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Dear Mr Muiray
MasterCard submits these comments in response to the Government’s Financial System Inquity.

MasterCard welcomes fhe open nature of the veview and the consuliative approach those involved
have taken. We look forwatd to this continuing in the spirit of cooperation to drive the best policy
outcomes for Australian consumers and industry. It Is important to note that the scope of our
comments is limited to issues pertaining to the payment system, We offer no comment on questions
raised by otlier elements of the Inquiry’s terms of reference,

MasterCard's view of syslemic regulation is underpinned by our belief that a truly competitive
Australian payment system will play a vital role in improving the productivity of the Australian
economy, Recent research conducted by Melbourne University has shown that the increased use of
electronic payments and the consequent reduction in the use of cash facilitates the growih of
econiomic activity because electronic payments are less costly than non-electronic payments', It is
clear that by reducing cash use all participants in the payments value chain benefit — consumers,
businesses, banls, government and the wider econonmy.

This Australian research is reinforced by similar studies conducted in Canada, Germany, South
Africa and the US where each has underlined the costs of cash in both developed and emerging
markets and highlighted the positive role electronie payments play in increasing the efficiency of
financial systems — both in terms of greater ecanomic stimulation and heightened levels of consumer
empowetment and choice,

As a parlicipant in the Australian payment system since 1984 and having adapted to both the
intended and unintended consequences of regulatory intervention we are wmiquely positioned to
offer considered recoimmendations to this Inquiry, We believe the conipelitive environinent can be
improved in a way that facilitates economic growth and benefits all stakeholders, To that end, our
submission will comment on the context of electronic payments in Australia, including some of the
unintended consequences of the regulatory interventions, We will offer some thoughts on how
distortions in the system can be realistically redressed so as 1o achieve an environment in which the
payinent system is 'fit for purpose’, efficient, and promotes growth and improves productivity in the
Australian economy.

‘. Unlversity of Melbourne; Melbourae institute af Applled Econoinle and Soclal Reseaich {2013), ‘E-Payments and Economlc Activity tn
Ausiralia’, Summary Report, p 5.
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We welcome any opportunity to contribute further. Pleasc do not hesitate to contact me should you
wish to discuss our submission.

Sincerely

Eddid Grobler
Division President, MasterCard Australasia
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[ Exccufiye Summary

The regulatory inlerventions in tle Australian payment system over the past decade have caused
negative and wnintended consequences to both consumers and small fo medium sized businesses,
That is at least in part, because the regulations were not applied equally to all competing scliemes,
These inconsistencies allowed for *gaming’ of the system to the benetit of one scheme, at the cost of
others,

The payments mdusiry and {he various seclors that make up the value chain surcounding it have
changed enon mmmly since the Reserve Bank of Ausiralia (RBA) legulatLd MasterCard. Since 2003
we have seen shacp increases in cross border transactions, driven in pacl by more affordable and
accessible travel for the majority of Australians, but also the vemarkable growth of the internet and
ecommeree. Competition within the payments sector is fierce, with new entrails in each part of the
valué chain, who directly dnd indirectly benefit from the long term investment and development that
ofganisations like MasterCard have made in payments technology (and who ride our rails al low cost
and with low barriers to entey). It is fair Lo say that absent MaslerCard’s sustained investment for
over 50 years in this sector, fow of these secondary providers in payments could exist 1oday,

One fundamental change since the RBA's fitst series of regulatory interventions is in the ownership,
governance and commereial structures of MasterCavd, The former 'card associalion' model which
exisied in 2003 has been replaced by a publicly listed company with an independenit board
(NY%E'MA) ‘Today, strategic and financial decisions are based on delivering shareholder value and
growing the payment systems. MasterCard now has the same corporate reporting and performance
disciplines and obfigations as American Express. This is a very different situation from that which
existed when the RBA “designated' the MasterCard payment system in 2001, The RBA has made
this very point itself in its veview of the regulations governing the Accoss Regime:

“The envirormeni has now changed significenily. Most importantly, MasterCord and Visa
have both changed corporate structure to become publicly listed companies rather than
member assoclations af banks. This suggests that the schemes are likely fo be more open to
new types of pariicipation, 1 vhrk e the emergence of new business models is creating sironger
interest in direct membership. " ?

This evolved payments landscape underlines that the time is right for Australian regulators 1o step
away from the burdensome oversight of some parlicipants in the value chain and allow a truly
competitive marketplace, As demaonstrated by the RBA’s cominent ahave, MasterCard would
welcome more risk-appropriate participants to continue to build a robust competitive environment,

The regulation of the past decade has resulted in unintended consequences, to the paint whete
independent analysis identifies that Ausiéalians are worse ofl' as a result of the RBA's intervention,
The most eritical of these sees consumers now paying more for paying. The assumption that
merchants would reduce prices as a result of a reduction in inter Ch"ll‘lgb fees (and therefore operating
cosls) was flawed, Today, even the RBA acknowledges that truth in its slow but consistent refreat
from specifically linking the package of regulations with savings passed through to consumers in the
general level of prices, demonstrated as follows:

* In2002, lhe RBA mid scwmg. (as A wsult al regulation) would be passed “through to the

*  In 2005, the RBA’ Pa)-menl b\fstems Boaml (PSB) said it believed there had been “smaller
price lncm'ascs [for consumr:ls] than otherwise would have oceyrred” in the absence of
regulation’;

? Resdinie Ran'c of Australia {March 2014), ‘Payment Card Access Regimes: Canlusions”
% Resarve Dank of Austrolla (August 2002] Yeformi of Credlit Card Schemes In Australia”
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»  In 2000, the RBA stated that the flow in savings for merchants on to cansumer prices was
“difficult to measure™;

»  In 2007, the PSB acknowledtred that merchants saved a considerable sum “which in the
normal course, would be passed through into lower pmes for goods and services” but did
nat suggest there had been any savings for consumers”;

= 1n 2010, the P'SB said, since “(he introduction of the reforms, decreases in merchant service
fees across all four schemes are cstimated to have produced cumulative savings to
merchants of around $6 billion”, but again, did not mention any pass through of these
5avings 1o consumers nor ‘ipLCIf cally mention any consumer benefits from surcharging';
and

# In 2011 in its consultation acknowledging problems created by surcharging repulations, the
RBA stated “merchants have incneasinj,ly been adopting a number of surcharging practices
that have the polcnnal {o distort price signals and therely reduw the effectiveness of the
surcharging reforms,”

The failure to capture all participants in the regulatory structure has also contributed enormously to
the unbalanced way the industry has developed over the past decade. American Express has grown
market share considerably, As we detail in subsequent chapters, this has been the consequence of
issuers identifying a way to recover lost interchange revenue through the issuance of American
Express Global Network Services (GNS) cards (known as companion cards). Consumers demanded
a high reward produict and issuers found away to provide it {hiough unregulated means,

The regulatory interventions that allowed uncapped surcharging provided an opportunity for
unreasonably high surcharges to consumers, which bear no relationship 1o the actual costs of
acceptance for merchants, Subsequent changes to the regulatory environment which sought to
rediice both the occurrence and quantum of unreasonable surcharges have failed to take effect
largely because there is no regulator responsible Tor their enforcement. MasterCard has estimated
the cost of surcharging to Australian consumers to be in the vicinity of $800 million per annum.

Finally, a regulatory environment which applies differently (or not at all) to different participants
within the payment system is inherently unfair and has led to adverse outcomes for end users —
particularly consumers and small businesses, At its simplest, the regulatory environment should
apply either to all participants equally, or not at all.

Productivity and economic growth in Australia will both benefit from a truly competitive payment
system, driving a continued increase in electronic payments. This Inquiry represents a unigque
opporlunity to remove regulatory restraints that have driven adverse outcomes for users, or
alternatively to at least ensure that any regulatory environment that exists is competitively neutral
and addresses the needs of a competitive and rapidly eveolving payment system,

We therefore make the following recommendations:

Recommendation One

That the Financial Systems Inquivy recommends the governinent dctively supports cash
displacement with more efficient electronic transaetions that support economic growth, increase
efficiencies and stimlale employment by reducing friction, waste and the shadow econony,

Recommendution Tvo
That the Pinancial Systems Inquiry recommends the RBA step back from payment systein regulation
and atlow payment schemes to detevmine inteichange fees and rides (e.g. strcharging)

4 ", Reserve Bank of Austratia (2005) ‘Payment Systems Roard Annval Report 2005
* Reseqvie Bank of Australia {2006) ‘Payments Systeimn Boord Apalel Report 2006'
* Reserve Bank of Australls {2007) ‘Poyments Syster Boord Anawal Report 2007
Fuannual Report 2010 Reserve Bank of Australla, Payment Systams Bohrd
¥ ogeview of Card Surcharging: A Consultation Document® Reserve Bank of Australia {June 2011)
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independently 1o addyess consumer casts, promote efficiency and productivity growih through
delivering i economy less reliani on cash.

Reconmnendation Three
a. That the Financial Systems Inguiry reconumends a Government regulaior be charged
with responsibilily for enforcing or removing surcharging at unreasonably high levels
1o provide clearer pricing signals to consuniers between payment schenies; or

b, The RBA remove surcharging vegulations, to allow payment schemes lo vice again
prohibit surcharging.

Recommendation Four

That the Financial Sysiems Inquiry vecommends a level playing field be introdiiced, so that any
vegulation gffecting MasterCard and Visa also apply to other providers, ineluding American
Fxpress.

Untroduction

MasterCard is a technology company in the global payments industry that connecls consumers,
financial institutions, merehants, governments and businesses worldwide, enabling them to use
electronic forms of payment instead of cash and checks. As the operator of the world’s fastest
payments network, we facilitate the processing of payment transactions, including authorisation,
clearing and settlement, and deliver related products and services. We make payments easicr and
more efficient by creating a wide range of payment solutions and services using our family of well-
known brands, including MasterCard®, Maestro® and Cirrus®. We also provide value-added
olferings such as information seivices and consulling. Our network is designed to ensure safety and
security for the global payment system,

A typical transaction on our network involves four participants in addition to us: cardholder,
merchant, issuer (the cardholder’s financial institulion) and acquirer (the merchant’s financial
institution). We do not issue cards, extend credit, determine or receive revenue from interest rates or
other fees charged to cardholders by issuers, or establish the *Merchant Service Fee” (MSF) charged
in connection with the acceptance of cards and other payment devices that carry our brands. In most
cases, cardholder relationships belong to, and are managed by, our financial institution customers,

Our ability to grow is influenced by personal consumption expenditure growth, driving paper-based
forms of payment toward electronic forms and increasing our share in electronic payments and
providing other value-added products and services,

We continue to drive growth by:
= Growing our core businesses globally, both through our products - credit, debit, prepaid and
commereial — and increasing the number of payment transaclions we process;
¢ Diversitying our business by seeking new areas of growth in markets around the world by
focusing on:
«  Dxisting and new markets;
»  Encouraging consumers and businesses to use MasterCard products for new
payment aveas, such as transit, parking, person-to-person transters and paying bills;
»  Small merchants and merchants who have not historically accepted MasterCard
praducts; and
e Financial inclusion for the unbanked and under-banked; and
= Building our business by:
« taking advantage of the opportunities presented by the ongoing conyergence of the
physical and digital worlds; and
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*  using our dala analytics, loyally solutions and fraud protection and detection
seryices to add value,

Ourtechnology, expertise and data make payments safe, simple and lasl. We work with merchants
1o help them enable new sales channels, create better purchase experiences, inerease revenues and
fight fraud, We help national, state and local governments drive increased financial inclusion and
efficiency, reduce costs, increase transparency to reduce crime and corruption and advance social
prograins. For consumers, we provide better, safer and more convenient ways to pay. We provide
financial instilutions with solulions Lo help them increase preference for their MasterCard-branded
produets,

We generate revenue by charging fees to issuers and acquirers (our customers) for providing
{ransaction processing and other payment-related produets and services, as well as by assessing
these customers based primarily on the dollar volume of activity, ar gross dollar volume (“GDV?™),
on the cards and other devices that carry our brands,

ayment Services and Solutions _

We provide transaction processing and a wide range of payment-related products and services to
enable the design, packaging and implementation of our products and programs. Our payment
solutions are built upon our expertise in payment programs, product development, payment
processing technology, payment security, consulling and information services and marketing,

Our Operations and Transaction Pracessiag Network

We operate the MasterCard Network, our uhique and proprietary global payments network that links
our customers (issuers and acquirers) around the globe to facilitate the processing of transactions,
permitting MasterCard cardholders to use their cards and other payment devices at millions of
metrcharits worldwide, Our network facilitates an efficient and secure means for merchants to receive
payments, and a convenient, quick and secure payment method for consumers and businesses that is
accepted worldwide.

We process {tansactions through our network for our issuer customers in more than 150 currencies
in mare than 210 countiies and territories, With a typical transaction involving four participants in
addition (o us, our network supports what is often referred to as a *four-party™ payments network.
The following diagram depicts a typical point-of-interaction wansaction:

Typical Point of Interaction Payment Transaction
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I a typical tansaction, a cardholder (or an account holder who may not be using a physical card)
purchases goods or services from a terchant using a card or ofher payment device. After the
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{ransaction is authorised by the issuer, the issuer pays the acquirer an amount equal 1o the value of
the transaction, minus the interchange fee (described below), and then pests the transaction 1o the
cardholder’s account, The acquirer pays the amount of the purchase, net of a “merchant service fee”
(referred to in the chart above as the “merchant discount™) 1o the merchant.

Interchange Fees, Interchange fees represent a sharing of a portion of payment system costs among,
the issuers and acquirers participating in our four-party payment system. They reflect 1he yalue
merchants receive (fom accepling our products and play a key role in balancing the cosls cotisumers
and merchants pay. We do not earn revenues from interchange fees. Generally, interchange fees are
collected from acquirers and paid 1o issuers to reimburse the issuers for a portion of the costs
incurred by them in providing services (hat benefit all participants in the system, including acquirers
and merchants. In some circumstances, such as cash withdrawal transactions, this situation is
reversed and interchange fees are paid by issuers to acquirers. In Ausiralia we establish *default
inteichanpe fees™ that apply when thers are no other established settfement terms in place between
an issuer and an acquirer, We administer the collection and remittance of interchange fees through
the settlement process. Interchange fees can be a sigoificant component of the merchant service fee,
and therefore of the costs that merchants pay to accepl electronic payments. These fees are subject 1o
regulation in Australia, the details of which will be autlined in the following chapters.

Merchant Service Fee. The merchanl service fee (MSF) is established by the acquirer to cover its
cosls of bath participating in the four-party system and providing services rendered to merchanls,
Tlie fee includes, amongst other things, the interchange fee,

Additional Fees and Economic Considerations. Among, the parlies in a faur-parly system, vatious
types of fees may be charged to different constituents for various services. Acquirers may charge
merchanis processing and relaled Tees in addition to the merchant service fee. Issuers may also
charge cardholders fees for the fransaction, including, for example, fees for extending revolving
credit. As described below, we charge issuers and acquirers fees for the transaction processing and
related services we provide.

In a four-party payment system, the cconomics of a payment transaction relative to MasterCard vary
widely depending on such factors as whether the transaction is domestic (and, if it is domestic, the
country in which it takes place) or cross-border, whethey it is a point-of-sale purchase transaclion or
cash withdrawal, and whether the (ransaction is processed over our network or a thivd-party network
ot is handled solely by a financial institution that is both the acquirer for the merchant and the issuer
to the cardholder (called an “on-us” transaction).

MasterCard Network drchitecture. The MasterCard Network features a globally integrated structurs
{hat provides scale and connectivity for our issuer customers, enabling them to expand into regional
and global markets, [t featuves an intelligent architeciure that enables the network 1o adapl 10 the
needs of each transaction by blending two distine processing structures — distributes! (peer-to-peer)
and centralised (hub-and-spoke):

»  Transactions that require fast, reliable processing, such as those subinitted using a
contactless cavd or device al a toll baoth, can vse the network's distributed processing
structure, ensuring they are pracessed close to whers the transaction occurred.

»  Transaclions that require value-added processing, such as real-time access 1o transaction
data for fraud scoring, or customisation of transaction data for unigue consumer-spending
contrals, use the nelwork’s céntralised processing structure, ensuring advanced processing
services ave applied to the transaction.

Our network’s architecture enables us to conneet all parties regardless of whether the transaction is
occurring al a traditional physical location, at an ATM, on the internet or through a connectex
device, It has 24-hour a day availability and world-class response time. The network incorporates
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multiple layers off prou.chon both for continuity purpases and to address cybet-security challenges.
We engage in multiple efforls to mitigate against such challenges, including regularly testing our
systems to address potential vulnerabilities.

Paiticipation Standards, We establish, apply and enforce standards surrounding participation in the
MasterCard payment system, We grant licenses thal provide issuers and acquirers that meet
speeified criteria with certain righls, including aceess to the network and usage of cards and
payment devices carrying our brands, As a conclition of our licenses, issucrs and acquirers agree to
comply with our standards surrounding participation and brand usage and acceplance. We monitor
areas of risk exposure and enforee our standards to combat fraudulent, illegal and brand-daniaging
activity, Issuers and acquivers are also required 1o repor instances of fraud to us in a timely manner
s0 that we can monitor trends and initiale action when appropriate.

Customer Risk Managemens. We guarantee the selllement of many of 1he transactions belween our
issuers and acquirers to ensure the integrity of our network. We do not, however, guarantee
payments to merchants by their acquirer, or the availability of unspent yprepaid cardholder account
balances. As a guarantor of certain obligations of principal customers, we are exposed o customer
credit risk arising from the potential financial failure of any principal customers of MasterCard,
Maestro and Cirrus, and affiliale debit licensees. Principal customers pmlicipaim directly in
MasterCard programs and are responsible Tor the settlement and other aclivitics of their sponsored
alfiliate customers, To minimise the contingent risk to MasterCard of a lailure of a customer to meet
its seltlement obligations, we monitor the financial health of economic and political operating
environments and compliance with our standards by our customers, We employ various strategies
and processes to mitigate against these risks.

Processing Services :

Transaction Switching — Awhorisation, Clearing aid Setilement. Through the MasterCard Networl,
we enable the routing of a transaction to the issuer for its approval, facilitate the exchange of
financial transaction information between issuers and acquirers after a successiully-conducted
transaction, and help to seitle the tfransaclion by facilitating the exchange of funds between parties
via settlement banks chosen by us and the customer,

Cross-Border and Domestic Processing. The MasterCard Network processes lransactions
throughout the world where the merchant and issuer are located in different countries (cross-border
transactions), providing cardholders with the ability to use, and merchants to accept, MasterCard
cards and other payment devices across multiple countey horders, We also provide domestic (or
intra-countly) Lransaction pracessing seryices to customers in every region of the world, which
allow issuer customers to facilitate payment transactions between cardholders and merchants within
a partieular country. We process approximately hall of all {ransactions using MasterCard-branded
cards, including most cross-border lransactions, We process the majority of MasterCatd-branded
damestic eredil transactions in Australia, but the majority of domeslic debit card transaction aclivity
on our Debit MasterCard produet is processed through the eftpos system (eurrently a networlk off
bilateral links belween Australian banks), One key point of difference between a transaction on a
MasterCard card that is processed by MasterCard and one processed by efipos is that we provide a
setilement guarantee on the MasterCard processed transaction, not those processed by efipos,

| Contextand thie needtoichange.

A brief history of regulatory intervention

The oilgin of the RBA's involvement in card payments regulation was the decision by the
Commorivealth Gavernment in 1997 to implement the recommendations of the Wallis Report,
including empowering the RBA with regulatory oveisight of the payment system. The subsequent
Payment Systems (Regulation) Aci, 1998 established the Payment System Board (PSB) of the
Reserve Bank, with responsibility for payment-system efficiency and stability, Among other thivgs

8
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the Act gives the PSB wide ranging powers, including o designate a payment system, and where a
syslem has been designated, 1o set regulatory standards with respeet to such things as operating
rules, standards for safety and efficiency and, should it be required, arbitrate on disputes paiticularly
in relation (o access, safety, competiliveness and systemic risk, The PSB also has powers to gather
information from a designated scheme. Today, under Section 11(1) of the Payment Sysfems
(Regulation) Act 1998, there are six designated Payment Systems:
o MasterCard (gazelied 12 April 2001);
»  Visa (also 12 April 2001);
o Viga Debit (23 Febroary 2004)";
» the EFTPOS System as described by the Consumer Eleetronie Clearing System (9
September 2004);
the ATM System (10 December 2008); and
the BFTPOS System as operated by Eftpos Payments Australia Limited (12 June 2012).

The PSB's Tirst major study into the sector was conducted jointly with the Australian Competition
atid Consumer Commission (ACCC) and released in Oclober 2000, The study indicated concerns
about market practices in the industry, nolably the setting of scheme interchange fees and a raige of
other malters related to competition and effiviency. thn industry c1ltempts to direetly address the
ACCC’s concerns failed the PSB moved into a process of reform, starting with the eredit card
schemes, Alter a period of consultation; the first package of credit card veforms was anfounced in
August 2002, That package had hree main clements:

» A slrict cost-based standard on interchange lees;

¢ Disallowance of no-sreharging rules; and

s Rules to expand aceess lo the network,

Over the next few years, the reform process added a number of other elements, covering both credit
and debit cards including:
» A bifureation of the honour-all-cards rule to allow metchants to make separate decisions for
credit and debit cards;
a A cap on debil interchange; and
»  Changes o interchange fees in the eftpos system,

Since these first rounds of regulations, theie has been only one notable change ta the PSB's
regulations affecting MasterCard, In 2013, the Standard allowing uncapped surcharges by merchants
was amended to allow schemes 1o introduce a ‘reasonableness’ pricing cap on surcharges. However,
while MasterCard welcomed this well-intentioned move, there has been no govermment regulator
charged with oversight or 1csponsllul||y 1o enforce excessive surcharging, meaning the changes have
nol driven meaningful change in merchant behaviours,

A second change is currently in the works but is reliant on other regulatory bodies to review and
likely amend their existing struciure, The stiggested changes to Access Standards (at its simplest
participation in the MasterCard scheme) highlights the changed environment that we now witness in
Australia. This recent decision by the RBA (March 2014) to vary the Access Regimes underlines a
point we shall retwn to throughout this paper — that the landscape today is very different that which
existed when regulations were introduced. It underlines that the time is right for wholesale chainges
in the regulatory framework of the Ausualian paymients indusiry,

The recent Melbourng Institute of Applied Economic and Social Research “L-payiments and
Feanamic Activily i dustradia® veporl (Melbourne University 2013) examined the quantitative
relationship between various {ypes of e-payments and economic activity in Australia, It found that
each payment type affects GDP dlﬁcunlly with “the use of electronie payments yielding larger
changes {in GDP than cash fransactions™,

4 NB that MasterCard debit products are also regulated I effect through an Undertaking
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Recommendaiion One

Thai the Finaiicial Systems hquiry recommends the goveriment actively sipports cash
displacement with more efficient elecironic fransactions that suppori ecopomic grawih, increase
efficiencies and stimwlate employment by redueing friction, waste and the shedow economy.

Interehange

Arguably, the most eoniroversial regulation from the RBA’s Payments System Board was
interchange regulation. But before we begin 1o analyse the regulatory impact, it is worlhwhile
providing some conlext.

The Value of Interchange

Electronic payments offer a wide range of benefits to all participants in the payments value chain -
consumers and businesses wha use our prodyets to make payments; businesses that accept payments
using our produets; banks which issue and acquire MasterCard transactions; and governments. Like
any valuable service with advanced technology behind it where innovation and development is vital,
it comes at a cost, Businesses pay @ Merchant Service Fee (MSF) to acquirers for acceplance and
seivices.

What is Interchange?

As described earlier, interchange fees share a portion of payment system costs among the issuers
and acquirers who participate in the four-partly payment system. It is a small fee thal reflects the
value merchanils receive from accepting our products, Under Australian regulation, it is capped on
resel at an average of 0.50% for domestic credit card transactions and $0,12 for debit card
transactjons.

It is important to note that MasterCard derives no direct benefit from interchange fees and,
accardingly, there is 1o incentive for MaslerCard to set interchange at high rates which would
negatively impacl merchant acceptance or low rates — which would negatively impact card isstiance,

In fact, the aim of sciting the level of interchange fees at the aptimal Jevel is to ensure that issuers
and acquirers are able to deliver services that optimise the oulput of our payment network and are in
the best futerest of the wider market,

The need for inteichange exists because payment networks stich as MasterCard provide a “joint
service” simultaneously to two different types of users — cardholders wlhio use the praducts and
business who accept them for payments (referred to in payment systems as ‘merchants’). Given the
market for payment services has two distinet types of end users, it is sometimes referved to as a
“lwo-sided markel™, It is imporlant to bear both of these concepts in mind when analysing any
aspect of a payment network’s operation, as they affect both efficiency and profitability.

Setting interchange al the appropriate level for the two types of end users is a complex process.
Theoretically, the entire cost of a payment nelwork could be barne cither by the cardholders or by
the merchants. Bul experience shows that a payment networlk achieves its greatest efficiency and
seale if the end-users share the cost. This shacing is often referred to as “balancing” the networl.
Ultimately, MasterCard’s methodelogy equitably balances the cost of the payment network setvices
between users. MasterCard believes that an inlerchange setting methocology must:

*  ensuré that interchange fees are sel: _
+  independetitly of those who pay or receive them;

10
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= transparently, so it is consistent with legitimate competitive concerns; ane
= objeclively, in order that there is a legitimate basis for each interchiange fee;
* {ake into account all relevant considerations, including:
> the nalure of the parlicular payment stream;
= the interchange fees or corresponding fees or costs of competitive payment systems
(to the extent known by the payment network operator);
= the costs ol the recipients of the interchange fees;
= the levels of cardholder usage and merchant acceptance; and
+  the impacl of interchange fees and other fees on particular categories of users (e,
cardhalders) and acceptors (i.e, merchants);
«  require thal interchange fees are published in a form available to all stakeholders;
«  allow forthe integrity of the process to be verified through an appropriate level of
independent audit and regulatory oversight; and
= creale a level playing field and not disadvantage four-parly payment networks when
compeling with lhree-parly payment networks.

Globally, MaslerCard’s interchange methodology incorporates these principles and is aimed at
pramoting the widespread issuance and acceéplance of MasierCard products, taking inlo account
cosls, competition, issuer and merchant behiaviour, possible fraud losses, the business environmenl,
the repulatory environment, systems implications and other relevant factors, in order to maximise
the value of the MasterCard brand and business for the benefit of its customer banks, merchants and
consumers. Under the fee struciure matrix usually adopted by MasterCard, tratisaction criteria,
product criteta, category criteria, and volume ave all taken into account iii determining the level of
interchange. While MasterCard retains the sole authority to set and change default Interchange rates
{in Australia within the confines of regulated caps), issuing and acquiring financial institutions are
free to ricgotiate individual termis of dealing, incliiding, selting interchange fees bilaterally.
Throughout the world, periodic adjustments are considered to interchange fee rates and these are
generally based on a range of factors ineluding changes in matket conditions, competitive
environment, and/or other factors as outlined above,

In Austealia as a direet result of regulation much of whal is deseribed above is delivered in a way
that cannot maximise the balancing effects of interchange. MasterCard’s ability 1o sel rates in a way
that incentivises innevation, facilitates efficiency and delivers growth is reduced as a result of a
repulatory framework that fails ta acknowledge compelitive forces, This regulatory framework was
implemented at atime when MasterCard was owned and operated in a different way, in a different
enviromnent and with very different competitive landseape, In Australia, interchange régulation has
had the effect of benefiting ane distinet party in the value chain (larze merchants) at the cost of
olhers (consumers and smallef merchants),

Flexible interchange rates are essential

Flexible rates ensure merchants and consumers receive maximum value for electranic payments at
the lowesl cost. Experience shows that when governments attempt to address merchant cost
concerns by reducing interchange, consumers and small businesses (including smaller merchants)
suffer cost increases and reduced benefits,

That said, it is essential that merchant congerns about interchange costs are examined and
appropriately addressed. To this end, MasterCard is commited ta conlinuing this dialogue throtigh
direet engagement with Australian merchants who play a vital role in the system. We balieve this
has actively addressed business concerns while at the same time protected consumers and merchants
from the consequences of arbitrary interchabge restiictions.

The following points pravide an overview of the role of interchange and the importance of avoiding
arbitrary limits.

Merchants veceive enormous benefits from accepting enrds
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These include reducing the significant costs associated with counting, safegnarding and transporting
cash and limiting the losses thal oceur when cash received is lost or stolen, Merchants who accept
cards also receive 1he most important commercial benefit: the ability to aceept cards increases sales.
Studies show that consumers spend more when they use cards and merchants make more money
when they accept cards, This is not surprising since shoppers using cards are not limited to cash on
hand but can access their fiinds on deposil or credit available {rom their banks when they make thejr
purchasing decisions, These increases in spending (in a responsible way with appropriate consumer
protections) are precisely the reason merchants began accepting cards and, with the increasing
numbers of cards in Austialia, these spending increases have become more valuable over time,

The benefits merchants receive are generated primarily by the cavd issuers

Card izsuers incur all of the costs of atteacting cardholders to the network, issuing the cards and
servicing the accounts. Card issuers manage the accounts and extend all of the eredit that enables
consumers to puréhase more fram inerchants than they could if purchases were limited to cash on
hand. Card issuers also Lake most of the risk—the merchant gets paid by the card issuer even if' the
consumer never pays for the transaction,

While card issuers generate the bulle of the benefits merchants enjoy, they do not lave a direet
relationship with the merchant

In the MasterCard system, merchant relationships are handled by a second group of financial
institutions (the acquirers). Acquirers connect merchants to our network but it is the issuers that
cieale (he henefits and take all the risk for the meichants. So the question is; How do issuers receive
fair compensation for providing all of these benefits to merchants without having a direct
relationship with those merchants? The answer is interchange. The acquirer then passes (his
interchange fee on to the merchant as pait of the overall Merchant Service IFee (negotiated between a
merchant and its acquirer).

When interchange is set based on market conditions, everyone benefits

That is because MasterCard sels the rates at levels that maximise the benefits issuers create for
merchants, while keeping fnerchant cosls low enough to maximise the value merchants receive from
aceepting our cards, By ensuring that merchants provide compensation for the value they receive,
we are also able to ensure costs are kept down for consumers. The benefits of our approach can be
seen when compared to other madels. For example, when retailers extend credit themselves (such as
store based credit), the interest rales charged to consumers are almaost always higher than for a
MasterCard credit card because in & retail credit program the consumer pays for all of the benefits
Lhie consumer receives as well as all of the benefits merchants receive. American Express operates a
different model where the bulk of the costs are paid by merchants and, consequently merchants
typically pay significantly more than they do for accepting MasterCard branded cards.

The markel response to American Express is instructive — because it imposes highet costs on
merchants, far fewer merchants aceept Amex cards'” and far fewer consumers have Amex cards in
their wallets, making the overall utility of Amex to consumers and merchants Jower than with
MasterCard, By using interchange lo balance the costs between consuniers and mérchants, we
address both {hie store credit and the Amex problems. In our nelwork, consumers and merchants
receive the benefits of electranic payments at fower costs than they would ineur if foreed to absorb ;
the costs on thele owi. This is a major reason why more constimers hold, and mote mercliants
aceept, our cards than store cards or Ametican Express.

The impact of interchange caps on consumers js frequently discounted

Because interchange is paid by merchants, there is a tendency to view it simply from the merchant
petspeetive, For example, the European Commission has based its view of interchange on its so-
called *merchant indifterence test™ and the limits are designed to ensure merchants are indifferent as
to whethet a consumer pays in cash or by debit or credit card. This test begs the question why the

10 LSN Consultants Inc., {March 2014), ‘The Nilson Report’ Issue 1036, pg's 1,9
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merchants® indifference should trump the consumers® and ignores the very significant consequences
for consumers when interchange levels are set solely 1o achieve merchand indifference.

When the RBA lopked al interchange over a decade ago, they focused too heavily on costs Lo
merchanis. For example, in its “Debit and Credit Card Sehermes in Austialia — A Study of
Interchiange Fees and Access” reporl in Qctaber 2000, the RBA made 249 references to merchants,
but orily 33 references to consumers, Similarly; in its “Reform of Credit Card Schemes in Austealia™
consultalion document in December 2001, the RBA made 626 reforences 1o merchants, but only 123
refercnces to consumers.

Artlificial limitatlions on interchange harm consumeis

When interchange lees are arlificially reduced through government intervention (as they have been
in Austratia) merchants ne lenger pay compensation for the benelits they reeeive Trom issuers. As a
resul, consumers end up paying higher costs and receive fower services and benefits. The
experiences here in Australia, as well as those in Spain and the US bear this out.

o In Australia, after the RBA reduced interchange fees benefiting large merchants (through
lower acceptance costs), cansumers paid the price, paying up 1o 50% mare for their cards.

e In Spain, governmient intervention resulted in a €3.329 billion reduction in interchange aver
the five year petiod betiween 2005-2010. Apain, while merchants received a significant cost
reduction of alinost €2.75 billion during that period, consumers paid the price and had 1o
bear more than a 50% increase in annual fees [or standard Tour-parly paywent cards. The
additional cost ta consumers amounts o €2,350 billion over the five year periad. Other fees
have also been increased, such as {hose charged to consumers for overdrails and delt
claims, Consumers saw their card rewards and promotions reduced in addition to paying
more for these reduced benelits.

o Inthe US, consumers suffered similar consequences when debil interchange was regulated
there. Many no-cost or low-cost bank accounts were eliminated and eonsuttiers now pay
increased fees for basie deposit account services.

Avtificial limits on interchange harm Small and Medivm Enterprises (SMEs)
SMEs feel the eftects of interchange limits in three ways,

First, many SMEs ae cardholders who rely on their credit cards as an important source of eredit to
keep the business running. These cards also simplify the process of purchasing inventory and
supplies by replacing the cumbersome purchase order and cheque writing process traditionally used
for these operations, While this may seem like a relatively modest benefit, it can be extremely
impottant fo small merchants beeause it allows then to focos on the busingss rather than
administrative tasks. Artificial reduetions in interchange have precisely {he same impact on SMEs as
they have on other cardholders — the costs of their cards go up when merchants who aceept cards no
longer pay for the benefits those merchants receive.

Second, many SMEs alsa accept cards. While they may view inlerchange reductions as potentially
beneficial, exporience shows otherwise, For example, tie RBA's most récent PSI Annual Report
(October 2013) showed that, as & result of interchanpge regulation Australian SMEs are more likely
to pay much more (up to ten times more) to aceept card payments than large merchants, Similar
results were found in the US. This is because af the natural disparity in bargaining posilion between
large and small merchants — larger merchants are able to negotiate 1o oblain the full cost reduction
from interchange fee reductions while SMES find that negotiation more difficult. This results in
widening disparily in costs belween large and simall mei'chants, which causes SMEs 1o fall futther
behind in their efforts to compete with larger werchants,

Third, artificial interchange reductions can have an even more painful impact on SME's in the form

of a reduction of credit availability, The flow of interchange enables issuers to take more credit risk
aid extend more credit than is possible when relying eritirely on eardholdeis to compensate for that
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risk. When interchange is arlificially reduced, issuers can be forced to cansiderably reduce risk to
reduce costs in an effort to offset the reduction in interchange revenue, Reduced risk means reduced
credit avaitability which harms SMEs as both cardholders and acceplors of cards, Reduced credit
availabilily means less credit extended to SMES to run their businesses. Given the relatively sluggish
lending to SMEs from othei sources, reductions in credit card lending is particolarly painful.
Reduced credit availability also means that the catdholders who purchase from SMEs will have less
credit available to spend in (heit shops.

Artificial veduetions in interchange impede innovation

When interchange regulation began, the reduction in revenue significantly changed the business case
for issuing payment cards of all types, Just to get back to pre-regulation levels of profitability, card
issucrs needed 1o impose higher foes on cardholders and/or reduce eredit availability and other
services to reduce costs, This has an adverse impact on investment in innovation at precisely the
same time as innovation is increasingly demanded by consumers and merchants alike. For gxample,
as issuers seek 1o offsel interchange reductions, they likely will be in a weaker position to invest in
costly but vital security innovations like the move to EMY cards which was delayed as a resull of
interchange regulation. Ina 2008 CRA Internatianal report on the effects of vegulation in Australia,
they made this precise point:

"“The RBA intended that its inferventions w«m[d reduce the pr ojtlabih(y of issuing four- pqn‘y
cards, and this reduction in prnjuabilﬂynalm ally rechces issners’ incentives {o invest in
new lipes of four-parly: cards, Qur intervievs With the major Australian bonls conf' rmed
these views, Each of the banks in Australia we interviewed told us that the interventions
heve made it more difficult to develop a “busiess case™ for invesiments releted o four-
party cards. Banks cited the infroduction of EMVIChip and PIN and the provision of
prepaid cards to commtercial elients as ex cnples of projects that have been adversely
affected by the RBA's interventions.

While interchange regulation is not the answer;, merchant concerns abont the cosis of
accepting electronie pnyments must be addressed

As electronic payments increasingly replace cash and cheques, merchants understandably ave
focused on the costs of those payments. MasterCard is committed 1o engaging with merchants to
address their concerns and to ensure that interchange rates in our system are set at levels that
maximise the value they receive while controlling their costs. Through conumercial negotiations, we
believe these issuss can be resolved in a way that protects the interests of consumers and merchants
alike withoul the need for repulation.

Laoking at regulation through the eyes of participants
For Australian consumers there have been more negatives than positives as a result of regulation, as
the effective price to cardholders for using their credit cards has increased.

Annual fees have grown; the value of reward programs has been diluted, surcharges on payment
card transactions have been introduced by some merchants (often at rates that are substantially
higler than the MSF's thal ihey ace paying) aud the use of 'blended’ surchacge rates further
compounds this gouging of consumers. And, as described above, there is no evidence that prices
pmd by Auslralians 4t the point of sale have {allen as a result of the reduction in lﬂtblt.h“ll‘l&,b fees.

‘The Peisonal Credit Card Market in Australia: Pricing over the Past Decade” report, written by
Chan et al (2012) found that “over the past decade it has become inereasingly expensive for
cardholders to earn peveard points and other benefits by using theiv cards, while mer chant service
fees have fallen" ",

" ena internatlonal (April 2008] ‘Regufatory fnterventlon In ihe payment card Industey by the fi'es&rve Bank of Austialla’
1 £han, Cheng and Mitchell, Reserva Banle of Austratia (March 2012), “The Personal Credit €ord Market in Austeolin: Pricing over the Past
Decude! litto./fwwverba,qov.eudpulilications/billethad201 2/mar/ 6o/ bi-0312-7.0df
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Howeyer, for large merchants there have been more positives than negatives. With the reduclion in
interchange fees, the MSF's that they pay have fallen and indeed have continued to fall; there is no
evidence that these lower cosls have been passed onto the consumer through lower prices and the
removal of ihe restriclions on surcharging has given some merchants a 'double whammy' of benefits.
They are now allowed to directly charge consumets for using payment cards rather than building
those card acceptance costs into {he prices of their goods and services as they had been prior to the
removal of the 'no-strcharge! rules, But al the same time, the use of 'blended' surcharges, which sees
an average surcharge applied to all types of paymerit cards, no matter what thieir specific cost, has
allowed merchants to gain extra income for every payment card transaction.

As we have indicated above, the shift away from costly and inefficient cash payments across to
electronic paymenis has slowed in Australia, The continued use of cash does not add 1o the polential
efficiency of the financial system, nor does it banefit any legal participants of the payments valug
chain, Speaking at the Institule of International Finance's conference in Sydney, ahead of the G20
meeting in February 2014, Daniel Mmingle, deputy governor of the Sonth African Reserve Bank
claimed that every 1 per cenl increase in payment card usage would increase consumption by 0.06
per cent and GDP by 0.03 per cent, as this would mobilise household savings and hence enhance
productive apportunities.

Recommendation Two

That the Financial Systems iguiry recommends the RBA step back from payment system regulation
and altow payment schemes to determine interchange fees and rides (e.g. surcharging)
independently lo adedress conswiier costs, promole efficiency aud productivity growtly through
delivering an economy less reliant on cash.

Surcharging

Surcharging oceurs when the merchant who accepts a payment by card, adds a charge to a purchase,
partially dependent on the type of card presentéd by the cardholder. Surcharging theoretically allows
merchants {o signal to consumers ihal some payment methods are more expensive for merchants to
accept than others, so that consumers can consider whether to pay by using a less costly method. For
example, according to the RBA's statistics, by the end of 2013, the average MSF charge to
merchants 1o accept MasterCard or Visa was 0.83%; to accepl American Express 1,73% and to
accept Diners Club 2.02%.

Australian consumers have been increasingly concerned with the growing trend by merchants to
levy excessive andfor blended surcharges, This trend is not consistent with the original intent of the
Reserve Bank of Australia (RBA) in allowing surcharging and is clearly detrimental to consumers,

As the RBA has stated, surcharge regulation was intended 1o “iniprove price signals’ 1o

consumets about the relative cost of different payment options. We ave in strong agreement with Lhe
RBA’s observation in 2011" that there has been increasing eviderice to suggest that it is now
becoming more common for merchants to set surcharges at levels higher than the average merchant
fees and that the increasingly widespread nature of this practice has the potential to distort price
signals to consunicrs and thereby undermine the RBA’s stated purpose for permitting surcharging.
There is limited data on the proportion of transactions that are surcharged, with the RBA reporting a
range of 5 per cent overall to up to 44 per cent in the holiday travel industry. Recent MasterCard
data estimates that the cost of stircharges to Austealian canisumers is $800 million annually,

¥ Raserva Bank of Australia {Dacembar 2011} A Variation ta the Sureharging Standards: A Consultation Dacument’

15




Matters relating to credit card interest rates
Submission 2 - Attachment 1

The ability for merchants to give so-called ‘price signals’ by surcharging for some payment methods
but not for others (such as cash and cheques) is a failure of common sense, This arrangement is
based on the assumption that cash transactions are cheaper (han card transactions, and this is clearly
not always the case; A number of independent studies Trom avound ﬂlc globe put both the cost to
merchants and the social costs of a cash transaction at atound 1,3%" of the value of a puruhase (and,
in some cases higher). The cosl of cash to society is even higher, since cash usage results in
additional costs to governments (c.g, for printing and distributing monay and from lost tax reventic)
and to consumers (front loss and theft and the opportunity cost of a loss ol interest income). .

This is why MasterCard, with an average cosl of acceptance significantly lower than many
alternatives, has a ‘no surchacge’ rule in most jurisdictions outside Australia (where our ability 1o
enforce this rule is removed by repulation). We understand the value our products creale for all end
users, including merchants.

The RBA allowed surcharging from 1" January 2003 and this reform was considered to be important
as it impacted on one of the key respensibilities of the PSE, that of “promoting the efficiency of the
payment system®, Since then the prévalence ol surcharging, in Australia has become widespread and
research published by East and Parlners in October 2013" suggested that over one-third of
Australia’s merchants imposed a surcharge on at least one type of payment cards they accept. This
increasing use of surcharging caused the RBA to become concerned that some of the surcharging
practices have developed in d way that distorts the very pricing signals to the consumer that
surcharging was meant {o convey, Some merchanis have seized {lic opporiunity to gouge consumers
by applying surcharges at excessive rates, whilst merchants can also apply a surcharge at a 'blended'
rate, which averages oul all of the different MSI's for all of the card acceptance marques (see below
the current MSF averages). These praclices both distort the market and can cause consumers to
under or over-utilise particular payment cards, which vesults in a less efficient payment system,

The regulatory jowrney in refation to surcharging represents a serjous example of unintended
consequences to end users — in this case consumers. Congumer detrinment as a result of unreasonably
ligh merchant surcharges was so significant that it led to the RBA reopening its consideration of the
surcharging standard that ariginally imposed. Following a period of consultation with the payment
card industry aid other stakeholders, a draft revision of the surcharging standard was released in
December 201 1 and the new standards {ook elfect on 18 March 2013. These allaw the card scheme
rules to limit a merchant surcharge to 'thie reasonable cost of aceeptance', which includes, but is not
limited to, the MSF that the merchant pays to thelr financial institution. These new standards ate
designed to improve price signals consumers face when choosing how to pay. The ¢hanges
thearetically enable all the card schemes (MaslerCard, American Express, Diners Club and Visa) to
limit surcharges and to address cases where merchants are surcharging al a higher level than is
justified. However, precisely how such cases of excessive surchatging can be ‘addressed’ and
enforced is unclear,

MasterCard is particularly keen to see the practise al "blended’ surchatging end, as it has
signiﬁcantly lower MSF's than those of American Express and Diners Club, The increase in blended
surcharging is another unintended consequence of regulation, as when the merchant applies the
same suicharge to all card schemes, the ability to ‘price signal’ to consumers is eliminated and ihere
is no incentive to consumers to use a lower-cost payment card brand, instead of a more expensive
one, or indeed to use another form of payment altogether, With blended surcharges, the merchant is
simply recavering its costs of the higher cast scheme (or in many cases much more than this cost
recovery pricing), while deriving additional revenue from usets of lower-cost payment cards. If the
practice of blended surcharging is allowed to continue and merchants are not Hinited in the amount

" Eg, Mei nsay ah Payments (Movembar 200B] ‘ATMs: Comgplex iveopans In the war or ¢ash’ and Schimledsl, Kostova and Ruttenberg,
(Septembu 2012), Eyrapean Central Bank, ‘The Social and Private Costs of Relal! Payment Instruments: A Evropdan Perspective’
' Eastand Partners (23031 Aanusf Kerchionts Payments Report’
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ihat they can surcharge, then more damage is done to Austealian consumers, who end up paying
incereased surcharges which resull fiom these distorled price signals.

A review of the implementation of the RBA's revised swcharging standards has recently been
carried out by the Commonwealth Consumer Affairs Advisory Council. The submissions to that
review reveal some of the challenges in determining which entity should be responsible for
enforeing the standards. MasterCard (and Visa) are not the appropriate entitics to enforce
inappropriate pricing behaviours of merchants, because as a four party scheme, we have limited or
na direel relationships with merchants. Consequently, these card schemes need to work through
aequiring banks, which have divect relationships with merchants.

Ilowever the submission fiom one of ihehe acquiting banks, the Commonwealth Bank of Australia
(CBA) is telling, The CBA submission'® argued thal acquiring banks should not have any
enforcement role, because they have an interest in maimaining their business relationship with their
customers. Any enforcement carried out by any acquir ing bank, may result in merchants leaving that
bank and then seeking a relationship with another acquirer, who may be less "aclive in enforeement.
The CBA argues ibat the Australian Secuwrilies and Investment Commission (ASIC) is the 'best
candidate for monitoring merchant compliance with the surcharging rules, given ils role in ensur mgz
that financial marlkets are fair and transpavent and supported by informed investors and consumers',

Consumer group Choice has alsa called for the government to step in, and pointed out that “sevic!
{su m'mrgmg] offenders won "t stop slapping on extra charges witil effective monitoring and
enforcement 13 in place”,

Whichever entity takes up the icsponsibility for enforeing ‘reasonable’ surcharges must be
empowered with and have the enforcernent capacity to ensure merchants reduce surcharpes and
'unblend their surcharge rate. MasterCard therefore recommends that there should be a government
repulator with specific powers 1o enforce the 'reasonableness test' for surcharging of card payiments,

In the absence of an obvious and willing enforcer, the issue of the misuse of surcharging by some
merchants could be most elegantly solved by the refurn to the previous pre-2003 situation, where
surcharging was prohibited by most card sehemes, and consumers could have confidence that
advertised prices were also actual prices.

In February 2014, the Chairman of the ACCC raised the issue of online sellers of concert, theatre,
sport and airline tickets who surprise buyers with surcharges at the end of a transaction. The
Chairman indicated ihal "drip puung will be a priority for the ACCC in 2014 and it expects “to take
courl action very soon™. This issue is being driven as the ACCC observes that consumers may see a
'headline' price advertised at the beginning of the booking process, but when they progress fo the
payment phase, they find that additional fees and charges have been added. The ACCC considers
this as potential a breach of laws requiring merchants to show the full price and of laws preventing
'misleading' behaviour, The ACCC has let it be known that it is “putting such merchants on notice
that we will be taking a dim view of this sort of thing™.

A retuin to the situation where surcharging was prehibited by all schemes is both an effeclive way
of stopping this abuse of merchant power and of displaying ‘competitive neuwrality' in the way that
the regulators deal with the various payment schemes,

Recommendation Three
a 1 hal the Financial S)Jsrems Inquiry recommends a Government regulator be chorged

* commoravealth Bank of Australia {l‘ ebruary 2012), Submisslon In response to the RBA's ‘Cansuleation ea a Variation ta the Standorels
Rek:..lng to Surchorglng’
¥ Kollmorgen, laruary 2014, ‘Excessive Surcharges Contlove® bty .cholca.com.an/media-anc-naves kansumer:
newsfnavefcraditeord-suithatpine-opdats aspi
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with responsibility for enforcing or removing swcharging at wneasonably high levels
1o provide clearer pricing signals to consumers between payment schemes; or

¢. The RBA remaove surcharging regulations, to alfow payment schemes to once again
prohibit surcharging.

| Thie need for competitiveé neufrality

Pursuant to the Reserve Bank Act 1959, the RBA's Payment System Board (PSB) has a duly to
ensuire, within the limits of its power that, amongst other things, *the powers...are exercised in a way
that, in the Board's opinion, will best contribute to controlling risk in the financial system, '
promating competition in the market for payment services, consistent with the overall stability of the
financial system”.

Competitive neutrality has been compromised

The RBA's decision to regulate only MasterCard and Visa (and not American Express or Diners
Club in relation to interchange and pricing) has demonstrably changed the competitive landscape in
Australia. American Fxpress in particular has benefited from a substantial increase in share of spend
over the past decade.

"This is despite the vast differential in 1he cost {o merchanis ol accepting American Express and
Diners Club cards. Indeed, as Graph 1" shows, the average MSFs attached to both of these schemes
remains well above those for Visa and MasterCard products prior to regulation.

Average NMerchant Service Fee
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The Funding Australia's Future Project delivered in July 2013 by the Australian Centre for Financial
Studies"” (ACFS) considered the appropriate balance between stability and efficiency within the
Australian financial sector, and how this trade-off has long been a major issue on the regulatory
agenda. The ACFS report concluded that “regulation should not impede compelition and the

12 RBA Yverage Merchant Fees for Debit, Credit ond Charge Cards' Payments Data 2013 fhittpi//www.rha.gov.ou/payments-
system/resowrces/statisticsindex. htmf)

1 pustralian Centre for Financial Studies (2043}, Funding Australia’s Future’
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elficiency of markets”, thal “the regulatory system should also have a brief for neutrality™ and that
“one seclor is notl ravouu,d over another at the expense of compelition forces”.

"This submission argues that theré is not competitive neutrality in the current regulation of the
Australian payment system and that the creation of a level playmg field, where all payment systet
providers are treated equally by Australia’s mgulalmy system, will promote efficiency and
competition in the market for payment services.

Under the Payurent Systeins (Regudation) Act 1998, the RBA “has the power 1o designate payment
systems and sel slandards and access regimes for designated systems™. The first intervention by the
RBA inthie payment system market in Australia in 2001 was to designate the four parly schemes bul
leave the rival (and at that time exclusively (biee parly schemes) American Express and Diners Club
outside regulatory structures,

The PSB's Annual Report for 2013, points out *the shares of the foui parly schemes (MasterCard
and Visa) and the [former] three party schemes (American Bxpress and Diners Club) were largely
unchanged in 201242013, The combined market share of the thice parly schemes remained around
20 per cenl of the value of eredit and charge card spending in 2012/2013", There has been
consicderable growth in the market share of Ametican Express over {he past 10 years (fo preserve
commercial confidentiality the market share of the former three parly schemes is presented together,
however beoause-of the increased activily of American Express in the issuance of credit cards and
the relative lack of activity and new products from Diners Club, it can be reasonably assumed that
ihe vast majority of that 20 per cent market share is held by Ainerican Express).

As previously diseussed in this submission, following the regulatory imerventions which began
laking effect in 2003, there emerged a commercial incentive for American Express to enter into
arrangements with the major Australian banks 1o issue what are known as 'companion’ catds. These
American Express companion cards are provided to bank customters and issued alongside existing
MasterCard credit card products, The higher MSFs which Amerlean Express charges merchants
relative to MaslerCard (see graphic above) incentivises bank issuers to offer thc% companion cards
with a greater reward points for spending when compared o MasterCard product sitting alongside
the Amex product in a wallet,

This fundamental change in American Express's business model in Australia now sces their
business operate as a four party scheme in much the same way as MasterCard.

Through Awmerican Express’s Global Network Services (GNS) division, banks and other institutions
are incentivised lo issue cards under the American Express acceptance marque, and, sometimes, to
acl as merehant acquirers on the American xpress network. The GNS cllvmou has grawn to
represent more than 35 per cent of American Express’s cards globally™. GNS cards are particularly
stronig in the Australian inavket, and yel thus far they have escaped any regulatory scrutiny. The
paradox here is that American Express is olfered preferential reatment by regulalors, despite
charging the existence of a higher MSI than for MasterCavd payments. These Ainerican Express
cards ave then regularly accepted by merchants in cormbination with "blended' surcharge rates (which
inctude the MSF of American Express), driving up costs for consumers, whether they are Anierican
Express or the substantially more cosl effective MasterCard cards. Perversely, this means
MasterCard cardholders effectively cross-subsidise the benefits received by American Express (and
Dinets") cardholders,

This has led 1o a distortion of the market, and it highlights the absence of competitive neutrality in
the payments marketplace, This has alsa been highlighted by the Customer Owned Banking
Association (COBA) paper published in Febriary 20142'. yhich calls for the Financial System

”Amcrlcen Express Company, 12011] 2031 Apawal feport, ;46
Meustamer Ownid Rarking Associzlion (COBA), (2014}, Compebitive Wauteality it the Retall Banking Martet
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Tnquiry to alke action 1o achieve a’level playing field' for all participants in the financial services
system.

An additional example of the current absence of competitive neutrality within the payment system is
the lack of any meaningful regulation by the RBA of new and developing entrants within the
market. Technological developments associated with the 'internet age' have encouraged new entrants
into the payments market, which charge a fee for every transaction they handle,

Far example, PayPal, which has over 5.5 million active accounts, and over 90,000 merchanl pastners
in Australia®, now competes directly against card schemes, in both the online space and also
increasingly al the point of sale. However, unlike MasterCand, it is not restricting from having a ‘no
surcharge’ rule. This means that when MasterCard introduces an innovative new way 1o pay online,
ay il did in 2013 through its MasterPass product, MasterCard’s product is both price and surcharge
regulated, whereas PayPal is regulated on neither of these.

In order to achieve a 'level playing field' in the payment system marketplace and absent a complete
temoval of all regulations, participanis in the payment system must be treated equally. Regulation 1
applying to MasterCard must apply lo American Express and Diners Club, as well as newer entrants
into the payment market.

Reconmenduation Four ‘ |
That the Financial Systems quiry recommends a level playing field be introdiiced, so that aiy
regulation affecting MoasterCard and Visa also apply 1o other providers, inclhuding American
fixpress.

{/Conclusions

Regulatory intervention in the Australian payments sector may have begun with good intentions. I
Bul, put simply, the circumstances surrounding the original interventions no longer exist. In
particular, MasterCard and Visa are now independent public companies, and a substantial part of
American Express now functions as a four party scheme model

“There have bieen unintended, negative consequences for end users of the system. Most notably,
consumers are nat getting accurate price signals about the costs of their choice of paymetit due to a
distorted surcharging model, and small to medium sized businesses are paying more to accept
MasterCard and Visa payments through the regulated interchange model.

Finally, there is an unequal playing field, meaning some market participants (including MasterCard)
are subject 10 a substantial RBA regulatory burden and intervention, whilst others (notably
American Express) are subject to only a partial RBA regulatory burden and intervention.

The FSI represents a unique opportunity 1o remove these wiintended consequences of regulatory
interventions, and to either remiove the burdens for all participants, or allernatively to ensure that
thay apply equally to all participants.

*2 payPal Inc., (2014} ‘PayPal Austraila Fast Facts’ hitps:d s pavpal-medla.comfaulabaut
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