent chair, with members
comprising senior executives from a wide range of payments organisations, including financial
institutions, card schemes, major retailers and other payments service providers, as well as AusPayNet
and the Reserve Bank.l® The APC’s work is guided by a strategic agenda that is periodically updated in
consultation with the industry and the Bank.

One concrete example of self-regulation in payments is in the area of fraud prevention. Payment system
operators and participants will generally have an incentive to manage payment fraud and to balance
the cost of fraud detection and prevention techniques against the cost (including the reputational cost)
of fraud itself. But there is also a need for coordination across different systems on some aspects of
fraud prevention. Over recent years, the payments industry has successfully collaborated on a number
of initiatives to address card payment fraud. This includes implementing ‘chip and pin’ technology for
the authentication of card transactions at the point-of-sale and, more recently, implementing a
coordinated framework to address rising card-not-present payment fraud.

The PSB’s approach to payments regulation

In its policymaking and regulation of the payments system, the PSB has a longstanding publicly stated
presumption in favour of self-regulation by the industry, consistent with the intent of the PSRA.!! In
practice, this means that the PSB initially seeks to address any public interest concerns relevant to its
mandate by encouraging and sometimes working with the industry to find a solution. The PSB only
introduces formal regulation if it becomes clear that a self- or co-regulatory solution is unlikely to
emerge and itis in the publicinterest to regulate. Industry-driven solutions can have a range of benefits
over formal regulation, but one advantage is that they can be quicker and more flexible to respond to
new issues and risks, which is important in a rapidly changing environment.

As a result of this approach, the scope of the Bank’s regulation to date has been relatively narrow. It
has largely focused on:

e interchange fees and scheme rule restrictions relating to merchants in card systems, with
regulation aimed at improving efficiency in the payments system by making price signals more
transparent to end-users'?

e access regimes for several card systems and the ATM system, to facilitate participation and
competition from new players.

10 The Bank-appointed member represents the Bank’s Business Services Group, which is responsible for providing
banking and payment services to government and other customers.

11 See Explanatory Memorandum, Payment Systems (Regulation) Act 1998 (Cth), page 1.

12 A key observation that motivated the Bank’s regulation of card schemes in the past, but may be just as relevant to
other payment systems in the future, relates to the nature of competition in payment networks. In particular, left to
themselves, payment networks — particularly those that are widely accepted by merchants — will typically try to
compete by providing benefits to consumers to use the payment method (including by providing them with rewards)
and passing the costs of these benefits on to merchants. So in contrast to normal markets for goods and services,
competition between well-established payment networks can actually lead to higher prices to merchants as well as
distorted price signals for consumers that contribute to inefficiency in the payments market.
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Consistent with its statutory obligations, the PSB consults widely before introducing any formal
regulatory requirements. As part of a structured consultation process, the Bank issues a detailed
consultation document on any proposal and invites feedback from all stakeholders, allowing a
reasonable period of time for responses to be provided. Bank staff make themselves available for
discussions with any and all parties that may be affected by, or have an interest in, the Bank’s regulatory
actions. The PSB is also conscious of the need to allow sufficient time for affected entities to implement
any regulatory changes.'3

As well as consulting on specific regulatory proposals, the Bank and PSB have a number of formal
arrangements for regular engagement with industry stakeholder groups. For instance:

e The PSB has an MOU with the APC to support regular engagement, which includes an annual
meeting between the two bodies.

e The Bank has an MOU with AusPayNet that supports regular liaison, and senior staff from the
Bank’s payments policy and settlements areas meet with the AusPayNet Board at least once a year.

e The Bank has an MOU with NPP Australia Limited (NPPA), which sets out arrangements for
engagement and information sharing. Although the Bank does not regulate NPPA, the
arrangements are intended to address any actual or perceived conflicts associated with the Bank’s
policy role in the payments system and its operational and business involvement in the NPP.

e The Bank has established a Payments Consultation Group with the aim of providing a more
structured mechanism for users of the payments system — including organisations representing
consumers, businesses and government agencies — to convey their views on payments system
issues as input to the Bank’s policymaking process. This group meets at least twice a year.

The payments system is constantly evolving and new issues and risks can emerge that require a shift in
regulatory focus. To ensure that it is appropriately forward looking, the PSB periodically discusses and
endorses strategic priorities that guide the Bank’s payments policy work, and these are published in the
PSB’s Annual Report.'* These priorities reflect the PSB’s assessment of trends and developments in
payments that could have the most significant implications for competition, efficiency and risk over the
coming years. The Bank’s medium-term payments-related work agenda is focused on addressing these
priorities.

The PSB also conducts comprehensive reviews of the Bank’s regulatory settings every five years or so,
to ensure that they remain fit for purpose. The latest review is currently underway, with Bank staff
engaging in extensive consultation with stakeholders on a wide range of policy issues. The review is set
to conclude in 2021.%%

As noted above, formal regulation is only one way in which the Bank seeks to facilitate competition and
efficiency in the Australia payments system. Section 4 highlights some of the strategies the Bank has
employed to encourage innovation in the payments system. But it is worth noting that the ability of the

13 The Bank also publishes Regulation Impact Statements for regulatory proposals, consistent with the Government’s
Regulatory Impact Analysis requirements, and is committed to following regulatory best practice.

14 The latest set of strategic priorities was included in the PSB’s 2019 Annual Report, available at:
https://www.rba.gov.au/publications/annual-reports/psb/2019/strategic-priorities-for-the-reserve-banks-
payments-work.html.

15 For more information, including the issues paper for the review, see: https://www.rba.gov.au/payments-and-
infrastructure/review-of-retail-payments-regulation/.
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Bank to encourage industry-based solutions and self-regulation is bolstered by its regulatory powers
and the knowledge that they could be used.

3.  The Evolving Payments and Regulatory Landscape

The payments landscape in Australia, as in many countries, is evolving rapidly because of changing end-
user preferences, technological innovation in the supply of payments and the entry of new players in
the payments market. Innovation and new market entrants are resulting in payment services that
better meet end-user demands for convenient, cheap, reliable and secure means of payment. But they
are also increasing the complexity of the payments system and raising many issues for both the
payments industry and for regulators. It is important that regulatory arrangements remain suitable for
Australia’s modern, dynamic payments system, striking a balance between the objectives of supporting
innovation and ensuring that the payments market remains competitive, efficient, reliable and safe.

Changes in payment behaviour

The way in which Australians make and receive payments has changed considerably in the past decade
or so. The overarching development has been a trend rise in the use of electronic payment methods for
retail transactions and a decline in ‘paper-based’ methods such as cash and cheques (Graph 1). The shift
to electronic payments reflects consumer preferences for, and greater acceptance of, electronic
payments for a range of transactions, including a move towards more transactions taking place online.
This trend has also been driven by the innovations in the supply of payment services (discussed further
below). Changes in payment behaviour induced by the COVID-19 pandemic have reinforced the shift to
electronic payments and online transactions.'®

Graph 1 Graph 2
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Morgan Research

The use of cash for payment transactions has continued to decline. The Bank’s most recent Consumer
Payments Survey (CPS) undertaken in late 2019 indicated that cash was used for 27 per cent of the

16 For further discussion of the impact of the COVID-19 pandemic on the Australian payment system, see the chapter
on ‘Trends in Payments, Clearing and Settlement Systems’ in the Payments System Board Annual Report 2020
(https://www.rba.gov.au/publications/annual-reports/psb/2020/trends-in-payments-clearing-and-settlement-
systems.html), and Bullock (2020).
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number of consumer payments in 2019, compared with 69 per cent in 2007.%7 In recent years, the
decline in the share of consumer cash payments in Australia has been particularly pronounced for
lower-value purchases made in person. A shift away from cash has also been apparent internationally
over recent years, although there are also some notable differences in the level of cash use across
countries.'8

The use of cheques has fallen rapidly over the past decade (Graph 2). There were less than 1.9 cheque
transactions per person in 2019/20 (compared with around 14 per person a decade ago) and cheques
accounted for less than % per cent of all non-cash payments by number. Part of the recent sharp decline
in the value of cheques has been driven by a sharp fall in financial institution (bank) cheques as more
property settlements have moved to electronic conveyancing platforms.

Debit cards are the most frequently used payment method, having overtaken cash in recent years. In
the latest CPS, debit cards accounted for 44 per cent of the number of payments, up from 22 per cent
in 2010. Debit card use per person in Australia is higher than in just about all other comparable countries
(Graph 3).

When making a card payment, Australians are more likely to use a debit card than a credit card.
Furthermore, the number of domestic personal credit card accounts has fallen by 11 per cent over the
past couple of years. The reduced popularity of credit cards is likely to reflect a range of factors,
including reductions in the generosity of credit card rewards programs and changing attitudes towards
this type of personal debt. The recent emergence of new ways to smooth spending and fund consumer
purchases (such as BNPL services) may have also played a role.

Graph 3 Graph 4
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Consumers now mostly use contactless ‘tap-and-go’ card functionality when making in-store
payments. In the latest CPS, survey participants made 55 per cent of their in-person payments by
tapping a card or mobile device on a compatible terminal (Graph 4, left panel). While the majority of

17 The CPS is a comprehensive survey undertaken by the Bank every three years, with the latest survey conducted in
October and November 2019. For more information on the CPS and the latest survey results, see Caddy, Delaney and
Fisher (2020).

18 Sweden and Norway are prominent examples of developed economies in which cash is now used for a relatively
small proportion of consumer payments, whereas cash is still heavily used in some euro area countries like Germany
and ltaly.

SUBMISSION TO PAYMENTS SYSTEM REVIEW | 10



contactless payments were made with a physical plastic card, the CPS indicated that the use of devices
such as mobile phones or watches to make tap-and-go payments had grown strongly over recent years,
to be about 5 per cent of point-of-sale card payments in 2019 (Graph 4, right panel). Anecdotally, the
share of contactless payments appears to have risen further during the COVID-19 pandemic.'®

Australian households and businesses are increasingly making and receiving payments remotely. The
share of card payments made remotely (rather than in person) is currently about 17 per cent, up from
12 per cent in 2010 (Graph 5). During the pandemic people made more use of online shopping and it
would not be surprising if some of this uplift becomes permanent. The increased consumer use of
remote payments has been accompanied by more businesses selling goods or services on their websites
or via mobile apps. Payments often happen automatically ‘in the background’ now, with payment
services facilitating seamless transactions using stored payment credentials and automated direct debit
transactions becoming more common. The latest CPS indicated that 81 per cent of respondents had an
automatic payment arrangement in 2019 (compared with 65 per cent in 2013), and automatic
payments represented 21 per cent of the value of total spending.

Consumers have adopted a number of new payment methods in recent years. Around one fifth of
consumers indicated in the latest CPS that they had recently used a BNPL service, and a somewhat
higher share had used a mobile device to make tap-and-go payments or an in-app payment (Graph 6).
Despite relatively high awareness, less than one per cent of consumers reported having used a
cryptocurrency such as Bitcoin to make a consumer payment in the previous 12 months.
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Innovation in the supply of payments

Changes in the way Australians make and accept payments has been spurred by the development of
more convenient electronic payment services and the introduction of new payment methods by both
existing participants and new technology-focused market entrants. While much of this innovation has
been to customer-facing services driven by competition between participants, there has also been
innovation in the infrastructure supporting payments that has required strong cooperation between
participants.

19 In addition to changes in consumer and merchant preferences, the shift to contactless card payments was supported
by a temporary increase in the no-PIN limit for authenticating card transactions, from $100 to $200.
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Key innovations in the supply of payments over the past decade include:

e New technology (terminals and chip-based cards) rolled out by card issuers and acquirers to enable
contactless tap-and-go card payments. This has contributed to contactless payments being adopted
much faster in Australia than in many other countries.

e Card payment security measures, including ‘chip and pin’ technology for the authentication of card
transactions, fraud detection tools, and initiatives to improve the security of how card details are
stored at merchants, including through tokenisation.

e |n-app payments that embed the payment in a transaction, obtaining customer details once and
then removing the need for customer authorisation of subsequent individual transactions. These
payment methods are commonly used for app-based ride-hailing and meal delivery services, for
example.

o Digital wallets, which are applications on smartphones and other devices that store electronic
representations of payment cards. These applications can be used to make contactless payments
when shopping online, and at the point-of-sale using the near-field communication (NFC) or quick
response (QR) code functionality of the mobile device to communicate with a payment terminal.
Mobile payment applications offer both convenience and security to cardholders.

e BNPL services, which enable consumers to make purchases by paying a portion of the purchase
price upfront and then paying the remainder to the BNPL provider in a series of low- or zero-interest
instalments. These services have become increasingly accepted by merchants in a number of retail
segments, both online and in person.

e The introduction of real-time payments with the establishment of the NPP in 2018. The NPP is a
new payment infrastructure that provides consumers, businesses and government agencies with
the ability to make and receive real-time, data-rich, account-to-account transfers 24 hours a day,
every day of the year, and to address these payments in a relatively simple way. For more
information on the NPP see Box A.

A key factor driving innovation in the payments system has been the increasing involvement of
technology-focused businesses (as opposed to more traditional participants such as banks) in the
provision of payment services. However, in most cases, these new players still rely heavily on existing
payment system infrastructure and payments system participants to facilitate payments.

New entrants to the Australian payments market include ‘fintechs’, which often develop services
focused on particular elements of the payments value-chain. In recent years, fintechs in Australia have
driven innovation in areas such as online payments, point-of-sale acceptance technology, cross-border
retail payments and BNPL services. Large multinational technology companies, often known as the ‘big
techs’, are also increasingly incorporating payments functionality into their technology platforms and
range of services. Mobile wallets such as Apple Pay and Google Pay are the most prominent examples
of this in Australia.?’ With their very large user bases, data sources and superior technology capabilities,
big techs have the potential to overcome network effects and make inroads into payments very quickly.
Figure 1 describes some of the changes that have been occurring in the cards payments landscape over
the past decade or so.

20 In some other countries big techs are also offering person-to-person transfers, credit cards and other consumer
credit products.
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Figure 1: Changes in the Payments Landscape
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Another type of innovation that has attracted considerable attention in recent years is the development
of cryptocurrencies and so-called stablecoins. These initiatives are purported to enable cheap peer-to-
peer transactions with reduced reliance on intermediaries and traditional payment networks. But while
cryptocurrencies such as Bitcoin have gained a lot of attention as a possible investment, they have not
yet gained traction in consumer payments. Internationally, issues around digital ‘currencies’ and their
potential use in consumer digital wallets gained greater prominence following Facebook’s
announcement that it was developing a global stablecoin (originally called Libra, but recently rebranded
as Diem). Since the original announcement, the Swiss-based Libra Association (now the Diem
Association) has announced plans to launch single-currency stablecoins intended for use in consumer
digital wallets and is currently applying for a payment system licence from the Swiss Financial Market
Supervisory Authority (FINMA), which would be required to launch the initiative.

Implications for payments system regulation

The structure of the payments system is changing. In some respects, it is now better described as a
payments ecosystem. In this ecosystem, the payment chains can be longer and there are more entities
involved and new technologies are being used to facilitate payments. This more complex and dynamic
environment is clearly providing benefits to end-users of the payments system. However, it also raises
guestions about the ability of regulators to continue to meet their public interest objectives in the
future.

As noted earlier, a key piece of legislation governing the Bank’s regulatory responsibilities — the PSRA —
was put in place over 20 years ago, at a time when the payments landscape was much simpler. This
legislation gives the Bank specific powers in relation to payment systems and participants in those
systems. In particular, it allows the Bank to designate ‘payment systems’ as being subject to its
regulation and then to impose standards and/or access regimes on ‘participants’ in those designated
payment systems. ‘Payment system’ is defined under section 7 of the PSRA to mean ‘a funds transfer
system that facilitates the circulation of money, and includes any instruments and procedures that
relate to the system’ and a ‘participant’ in a payment system is defined as a constitutional corporation
that is either ‘an administrator of the system’ or ‘a participant in the system in accordance with the
rules governing the operation of the system.” Subsequent case law has provided some interpretation
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of these definitions in the specific context of card schemes.?! However, there is still uncertainty about
how the definitions would apply to the wider range of payment arrangements now available and the
entities that now play, or may in the future come to play, a material role in facilitating payments.

Since it was given its responsibilities as the principal regulator of the Australian payments system, the
Bank has pursued its mandate through the use of its regulatory powers in conjunction with its ability to
persuade and to help solve coordination problems in payments networks. In light of the developments
in payments over the past two decades, it is worth considering what the right balance is here and
whether the regulatory arrangements could be modified to better reflect the complexities of Australia’s
modern payments ecosystem and the pace of technological innovation. In particular, many of the new
players in the payments ecosystem may not fit within the existing regulatory framework. This could
make it challenging for the Bank (or other regulators) to take appropriate regulatory action if it were in
the public interest and consistent with its mandate. Some examples of potential regulatory challenges
posed by recent changes in the payments landscape include:

o No-surcharge rules imposed by BNPL arrangements. The Bank has long been of the view that the
ability of merchants to levy a surcharge on more expensive payment methods helps put downward
pressure on merchant payment costs. Experience with the removal of no-surcharge rules in card
schemes — most notably in the cases of American Express and Diners Club (Graph 7) — has borne
this out. As part of its current Review of Retail Payments Regulation, the Bank is therefore
considering whether there is a public policy case to require BNPL providers to also remove their
rules that prevent merchants from recovering the cost of acceptance from BNPL users. The PSB has
not reached any conclusions on this issue yet. However, some BNPL providers are of the view that
the Bank may not have the power to regulate in this area because BNPL arrangements may not
meet the definition of a ‘payment system’ and/or providers of those arrangements may not be
‘participants’ in payment systems.

Graph 7
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e Mobile wallet providers. As noted, the use of mobile wallets such as Apple Pay and Google Pay has
grown strongly in recent years. It is, however, unclear whether mobile wallet providers are in the
scope of the regulatory framework; that is, they may not meet the definition of being a ‘participant’
in a payment system, despite the fact that they play an increasingly important role in facilitating

21 See Visa International Service Association v Reserve Bank of Australia [2003] FCA 977 and Australian Retailers
Association v Reserve Bank of Australia [2005] FCA 1707.
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payments. This could become an issue if, for example, competition or access concerns were to arise
from the involvement of firms in this segment of the market. In this context, it is worth noting that
competition regulators and governments in a number of foreign jurisdictions have recently been
paying closer attention to the competitive implications of restrictions on third-party access to
technologies (such as the NFC chip) that support payments on mobile devices and other conditions
that providers place on the use of their mobile wallets.

e Participants in the online payments ecosystem. As more payments migrate online, a potential
policy issue that could emerge is how to support the operation of least-cost routing in the online
(or card-not-present) environment where a wider range of entities (including gateways and
payment facilitators) are involved in the payments chain, but may not meet the definition of
‘participant’ in the relevant payment system.

o Theregulatory framework applying to crypto-assets and stablecoin arrangements, some of which
could be used to facilitate payments. This area is developing rapidly and there may be a lack of
clarity about how these arrangements fit within the broader regulatory framework. While it
remains to be seen whether the proposed Diem stablecoin system will launch internationally, and
there is no indication that Australia is an early target market, there may be a need to consider the
domestic regulatory treatment of the Diem system at some point and of digital wallets that use
Diem, such as Facebook’s proposed Novi.

These examples highlight the importance of having a regulatory framework that is flexible and
adaptable to support innovation in a competitively neutral way, while also being clear about how new
forms of payment and new entities in the payments ecosystem fit within it. In this regard, it is worth
noting that uncertainty about the scope of the regulatory framework can actually discourage innovation
and the entry of new players. The Bank believes there is merit in establishing arrangements that would
allow all entities that play a material role in facilitating payments to be regulated where doing so would
promote competition and efficiency and control risk. One option here would be to consider
amendments to the PSRA that would confer appropriate powers to ensure that these entities can be
the subject of regulation under the PSRA where that is in the public interest.

The changes in the payments landscape also suggest there may be a case to review the arrangements
for industry self-regulation. The Bank’s view is that the self-regulation arrangements have generally
worked well in Australia in recent years and the Bank continues to have a strong working relationship
with AusPayNet, the main self-regulatory body for the payments system (see above). AusPayNet has
made some changes to its membership requirements in recent years to reflect changes in the payments
landscape and is currently considering other governance changes that could increase the influence of
smaller players. Similarly, when the Bank was encouraging the establishment of the APC in 2014 it
sought to ensure a broad range of representation. It is worth considering whether these self-regulatory
arrangements are working as intended and whether they are sufficiently supportive of competition and
innovation and provide adequate representation for smaller players. This could include considering the
implications (if it goes ahead) of the proposed consolidation of the three domestic payment schemes
(see section 4) for industry self-governance arrangements.
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4.  Encouraging Innovation in the Payments System

The Bank has had a longstanding interest in promoting innovation, to support efficiency and
competition in the payments system. It has done this through a combination of strategies:

e suasion and pressure on industry participants to innovate and invest to improve services to end-
users

e using its position and influence to overcome coordination problems, which can act as barriers to
cooperative innovation in networks such as payments that have many participants

e regulation to promote competition and access

o helping to establish strategic objectives for the industry, which can serve as a focal point for
cooperative innovation.

A prominent example of the work the Bank has done to promote cooperative innovation was the
Strategic Review of Innovation in the Payments System that the Bank undertook over 2010 to 2012.
This Review was motivated by the observation that while there had been significant customer-facing
innovation in the payments system, it was often difficult to achieve system-wide or cooperative
innovation, where decisions were not just in the hands of a single player. The Review sought to identify
areas in which innovation in the payments system could be improved through more effective
cooperation between stakeholders and regulators and to identify gaps in the payments system that
could be filled over the medium term.??

One major outcome of the Strategic Review was that the PSB decided to set out high-level strategic
objectives for the payments system, which would represent capabilities that the PSB believed the
payments system should be able to deliver, and the time frame in which they should be achieved. The
industry would then be expected to determine how those objectives could be met most efficiently. The
strategic objectives coming out of the Review included the ability to make real-time retail payments on
a 24/7 basis using simpler payment addressing methods and the ability to send more detailed
remittance information with payments. The development of the NPP, in which the Bank also played a
major role, was the main industry response to this initial set of strategic objectives (see Box A).

Another significant outcome of the Strategic Review was the Bank’s encouragement of the formation
of the APC as an enhanced industry coordination body that could address the strategic needs of the
payments system and engage directly with the PSB. The role of the APC was discussed in section 2.

The changes reviewed in section 3 show that there has been significant development and innovation in
the Australian payments system over the past few decades. While there may still be gaps that need
addressing, by global standards Australia has quite an advanced payment system that, for the most
part, is providing effective services to end-users. The development of the NPP, in particular,
demonstrated the ability of the industry to cooperate on a large and complex project, which has
significantly modernised Australia’s payments infrastructure. However, end-user expectations
regarding security, reliability, functionality and privacy are continually rising alongside the rapid
digitalisation of the economy, which means the payments system must continue to adapt and innovate.
This raises the question of what more can be done, or done differently, to support continued innovation
of the payments system in the future. A few points are relevant in this context:

22 See RBA (2012).
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e One challenge that industry participants say they often face is the significant and sometimes
conflicting investment demands from the various payment schemes they are involved in, with no
way of agreeing investment priorities between the schemes. If parties cannot agree on the projects
to support, the result may be that some projects that would yield significant benefits do not occur
or they move slowly. The Bank highlighted this issue in the context of its Review of Retail Payments
Regulation and in response the shareholders and members of the three domestically focused
payment schemes, namely NPPA, BPAY and eftpos, initiated a process to explore whether some
form of cooperation or consolidation might improve efficiency and innovation. In December, NPPA,
BPAY and eftpos jointly announced a plan to amalgamate under a new company with a single board,
with each scheme continuing to operate separately within the combined entity. The proposal is
subject to ACCC authorisation, with a formal application expected to be lodged with the ACCC
during the first half of 2021. The stated benefits of the amalgamation would include the ability to
better coordinate and enable more payments innovation by having a unified roadmap for
innovation and investment across the three schemes.

e Inthe past, the Bank has mainly sought to encourage system-wide innovation and the development
of new capabilities in the payment system (for example, the provision of least-cost routing) using
suasion rather than more direct approaches, such as regulation. There are pros and cons of the
different approaches, and it is not clear that better outcomes would have been achieved through
a more prescriptive approach. In particular, in recent years banks appear to have had limited
capacity to take on additional projects because of competing priorities and existing backlogs of
work. In some cases, this is exacerbated by having legacy information technology systems that are
complex and fragile and therefore expensive and time consuming to modify. Given these
constraints, if the Reserve Bank were to have pushed harder for the banks to develop new
capabilities, it is not clear that they would have been completed much faster, and it could have
created additional risks and come at the expense of other work that may have been a higher priority
for other stakeholders.

e The Bank’s assessment is that the strategic objectives set following the 2010-2012 Strategic Review
of Innovation have largely been met through the development of the NPP and some other
initiatives. Looking ahead, the Bank will continue encouraging the industry to collaborate to
determine and address strategic objectives through cooperative arrangements such as the APC and
AusPayNet.

Box A: The New Payments Platform

The NPP provides consumers, businesses and government agencies with the ability to make and
receive real-time, information-rich payments 24 hours a day, every day of the year. The NPP’s PayID
service also provides the option for payments to be addressed to the account owner’s registered
mobile phone number, email address or ABN rather than to a BSB and account number.

The NPP was built over a period of about five years and funded by a consortium of 13 financial
institutions, including the Bank. These institutions also became shareholders in NPP Australia Limited
(NPPA), the company that was established to own and operate the NPP.%3 In addition to participating

23 The Bank is entitled to appoint a director to the Board of NPPA, which is currently the Head of Payments Settlements
Department, representing the area of the Bank that provides the Fast Settlement Service.
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in the development of the NPP as a potential user of the platform in providing payment services to
the Government, the Bank also built and operates the Fast Settlement Service, which enables the
settlement of NPP payments individually in real time across accounts that NPP participants hold at
the Reserve Bank.

The NPP was launched in early 2018, and there are currently around 100 entities offering NPP
payment services to their customers. Thirteen of these (the NPP shareholders) are direct participants
in the NPP and clear and settle payments through the platform on their own behalf. The others,
comprising smaller financial institutions and seven non-ADI providers, access the platform indirectly
through the services of a sponsoring direct participant.

In the case of some participants, the initial rollout of NPP services, such as the ability for customers
to make and receive NPP payments through different banking channels, was much slower than the
Bank had expected. This prompted the Bank to put pressure on some of the larger banks to close the
gaps in their ‘day one’ capabilities as quickly as possible. However, the banks that are connected to
the platform have now largely completed their initial rollouts, and over 70 million accounts can send
and/or receive NPP payments (representing around 95 per cent of all accounts that are expected to
eventually be reachable). There has also been strong growth in the use of the platform, which now
processes an average of 2.1 million transactions per day, with a total daily value of $2.0 billion
(Graph 8). Over 5 million PaylDs have been registered. Overall, the adoption of the NPP since its
launch, measured in terms of the number of transactions per capita, compares favourably with the
more successful fast retail payment systems that have been launched in other countries in the past
decade or so (Graph 9).
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NPP Functionality and Access Consultation

The Bank has strongly supported open access to the NPP and encouraged NPP participants to
cooperate on the development of new capabilities to extend the functionality of the platform. The
Bank undertook a public consultation with the ACCC in 2018-19 that looked at issues associated with
the functionality of, and access to, the NPP. This was partly motivated by some stakeholder concerns
at the time that the services offered through the NPP, or the ways of accessing it, did not meet their
needs. This consultation made a number of recommendations directed at NPPA and the NPP
participants, which have since resulted in changes that have reduced barriers to access and
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strengthened the commitment of participants to develop new capabilities that will support further
use and innovation on the platform:2*

e Inresponse to recommendations on access, NPPA lowered the cost of joining the platform as a
direct participant, including by reducing the share subscription requirement for certain
participants and introducing an option of partly paid shares, and committing to reduce the issue
price of new shares by 75 per cent by the end of 2027. To reduce the risk of incumbent
participants restricting access to new players for competitive reasons, NPPA changed its
governance arrangements so that new applications are now approved by a committee
comprising the CEO and independent directors, rather than by the full board. NPPA also
appointed a third independent director, and agreed to increase transparency around application
outcomes. Finally, NPPA relaxed its direct participation requirements, to allow non-ADIs to join
the NPP as settlement participants (although it retained the requirement for participants that
clear payments across the NPP to be ADIs, reflecting the importance it placed on prudential
supervision in helping to manage the risks associated with direct connection to the
infrastructure).

e The consultation noted that NPPA had an ambitious agenda to enhance the native capabilities
of the NPP, which could address many of the functionality gaps identified by stakeholders, and
have the potential to deliver significant value to consumers and businesses and support further
innovation. In response to a recommendation from the Bank and ACCC, NPPA and its participants
have committed to these enhancements publicly through the periodic publication of a capability
roadmap, including timeframes for their delivery. NPPA also introduced a mandatory compliance
framework (with penalties for non-compliance) to encourage the timely rollout of mandated
functionality by individual participants.

Evidence since the conclusion of the consultation suggests that the access arrangements for the NPP
are generally working well for entities (including non-ADIs) wishing to use the NPP to offer new and
integrated ways for their customers to make fast payments. The Bank’s focus now is on encouraging
the further development of the NPP’s capabilities in line with the NPP roadmap, and growing the use
of the platform for innovative payment services that address evolving end-user needs.

The Bank had committed to undertake (together with the ACCC) a second public consultation on NPP
functionality and access commencing by mid 2021, which would be another opportunity to review
how the NPP’s access arrangements are working in practice. However, there may be a case to delay
this consultation depending on the outcomes of the Treasury Review and the proposed
amalgamation of NPPA, BPAY and eftpos.

The NPP roadmap

The NPP currently allows for credit or ‘push’ payments only (that is, a customer must initiate the
payment from their account, through their online or mobile banking portal). A key element of the
current NPP roadmap is the development of a ‘Mandated Payments Service’ (expected to be
implemented by end 2021), which will allow end-users to authorise third parties to initiate NPP
payments from their accounts. This will provide a transparent, convenient and secure way for
consumers and businesses to make and receive recurring and ‘direct debit-like’ payments through
the NPP. Another initiative is the development of standardised messages to support automation and
straight-through processing for payroll, tax, superannuation and e-invoicing payments sent through

24 See RBA (2019).
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the NPP, which should improve the efficiency of a range of business processes. NPPA has also been
continuing to extend its Application Programming Interface (API) framework during the past year,
providing tools to assist participants and third parties to develop APIs that can automate interaction
with the NPP. NPPA has also developed an international funds transfer (IFTI) service (mandatory from
end 2022) which will support participants in their financial crimes screening and reporting of cross-
border payments sent and received in real time through the NPP. While this service is already
available for direct NPP participants to use, as yet none of them have completed the systems work
required to do so, which means that incoming AUD legs of cross-border retail transactions are not
currently able to be sent via the NPP.

5.  Promoting Access to Payment Systems

Payment systems are networks that allow payments to be made between various groups in the
economy — consumers, merchants, government and so on. The larger the network, the more valuable
it is to those who want to make payments. Some of these networks are ‘closed loop’ in the sense that
one organisation establishes relationships with all end-users, both payers and payees. Examples include
PayPal and three-party card schemes such as American Express. But many other payment networks
require a number of participants (each with their own end-user customers) to be connected to each
other in some way. In these circumstances, existing participants may sometimes try to hinder access to
the system by new players, perhaps citing the need to protect the safety and security of the system and
minimise counterparty risks to other participants. In recent years, the rapid pace of innovation and
emergence of a wider range of entities has increased the focus on arrangements for accessing payment
systems, including whether more can be done to improve competition and facilitate access to payment
systems and infrastructures by new entrants.

For its part, the Bank has had a longstanding focus on promoting access to payment systems as a way
to support competition and innovation. For example, in the early 2000s the Bank imposed access
regimes on the Visa and Mastercard credit card schemes, to give access to a wider range of entities;
revisions to these regimes in 2014 expanded access further to non-ADIs. Similarly, the Bank introduced
an access regime for the ATM system in 2009 that was partly aimed at making it easier for new entrants
to become direct participants in the ATM system, thereby promoting competition in that market.

During the development of the NPP, the Bank pushed hard for its access arrangements to be as open
and fair as possible to support the participation of a range of businesses from across the payments
ecosystem. As noted in Box A, the Bank reviewed the NPP’s access arrangements as part of its
consultation with the ACCC on NPP access and functionality conducted in 2018-19. Balancing the
competition benefits of open access against the need to maintain the safety and security of the
platform, the review made a number of recommendations for NPPA to take action in relation to its
participation requirements, the required capital contribution for participation and the governance
arrangements for assessing new participants.

In addition to its regulatory and policy initiatives, the Bank has also sought to facilitate access to
payment systems through its policy on access to Exchange Settlement Accounts.?> While many central

25 Exchange Settlement Accounts (ESAs) are accounts held at the Bank through which providers of payments services
settle obligations to other financial institutions that have accrued in the payments clearing process. The Bank’s ESA
Policy is available at: https://www.rba.gov.au/payments-and-infrastructure/esa/.
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banks have traditionally restricted access to settlement accounts to banks, in 1999 the Bank was one of
the first central banks to liberalise access by allowing non-ADI providers of third-party payment services
to apply for an ESA to settle clearing obligations with other providers.?® There are currently only a few
non-ADI payment service providers (PSPs) that hold an ESA, although there has been increased interest
in applying for ESAs in recent years, including from a variety of fintech firms involved in payments.?’

Despite the steps taken to liberalise access, non-ADI PSPs may still face challenges in accessing some
payment systems. Currently, payment systems and infrastructures, such as the NPP and the Bulk
Electronic Clearing System overseen by AusPayNet, have eligibility criteria that make it difficult, if not
impossible, for non-ADI PSPs to become direct participants. For example, an entity needs to be an ADI
to become a direct clearing participant in the NPP. These access requirements are designed to protect
the security of the system and to reduce counterparty risks to other participants; operators of payment
systems do not have the capability to oversee participants and so effectively rely on the external
regulatory oversight provided by APRA to mitigate these risks. However, some PSPs may not be eligible
to become ADIs given the nature of their businesses, and so they are effectively restricted from
becoming direct participants in certain payment systems. Submitting to the prudential oversight
applicable to ADIs may also be viewed as a costly option for providers that are only processing payments
(but not making significant financial promises).

However, there are usually options for non-ADlIs to participate indirectly in payment systems and, for
many PSPs, this may be the most efficient and preferred option. The model in which there is a relatively
small group of direct participants providing access to a larger number of indirectly connected entities
is quite common in payment systems; it is often the most efficient and secure way to structure access
to a network where there are significant risks that need to be managed and where there are significant
costs associated with direct connections. In the case of the NPP, there are a number of indirect access
routes for non-ADIs and there are a number of direct participants (ASL, Cuscal, Indue, and some of the
major banks) who provide indirect connectivity services on a competitive basis. These indirect access
arrangements appear to be working quite well considering the large number of entities (over 90 as at
end-2020, including seven non-ADI entities) that are now indirectly connected and providing NPP
services to their customers.

However, as the payments landscape continues to evolve and as a broader range of PSPs emerge, it is
worth considering whether other steps could be taken to improve access to payment systems while still
balancing the associated risks. One possibility that might be worth exploring is the development of a
tailored licensing and supervision framework for non-ADI PSPs as a way to provide these entities with
greater flexibility and options to access and compete within payment systems.

In most cases, non-ADI PSPs are currently subject to financial service licensing, conduct and disclosure
requirements administered by ASIC under Chapter 7 of the Corporations Act. However, these
requirements are mostly focused on consumer protection and do not involve active oversight of the

26 It is worth noting that a number of other central banks have also extended settlement account access to non-bank
payment service providers in recent years, but in most cases access is only available to entities that are licensed and
prudentially supervised by a relevant regulatory authority within the central bank’s jurisdiction. Such a supervisory
regime does not currently exist in Australia.

27 In response to the increased demand from a wider range of entities, the Bank introduced some changes to its ESA
Policy in 2019 to provide more information about the eligibility requirements and application process, including
details of various risk management criteria applications would be expected to meet. These changes were designed
to ensure that the policy continues to promote competition in the market for payment services, while also ensuring
that risks are appropriately managed.
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kinds of risk management issues that are likely to be of most concern to operators of payment systems.
A new type of licensing and oversight framework for PSPs could provide an official status that may make
it easier for new entrants to join payment systems or conduct other payments business, with regulatory
obligations that could be tailored to the levels of risk involved in their activities.?®

A number of other jurisdictions, including the United Kingdom and the European Union, have
introduced licensing and supervision regimes for PSPs as a way of broadening access to payment
systems, particularly for non-traditional players such as fintechs. In the United Kingdom, for example,
certain types of non-ADI PSPs ‘authorised’ by the Financial Conduct Authority (FCA) are eligible for
direct access to some of the payment systems that settle in the Bank of England’s (BoE) real-time gross
settlement system.?® A key access requirement for each of those payment systems is the holding of a
settlement account with the BoE, which in turn sets eligibility criteria specific for non-ADI PSPs,
including that the FCA carries out a supervisory assessment.?® The FCA assessment, which normally
includes an on-site visit, assesses the non-ADI PSP’s compliance with regulatory requirements on
(i) governance; (ii) safeguarding of customer funds; and (iii) financial crime. In Australia, NPPA has
indicated that it would consider amending its access requirements for direct participation in the NPP if
there was a licensing/oversight framework for non-ADI PSPs similar to that in the United Kingdom.3!

One possibility is that the CFR could be tasked with reviewing the regulatory framework applying to
PSPs and providing recommendations to the Government. Such a review would need to carefully
consider the potential benefits and costs of a specialised regulatory regime, the likely demand for it,
and the appropriate structure of a regime if it was deemed appropriate. Consideration would also need
to be given to the operation of existing access arrangements and the market for indirect connectivity
services. Given the functional approach to regulation that exists in Australia, with the Bank focusing on
system-wide competition, efficiency and risk concerns, the Bank does not see itself as having a role in
licensing and supervising individual PSPs.3%33 Such a role might fit within APRA or ASIC’s responsibilities,
though some kind of industry accreditation process could also be explored. The Bank acknowledges
that it would not be an easy task to be the oversight entity that licenses and supervises what could be
quite a diverse range of entities, particularly given the range of risks (e.g. including anti-money
laundering and counter-terrorism financing (AML/CTF) risks) that would likely need to be addressed to
provide sufficient reassurance to operators of payment systems.

28 Aregulatory regime for non-ADI PSPs might also provide regulators with greater capacity to collect information from
these entities, and investigate and address any significant financial or operational problems that could emerge in
them.

29 FCA authorisation allows firms to offer a wider range of services compared with the more restrictive status of
‘registered’, which is typically only suitable for smaller firms.

30 See Bank of England (2019).

31 See NPPA (2019).

32 This is also consistent with the approach that has been taken in the CFR’s recent review of the regulatory framework
for SVFs, where it was recommended that the Bank should no longer have a role in authorising and supervising
individual providers of SVFs.

33 Inthe euro area, non-bank PSP regulation is harmonised through the European Banking Authority, and national PSP
licencing and supervision responsibilities generally sit with the banking supervisor. In the United Kingdom, the
Financial Conduct Authority oversees non-bank PSPs, not the Payments System Regulator (which focuses on
competition and innovation in the payments system).
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6.  Supporting the Safety and Resilience of the Payments System

Safety and reliability are key features of an effective payment system. To achieve this, core payments
infrastructure and participants need to be financially and operationally stable and resilient to shocks.

The PSB is responsible for the financial safety of payment systems for use by participants. This
responsibility has traditionally focused on the stability of high-value payment systems. If a payment
system is relied on by financial system participants for critical high-value transactions, then its financial
or operational failure could trigger broader disruption in financial markets and transmit stress to
financial institutions, in turn affecting the stability of the financial system as a whole. The Bank regularly
assesses whether payment systems should be considered ‘systemically important’ and thus subject to
its oversight.3* To date, the only domestic system identified as a systemically important payment system
is RITS — the system that settles inter-bank transactions on an individual basis in real time across
Exchange Settlement Accounts held at the Bank. Since RITS is owned and operated by the Bank,
independent oversight is provided by the separation of the Bank’s operational and oversight functions,
as well as the PSB’s approval of annual assessments of RITS against the international standards set out
in the Principles for Financial Market Infrastructures. The model in which the central bank is both the
operator and overseer of the high-value payments system is common internationally.

While no privately owned payment systems are currently assessed by the Bank as being systemically
important, it is possible that the growing use of an existing system or a new entrant could result in one
or more becoming systemically important in the future. In principle, the Bank could designate and
impose standards on a privately owned systemically important payment system. However, the nature
of the powers available to the Bank under the PSRA would not be well suited to the imposition of
principles-based (as opposed to ‘black letter’) standards of the sort that are commonly applied to
financial market infrastructures, such as the financial stability standards the Bank imposes on licensed
clearing and settlement facilities under the Corporations Act. Aligning the Bank’s standard-setting and
supervisory powers in respect of systemically important payment systems with its powers for clearing
and settlement facilities would allow the Bank to appropriately supervise the systemic risks arising from
the activities of any systemically important payment systems.

Although work by central banks to support payments system safety and resilience has traditionally
focused on high-value payment systems, the operational resilience of retail (low-value) payment
systems is receiving more attention. Operational outages in retail payments can cause significant
disruption to households and businesses, and economic activity more broadly, even though retail
payment systems may not be considered to be systemically important from a financial stability
perspective. With the increasing use of electronic payments and the reduction in the use of cash, the
resilience of electronic retail payments systems is becoming increasingly critical to the smooth
functioning of the economy.

Data collected by the Bank from financial institutions show a significant increase in the number and
total duration of outages to retail payments in recent years (Graph 10).3> To promote improved
reliability in retail payments, the Bank began working with the industry in late 2019 to enhance
quarterly data collection of retail payments incidents, and to develop a standard set of statistics on the
reliability of retail payment services to be publicly disclosed by individual providers. The initiative has

34 The criteria for assessing whether a payment system is systemically important are available at:
https://www.rba.gov.au/payments-and-infrastructure/financial-market-infrastructure/high-value-
payments/policy-statement-on-supervision-and-oversight-of-systemically-important-ps.html.

35 These data are collected as a contractual requirement of RITS Membership under the RITS Regulations.
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been endorsed by the PSB and supported by APRA, which is contributing to the development of the
framework. Better and more transparent information about the reliability of retail payment services is
intended to raise the profile of this issue among financial institutions and their customers, and enable
improved measurement and benchmarking of operational performance. These benefits should
encourage improved reliability of retail payment services and support public confidence in these
services over the longer term.

Graph 10
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Nevertheless, it is possible that in the future there could be a case for regulatory action to promote the
operational resilience and security of retail payment systems, for example, if system complexity or
cyber risks continue to grow. Given this, the Bank believes there is merit in clarifying whether the
regulatory framework would allow the Bank or another relevant regulator to impose operational
resilience or security standards on operators of and/or participants in retail payment systems, where
operational incidents in those systems are likely to cause material disruption to economic activity. Such
requirements would be aimed at promoting the continuity of, and public confidence in, these payment
systems. Principles-based regulatory requirements for important retail payment systems have been
introduced by central banks in a number of jurisdictions in recent years, including Canada, the European
Union and the United Kingdom.3¢

7.  Enhancing Cross-border Payments

Payments are increasingly crossing borders, whether that be investors executing financial transactions,
businesses servicing foreign clients or buying supplies from abroad, or individuals sending money
overseas or making purchases from foreign retailers. Having a competitive and efficient market for
cross-border payment services is therefore becoming more important. Yet traditional services for cross-
border payments have typically been more expensive, slower and more opaque than those for domestic
payments, even considering the additional risks and complexities involved in processing these
payments.3” This is particularly the case for retail international money transfers (IMTs). High prices in
this market partly reflect a lack of competition among traditional providers, as well as poor price
transparency, which makes it difficult for consumers to compare prices and potentially switch

36 In Australia, the Bank may have a role as the relevant Commonwealth regulator of payment systems in the critical
infrastructure security reforms being pursued by the Department of Home Affairs.
37 See Financial Stability Board (FSB) (2020).
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providers.3® In addition, longstanding frictions in the correspondent banking arrangements used to
process these transfers raise input costs and slow down processing times for bank-intermediated
transfers. Accordingly, the PSB has supported a focus on the efficiency of cross-border retail payment
services as a strategic priority for the Bank’s payments policy work.

In recent years we have seen the emergence of new technology-enabled providers of cross-border retail
payment services seeking to expand quickly and disrupt the Australian market. New digital (online-only)
providers of IMT services typically bypass traditional correspondent banking processes by holding bank
accounts in many countries and collecting and dispersing funds across countries through those
accounts, offering considerably cheaper and faster money transfers than many banks. An online price
comparison exercise conducted by Bank staff in October 2020 indicated that the average cost of
transferring A$1,000 from Australia to a range of countries (based on the upfront fee and the average
mark-up over the wholesale exchange rate) was around 1% per cent for select digital money transfer
operators, compared with around 5% per cent for the major banks (Graph 11). Other services offered
by some new entrants are digital wallets that allow customer funds to be stored and then transferred
between currencies at the prevailing wholesale exchange rate and used to make payments at domestic
and overseas retailers. Recent gains in market share by digital providers of cross-border payment
services have been a factor spurring incumbents to lower prices and improve the convenience of their
offerings. The ACCC’s 2019 Inquiry into Foreign Currency Conversion Services made a number of
important recommendations to improve pricing practices and transparency in this market.3°

Graph 11
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Non-bank digital providers have nevertheless faced challenges in obtaining and retaining reasonable
access to the core domestic banking services and payment infrastructures that they need to provide
cross-border payment services to Australian customers. Traditional non-bank money transfer operators
have experienced similar difficulties, including those servicing lower-income countries in the South

38 See ACCC (2019). Data collected by the World Bank show that the cost of sending funds from Australia has been
consistently higher than the G20 average.
39 See ACCC (2019).
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Pacific. Increased ‘de-banking’ risks faced by non-banks in recent years appear to reflect a range of
factors, including (but not limited to) financial institutions’ greater focus on the profitability of their
payments relationships, high ‘know your customer’ (KYC) compliance costs, and apparent heightened
risk aversion and uncertainty among financial institutions about AML/CTF and sanctions obligations.*°

The Bank believes that de-banking risks are a significant impediment to competition and innovation in
the market for cross-border retail payment and IMT services — a point also emphasised by the ACCC in
its 2019 Inquiry. There might, therefore, be merit in examining policy options to address the de-banking
problem, and any other aspects of the regulatory regime or market practices that are limiting
competition by non-bank participants in the market for cross-border payments and IMTs. A tailored
licensing and oversight regime for non-ADI PSPs, as discussed in section 5, might address some of the
specific risks posed by these entities and thereby help alleviate some of the de-banking and access
issues in this market.

The high cost of remittances to the South Pacific is an aspect of the Australian cross-border payments
market that the Bank is particularly focused on. It has tended to be more costly to transfer funds to
South Pacific countries than other countries, which is a problem given that many people in the South
Pacific rely heavily on remittances from family and friends in Australia and New Zealand. The Bank
(together with the Reserve Bank of New Zealand, other South Pacific central banks and multilateral
organisations) is working on a possible South Pacific regional KYC facility to help address this issue.*!
This initiative involves working with commercial banks, money transfer operators and other key
stakeholders in the remittance sector. If successfully developed, the facility would support the flow of
remittances from Australia and New Zealand to the South Pacific, and potentially also reduce the cost
of these flows.

The need to address shortcomings in the provision of cross-border payments has also recently become
a priority in international forums. In October 2020, the G20 endorsed a ‘roadmap’ — an ambitious
program of coordinated actions, responsibilities and indicative timelines — to enhance the efficiency of
retail and wholesale cross-border payments.*? Although the full detail of the specific initiatives within
the roadmap are still being developed, there are likely to be implications for the Australian payments
system and regulatory framework in a number of areas. These include domestic AML/CTF
requirements, data frameworks, payment message standards and payment system access
arrangements. The Bank is already undertaking work in some of these areas, and will be engaging with
relevant international organisations, Australian agencies and the payments industry about other ways
in which Australia can contribute to the overall goals in the roadmap.

The Issues Paper for the Review asks how the better use of data can improve cross-border payments
(as well as other payment types). The international roadmap identifies a number of ways in which data
can be standardised and enhanced, such as a harmonised version of the I1ISO 20022 message format,
the conversion and mapping of legacy message formats and establishing unique identifier registries.
The adoption of common data and message formats across countries would enhance data quality and

40 More broadly, there are also increased impediments to IMT processes globally, with the number of active
correspondent banks falling by nearly one-quarter between 2011 and 2019. See the commentary by the
Committee on Payments and Market Infrastructures (CPMI) available at:
https://www.bis.org/cpmi/paysysinfo/corr _bank data/corr bank data commentary 2008.htm.

41 See: https://www.rba.gov.au/media-releases/2020/mr-20-31.html.

42 The roadmap was published by the FSB in coordination with the CPMI and other international organisations and
standard-setting bodies. See FSB (2020).
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compliance processes, and allow straight-through-processing of transactions, which should improve the
speed, transparency and potentially the price of cross-border payments.

Relatedly, the Australian payments industry and the Bank have recently commenced a major project to
migrate payment message formats used in the High Value Clearing System (HVCS) — the system used to
process correspondent banking flows and the Australian dollar leg of foreign exchange transactions —
to a new format based on the ISO 20022 standard.** The Society for Worldwide Interbank Financial
Telecommunication (SWIFT) has planned the migration of cross-border payments sent using its network
to ISO 20022 by late 2025, after which it will cease support for its currently used proprietary format. In
Australia, the migration is expected to be completed by late 2024, broadly in line with international
targets. The project was initiated in response to the conclusions of a joint industry consultation
undertaken by the Bank and the APC over 2019-20, with endorsement from the PSB, which identified
the migration as a strategic priority for the industry.

8. The Future of Cash

Cash has an important role in the economy as both a payment instrument and a store of value for many
people. Although the Issues Paper did not raise regulatory issues in relation to cash, the Bank would
like to make the Review aware of its current thinking on the supply of cash services and the future of
cash.

The Bank closely monitors the use and acceptance of, and access to, cash in Australia. As outlined in
section 3, the use of cash for payment transactions has been declining for some time as people shift to
electronic payment methods. The outbreak of the COVID-19 pandemic has induced a further step-down
in cash use by consumers, and prompted some businesses to stop accepting cash payments altogether.

Declining cash use could pressure the economics of cash distribution, with potentially adverse
implications for the supply of cash withdrawal and deposit services. Recent discussions with banks and
other participants in the cash distribution system have highlighted a range of actions that they have
taken, or are considering, to improve efficiency and cut costs as cash use declines. Of particular note is
that some banks have recently sold some or all of their off-branch ATM fleets to third-party operators,
supported by commercial arrangements that allow fee-free access for customers of those banks.

The Bank considers it important that adequate access to cash withdrawal and deposit services be
maintained across the country, including in regional and remote areas. Many businesses and
households still rely heavily on being able to access and use cash, and there is strong demand within
the community to hold cash for precautionary purposes and as a store of value.* Analysis by Bank staff
indicates that the vast majority of Australians continue to have reasonable access to cash withdrawal
and deposit services. The average distance that most people have to travel to access their nearest bank
branch, ATM or Bank@Post outlet has not changed significantly over recent years despite a significant
reduction in the number of these cash service points (Graph 12).%> Indeed, in the case of ATMs, much
of the recent rationalisation has been concentrated in metropolitan locations where multiple ATMs
exist. The Bank will continue to monitor access to cash services and, if necessary, consider taking policy

43 For more detail see Major and Mangano (2020).

44 The value of $50 and $100 banknotes on issue grew by 19 per cent in the year to December 2020, well above the
10-year average growth rate of 7 per cent.

45 For further analysis see Delaney, O’Hara and Findlay (2019).
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actions to support the continued provision of cash services for as long as people want or need to use

cash.%®
Graph 12
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The ongoing decline in the transactional use of cash, advances in digital technologies and the possible
issuance of private stablecoins have prompted significant interest in the possibility of central banks
issuing a new digital form of cash, known as retail central bank digital currency (CBDC). Many central
banks, including the Reserve Bank, have been exploring the case for CBDC and the various policy and
technical issues it would raise. While the Bank recently concluded that, at present, there is not a strong
public policy case for a general purpose CBDC in Australia, it is continuing to study the issue and to
monitor developments internationally.” Australia’s cash distribution system is still functioning well and
its electronic payments system compares favourably with many other countries. In addition, the
introduction of a CBDC would be a very substantial and costly project, involving uncertain demand from
households to hold and use the CBDC. The availability of a CBDC could also have significant implications
for the functioning of the financial system.

9. Dealing with Legacy Payment Systems

While supporting innovation and the development of new payment services and functionality is
important, the Bank also believes it is important that the decline, and eventual closure, of legacy
payment systems, such as cheques, occurs in a planned rather than disorderly manner. This is important
from the perspective of payments system efficiency but also inclusivity, to ensure that the payment
needs of different users are adequately met via alternative options during the transition away from
legacy systems. The Bank believes that industry self-governance arrangements, such as those provided
by AusPayNet, have an important role to play in managing these transitions.

As noted in section 3, the use of cheques has declined rapidly over the past decade as consumers and
businesses have transitioned to using electronic payment methods. As cheque use continues to decline,
the per-transaction cost of supporting cheque payments, which is already high relative to other
payment methods, will continue to rise. At some point it will be appropriate for the industry to wind up
the cheque system, given the high cost of maintaining it and the increased availability of payment
methods that can meet similar payment needs.

46 In the event of a significant future drop in cash services in the economy, policy responses that involve changes in
legislation or public funding would obviously be matters for the Government.
47 For further discussion see Richards, Thompson and Dark (2020).
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Building on earlier work by the APC, AusPayNet has recently been overseeing an industry plan to
support a customer-led migration away from cheques. The plan has various elements, including helping
to identify and communicate viable payment alternatives to remaining cheque users through
community outreach and education; reviewing the Australian Paper Clearing System rules to ensure
that they provide a path for financial institutions to withdraw from providing cheque services if they
wish; and advocating for payments neutrality in any legislation and regulations that currently require
or promote cheque use. Financial institutions also have an important role to play in assisting their
customers to transition to viable alternative payment methods and giving reasonable notice of any
plans they may have to transition away from providing cheque services.

While the issues around managing the decline of cheques are arguably more pressing, the future of the
direct entry (DE) system is also coming into greater focus now that the NPP is live and direct entry
payments are increasingly migrating to it. AusPayNet has already started work on developing a strategy
and roadmap for the managed migration away from the DE system and its eventual retirement.*® The
DE migration could raise a number of similar policy issues to the wind-down of cheques, such as the
need for payments neutrality in legislation and regulation. The process will need to be carefully
managed given the large volume of transactions involved and the significant impact it could have on
many businesses that are currently reliant on DE (often through bespoke systems). As with cheques,
the active oversight and guidance of this migration process by AusPayNet will be crucial.

Reserve Bank of Australia
15 January 2021

48 See AusPayNet (2020).

SUBMISSION TO PAYMENTS SYSTEM REVIEW | 29



References

ACCC (Australian Competition and Consumer Commission) (2019), Foreign Currency Conversion
Services Inquiry — Final Report, September. Available at <https://www.accc.gov.au/publications/
foreign-currency-conversion-services-inquiry-final-report>.

AusPayNet (Australian Payments Network) (2020), Future State of Payments Action Plan:
Conclusions from AusPayNet’s Consultation, August. Available at
<https://www.auspaynet.com.au/sites/default/files/2020-08/APN_Future_State_Conclusions_
Consultation_Paper_Aug20_0.pdf>.

Bank of England (2019), Access to UK Payment Schemes for Non-Bank Payment Service Providers,
December. Available at <https://www.bankofengland.co.uk/-/media/boe/files/markets/other-
market-operations/accessfornonbankpaymentserviceproviders.pdf>.

Bullock M (2020), ‘Panic, Pandemic and Payment Preferences’, Keynote Address at the Morgan
Stanley Disruption Evolved Webcast, 3 June. Available at
<https://www.rba.gov.au/speeches/2020/sp-ag-2020-06-03.html>.

Caddy J, L Delaney and C Fisher (2020), ‘Consumer Payment Behaviour in Australia: Evidence
from the 2019 Consumer Payments Survey’, RBA Research Discussion Paper No 2020-06.
Available at <https://www.rba.gov.au/publications/rdp/2020/2020-06.html>.

Council of Financial Regulators (2019), Regulation of Stored-value Facilities in Australia —
Conclusions of a Review by the Council of Financial Regulators, October. Available at
<https://www.cfr.gov.au/publications/policy-statements-and-other-reports/2020/regulation-of-
stored-value-facilities-in-australia/pdf/report.pdf>.

Delaney L, A O’Hara and R Findlay (2019), ‘Cash Withdrawal Symptoms’, RBA Bulletin, June.
Available at <https://www.rba.gov.au/publications/bulletin/2019/jun/cash-withdrawal-
symptoms.html>.

Financial Stability Board (FSB) (2020), Enhancing Cross-border Payments — Stage 1 report to the
G20, April. Available at <https://www.fsb.org/2020/04/enhancing-cross-border-payments-stage-
1-report-to-the-g20/>.

FSB (2020), Enhancing Cross-border Payments: Stage 3 roadmap, October. Available at
<https://www.fsb.org/2020/10/enhancing-cross-border-payments-stage-3-roadmap/>.

Major T and J Mangano (2020), ‘Modernising Payments Messaging: The ISO 20022 Standard’,
RBA Bulletin, September. Available at: <https://www.rba.gov.au/publications/bulletin/2020/
sep/modernising-payments-messaging-the-iso-20022-standard.html>.

NPPA (NPP Australia) (2019), NPP Australia Limited’s Supplementary Response to the Reserve
Bank of Australia’s ‘NPP Functionality and Access Consultation: Conclusions Paper’, October.
Available at <https://nppa.com.au/wp-content/uploads/2019/10/RBA-Functionality-and-Access-
consultation-Supplementary-Response-_30-October-final.pdf>.

SUBMISSION TO PAYMENTS SYSTEM REVIEW | 30



RBA (Reserve Bank of Australia) (2012), Strategic Review of Innovation in the Payments System:
Conclusions, June. Available at <https://www.rba.gov.au/payments-and-infrastructure/payments
-system-regulation/past-regulatory-reviews/strategic-review-of-innovation-in-the-payments-
system/conclusions/>.

RBA (2019), NPP Functionality and Access Consultation: Conclusions Paper, June. Available at
<https://www.rba.gov.au/payments-and-infrastructure/new-payments-platform/pdf/
functionality-and-access-report.pdf>.

Richards T, C Thompson and C Dark (2020), ‘Retail Central Bank Digital Currency: Design
Considerations, Rationales and Implications’, RBA Bulletin, September. Available at
<https://www.rba.gov.au/publications/bulletin/2020/sep/retail-central-bank-digital-currency-
design-considerations-rationales-and-implications.html>.

SUBMISSION TO PAYMENTS SYSTEM REVIEW | 31



