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Rejolinder Submission to the ACCC in support of
Applications for Authorisation of EFTPOS Reforms

EXECUTIVE SUMMARY

This submission is a response to the issues raised in the submissions lodged with the Australian
Competition & Consumer Commission (ACCC) as part of its public inguiry into the applications for
authorisation (Nos A30224 and A30225, submitted on 21 February 2003) (the Application) of a proposal
1o reform the arrangement for setting interchange fees in EFTPOS transactions.

The proposal results from a review of EFTPOS interchange fees conducted in response tc the Joint
Study of October 2000 by the ACCC and the Reserve Bank of Australia (RBA) entitled Debit and Crediit
Card Schemes in Australia - A Study of interchange Fees and Access (foint Siudy).

The proposed conduct is for the Applicant issuers and acquirers to make and give effect to a contract
by which they will multilaterally set interchange fees to apply to any EFTPOS transaction in respect of
which one of them is an Issuer and one of them is an acquirer. The interchange fees will be set at
zero and reviewed after three years. Each Applicant will also use its reasonable endeavours 1o
renegotiate any bilateral EFTPOS agreement it has with a nen-Applicant network participant so as to set
the interchange fee to zero. New entrants are able to become parties to the contract.

As described In the Application, the proposed conduct will resuit in significant public benefits:

. redudng the overall cost of the Australian payments systemn, by decreasing the cost of EFTPOS
for consumers and thereby encouraging the use of EFTPOS;

] introducing greater flexibility over time into the setting of EFTPOS interchange fees, reducing
the inertia that has made thern unresponsive to changes in market circumstances; and

. making entry as a new issuer ar acguirer of EFTPOS transactions easier.
These benefits will be achieved through:

u changes in relative prices;

" making bilateral agreements easier to negotiate; and

= new entrants facing interchange fees that are the same as those that apply to incumbent
Issuers and acquirers.

The ACCC received public submissions responding to the Application from a large number of
interested parties, including major goods and services retailers, petrol retailers, consumer
representatives, community organisations, government ministers and the RBA. Of the parties making
detalled submissions, about half supported the Applications, and half of those again did so without
qualification. Notably, the Application received support from the RBA, the Australian Consumers
Association and the Australian Securities & Investments Commission. Perhaps not surprisingly, all of
the submissions from retailers, and industry bedies representing retailers, opposed the Applications.

The key arguments made against the proposed conduct by the submitters cover:

. The form and level of passthrough of changes in interchande fees to consumers and
merchants.

- This is, indeed, a key Issue. The Application and this Rejoinder submission argue that
retall banking, and card issuing in particular, is effectively competitive. Conseqguently,
under any realistic market structure, a pass-through would take place.

= Potential for the creation and abuse of market power as a consequence of the proposed
conauct.

- No persuasive argument is made that the proposed conduct could enhance the
Applicants” market power, If there were any, or change relative bargaining positions.

. Access to EFTPOS networks by potential entranis.




Rejoinder Submission to the ACCC in support of
Applications for Authorisation of EFTPOS Reforms

- Of itself, the proposed conduct has no implications for access. Access issues are
appropriately handled by Australian Payments Clearing Assodiation Limited (APCA) in the
context of review of the authorisation of the Consumer Electronic Clearing System (CECS)
arrangements, and are in fact already being considered in that forum.

] The absence of @ methodology to justify setting Interchange fees at zero.

- The proposal is a response to the conclusion in the foint Study that it could not see a
continued need for an interchange fee in the debit card network.

Whether authorisation of the proposed conduct would give the Applicants a free hand to set a
nonzero imerchange fee in the future. '

- Any future proposal to re-establish an interchange fee (positive or negative) would
require authorisation by the ACCC.

] The form and Independence of proposed review processes.

- The ACCC could re-open the authorisation if there were a material change of
circumstances. Any attempt to formalise and co-ordinate the responses of acquirers or
issuers (or merchants) would, however, chill competition and, in any case, be impractical.

- The possible loss of fncentlves to invest in maintenance of, or Improvements in, the FFTPOS
nemwork.

- The importance of incentives is recognised in the proposal for review. However, as long
as the EFTPOS system continues to provide benefits to participants, investment can be
expected to take place.

Whether price increases due to the conauct are in the public irterest.

- Price 'ncreases, tiny as they are, would be more than offset by price decreases due 10
concurrent credit card reforms and reduced costs of the overall payments system.
Nevertheless, they are part of the mechanism for changing relative prices that brings
about the public benefits of the proposed conduct.

Each of these issues is addressed in this submission. In many cases the concerns reflect
misconceptions about the likely extent of authorisation and the ongoing powers the ACCC will have
over the Applicants’ proposed conduct. In other cases, the arguments misrepresent the degree of
market power held by the Applicants, or by financial institutions as a whole.

Where the submitters qualify their support for the proposed conduct, these qualifications are generally
fimited to a call for either independent oversight and review of the consequences of the conduct or
for guarantees of particular market outcomes.

The Applicants contend that none of the arguments made against the Applications undermines the
case made in the Application for the net public benefits expected to follow from the proposed
conduct. Moreover, it is expected that those net benefits will emerge without the need for external
oversight or any other form of intervention, beyond the residual powers automatically available to the
ACCC if authorisation is granted.
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1. INTRODUCTION

This submission is a response to the Issues raised in the submissions lodged with the Australian
Competition & Consumer Commission {ACCC) as part of its public inguiry Into the applications for
authorisation (Nos A30224 and A30225, submitted on 21 February 2003) (the Application) of a proposal
to reform the arrangement for setting Interchange fees in EFTPOS transactions.

The ACCC requested submissions from interested parties In its media release of 25 February 2003
announcing receipt of the applications, with an initial due date of 21 March. An extension of the
deadiine for general submissions until 28 March was subsequently granted to some interested parties.
Public responses were eventually received from 34 parties, of which around 23 addressed detailed
comments on at least one aspect of the proposed conduct. Of these, about half supported the
Applications, and half of those again did so without qualification. The submitters include major goods
and services retailers, petrol retallers, consumer representatives, community organisations,
government ministers and the Reserve Bank of Australia (RBA).

The ACCC also requested additional information from the Applicants individually, primarily regarding
the extent and detail of thelr involvement in the EFTPOS market and Intended responses to the
changes to EFTPOS interchange fees in the proposed conduct. That information was provided to the
ACCC by the Applicants individually, and generally under a request for confidentiality.

This submission is organised into two main sections. Section 2 outlines each of the key issues raised
in the respondent submissions to the ACCC, together with the Applicants” comments. Section 3
responds to each of the points made n the critique of the Application contained in the report, 7he
EFTPOS Network: Interchange Fees and Access, commissioned from ACIL Tasman by Coles Myer
Limited and included as a schedule to Its submission. That report warrants a separate response
because 1t is the only comprehensive attempt to critically assess the Applicants’ submission, and
because it contains virtually all of the substantive points made in submissions opposing the
Application.

Should the ACCC require further information about the proposed arrangements or this submission
please contact:

Roger Featherston / Genevieve McMahon

Mallesons Stephen Jaques

Level 60, Governor Phillip Tower

1 Farrer Place

SYDNEY NSW 2000

Telephone (61 2) 9296 2000

Fax (61 2) 9296 3999

Email:  roger featherston@mallesons.com
genevieve.mcmahon@mallesons.com




Rejoinder Submission to the ACCC in support of
Applications for Autharisation of EFTPOS Reforms

2. KEY ISSUES

The key concerns expressed In the submissions involve:

- the form and level of passthrough of changes in Interchange fees to consumers and
merchants;

. potential for the creation and abuse of market power;
u access to EFTPOS networks by potential entrants;
. the absence of a methodology for setting interchange fees at zero;

. whether authorisation of the proposed conduct would give the Applicants a free hand to set a
non-zero interchange fee in the future;

. the form and independence of proposed review processes;

" the possible loss of incentives to invest in maintenance of or improvements in the quality of the
network; and

] whether price increases due to the conduct are in the public interest.

Each of these main issues (recognising that the arguments were repeated, with minor varlations, in
many of the respondent submissions) Is addressed here in turn.

2.1 PASS-THROUGH OF CHANGES IN INTERCHANGE FEES

A primary source of the net public benefits from the proposed conduct arises from effects in the end-
user markets for retall and commerdal banking services and for retail goods and services generally.
Applicants will individually react to the proposed conduct in ways that, taken together, will likely have
an influence over some of the market outcomes. Nevertheless, the public benefits also rely on the
outcomes in other markets in which the Applicants are not participants and over which they have no
direct influence. The effects arising from the proposed conduct are driven by competitive forces in
the affected end-user markets and the outcomes in those markets are almost completely out of the
control of the Applicants, both individually and collectively.

it is expected that, compared with other means of payment, the cost to consumers of using EFTPOS
will be reduced by the proposed conduct, leading to greater use of EFTPCS and increased efficiency of
the payments system as a whole. This effect relies upon botf pass-through by issuers of lower
Interchange fees into lower costs to cardholders of using EFTPOS and the absence of a fully
countervailing increase In the cost of using EFTPOS at points of sale.

2177 Pass-through to cardholders

Many of the submitters argued that there is no guarantee that savings to issuers will be passed on to
cardholders and that consumers will not recelve appropriate relative price signals as a consequence.
Certain submissions argue that an authorisation should only be given by the ACCC if there is a form of
condition attaching to the authorisation, or undertakings given by each of the individual Applicants,
that savings will be passed on to cardholders.

The Australian Consumers Association (ACA) probably sums up the concerns of the majority of
submitters raising this issue. It stated that ensuring consumers receive clearer pricing signals will
require the fuff transmission of savings from the removal of the interchange fee. Absent any
compuision, the ACA is not confident that there is sufficient competition to ensure banks will pass on
expected cost savings from the interchange fee removal to their customers, leading to an undesirable
outcome on price signals. Accordingly, the ACA recommend that a process of prices oversight must
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be a condition of the authorisation?!. Other submitters, Including the Consumer Credit Legal Service
(WA) Inc (CCLSWA)? endorsed a similar form of oversight.

Other submitters, including the Australian Institute of Petroleum (AIPP and Caltex* likewise query
whether effective competitive forces in retall banking are actually sufficient to actually lead to cost
reductions being passed on to cardholders elther in lower fees or enhanced services. The Applicants
maintain that competition /s sufficient to so reduce costs.

Certain parties’ also claim that lower charges for debit card transactions over thelr fee-free allowance
would not benefit most users, who rarely exceed their fee-free threshold and do not pay for EFTPOS
fees today. The Applicants believe that this is an oversimplified definition of benefits. in particular,
this point ignores the fact that financial institutions which attempt to pass on lower issuer costs in ways
that did not benefit existing or prospective cardholders would not gain any competitive advantage.

Significantly, support for the Applicants’ submission on this issue is provided by the Australian
Securities & Investments Commission (ASIC) and the RBAS. ASIC accepts that the proposal to reduce
EFTPOS interchange fees to zero should result in real savings for consumers and has the potential to
encourage consumers to use lower cost payment mechanisms. ASIC recognises that these benefits
are dependent upon consumers recelving reduced EFTPOS banking fees, and claims that any
authorisation should bolster the chances of such fee reduction being passed on to consumers.

There are two important dimensions to the submitters” concerns about the level of interchange pass-
through to consumers. The first is whether the proposed conduct creates market power that is
expioited by finandial institutions, presernving some of the saving In issuing costs as profits. This point
Is addressed more generally in Section 2.2 below. The second dimension is whether consumers will
actually receive an appropriate price signal {lower costs of using EFTPQS) as a result of the change in
interchange fees.

The first point to note about the price signals consumers are likely to face is that, as suggested in the
Application (Section 5.2.2), the change in interchange fees will not always necessarily be passed
through in an easlly observable manner. It is anticipated that the reduced costs of providing debit
card facilities associated with zero interchange fees will be passed on in some form - such as in lower
retall banking fees paid by cardholders and/or through enhanced services and/or higher transaction
account deposit interest rates. However, the fee and charge structures of financial institutions” varicus
transaction accounts are too complex, and too tightly intertwined with the fees and returns on cther
financial services, to necessarily expect a simple passthrough of “x” cents per transaction frcm
interchange fees directly to transaction charges. It is unlikely that such a change would be observed
even if the retail banking market was perfectly competitive?, instead of effectively competitive (as
discussed in the Application at Section 5.1.2).

1 ACA submission, pages 1 and 3. Cltations here to submissions are those made In response to the Application and
listed on the ACCC website: http://www.accc.gov.auw/adjudication/currauth_docs/nz_bank_sub/subs.html.

2 CCLSWA submission, page 3.

3 AIP submission, Section 4.2.

4 Caltex submission, page 12.

5 Caltex submission, page 4, and the Australian Retallers’ Association (ARA) submission, page 12.

5 ASIC submission, page 1; RBA submission, page 2.

7 The economies of scale and scope that drive the structure of retail bank charges make it difficult to imagine that the

industry could be perfectly competitive in a textbook fashion. Indeed, product differentiation is inconsistent with
perfect competition, but Is a classic route by which the process of competition is played out. Nevertheless, even if
the other conditions - such as the presence of large numbers of similarly sized firms with identical cost functions -

(W]
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The key step In the argument for net public benefits is that cardholders face lower charges for
marginal debit card transactions, not that those charges are necessarily lower by the amount of the
change in interchange fees. |If this Is the case, and provided that no social deadweight costs are
created by the change {as might be the case if some abuse of market power could be demonstrated),
then the public benefit of reduced cost and increased use of EFTPOS will be realised. Even if some of
the reduction in issuers’ costs is passed on in other ways (or even retained as Increased profits),
consumers will have an increased incentive to use EFTPOS aver other means of payment.

Although there s scepticism In some quarters about the level of competition in retail banking, there is
a real issue of what should be the starting point in reaching a view on this matter. It should not be
enough simply to assert that retail banking - or more correctly, card issuing - is uncompetitive. It is
not normal practice, nor is it defensible, to take the view that all markets are uncompetitive unless
shown 1o be otherwise. Rather, it should be assumed that in the absence of extreme concentration or
conditions for tacit collusion, workable competition is the norm.

Debit card issuing in Australla has many players. The four major commercial banks compete
vigorously In debit card Issuing and also face numerous smaller competitors. It is not surprising that
competition in debit card issuing should be strong, for card Issuing Is a prime vehicle for gaining retail
customers for any finandial institution, with the promise of revenue generation across a wide range of
services. An examination of products offered, even among only the four major banks, shows that they
are far from uniform, and there is also great differentiation in the products of other card issuers.

It is important to recognise that financial Institutions compete for retail customers by providing a suite
of services comprising borrowing, lending, etc, using a range of payment methods and access to
services such as cheque writing, debit and credit cards, Internet banking, etc and bundliing these
services together in packages designed to appeal to various customer classes, demographics, etc. The
charging for these services varies widely, with some institutions focussing on transactions charges
while others (such as credit unions) compete by minimising transactions charges altogether, except
perhaps for some higher-cost services such as over-the-counter withdrawals.

while this may, admittedly, make it difficult for direct comparisons to be made between the pricing of
different offerings, it is nevertheless indicative of healthy competition. Consumers certainly have a
wide variety of bundled services to choose from and no shortage of Institutions seeking to
demonstrate that their package is superior.

As noted by the 1997 Wallis Inquiry into the Financial System:

... the move by deposit taking institutions towards more explict pricing of fransaction
senvices has increased customer value awareness. Custorners are increasingly paving
transaction fees which more closely reflect the underiving cost of providing the services,
and are fkely fo alfer thelr transaction behaviour accoraingly by switching to cheaper,
electronic methods of transacting. ...

Final Report of the Financlal Systermn Inguiry, page 87.

This increased reliance on explicit pricing of transaction charges by finandal institutions has continued
since the Wallis Inquiry and so too, most likely, has the heightened consumer awareness it refers to.
Consumers are likely to be aware of charges for EFTPOS, amongst other services, when choosing
between different types of transaction accounts and also when choosing who they do their banking
with. Issuers that did not closely target the pass-through of cost savings In EFTPOS interchange fees to
debit cardholders would most likely soon find themselves at a competitive disadvantage. The result
would not be tniform or universal but overall the price of EFTPOS transaction fees would drop.

applied, It is still unlikely that all firms would pass on changes In interchange fees directly into transaction charges in
the same way.




Rejoinder Submission to the ACCC in support of
Applications for Authorlsation of EFTPOS Reforms

It is useful to note also that the RBA monitors, in annual surveys, the extent to which finandal
institutions have substituted explicit transaction charges for reduced interest rate margins®. These
surveys have consistently found that, afthough transaction fee income has grown steadily at rates
above 10 per cent per annum since the surveys commenced in 1897, the ratio of this income to banks’
domestic assets has remained relatively steady. Moreaver, the Increase in fee income has offset anly
a small part of the reduction In banks’ Interest rate margins over the last decade. This suggests both
that the overall rate of transaction fees has not Increased and that banks have not been able 1o use
the shift to explicit transaction charging as a means of increasing profits. These are signs of healthy
competition In the relevant banking sectors.

212 Pass-throudh to merchants

As noted, the expectation of net public benefits through lower costs to consumers of using EFTPOS
also relies on there being no fully countervailing increase in the charges levied at points of sale. This
is despite the expectation that competition will allow acquirers to offset the loss of interchange fee
revenue with increases in merchant service charges. The Application argued (at Section 5.2.4) that
past experience suggests that merchants will not widely surcharge for the use of EFTPOS, and that
increases in merchant service charges wili be passed on in (insignificantly} higher average prices®.
There will be no net increased costs to merchants as a result of the reforms and no reason 1o expect a
substantial decrease in the level of acceptance of EFTPOS payment.

Various submitters'® voiced objections to the Application on the basis that if banks suffer any revenue
reduction from the proposals, fees to merchants for their EFTPOS facilities will inevitably rise (and then
be passed on to consumer In increased retail prices). There is some speculation that this recovery may
be unrelated to the cost of providing such a service. ASIC raises the possibility of consumer backlash
against the proposal, particularly if merchant fees increase.

These views fail 1o address the wider effects of the EFTPQS reforms and the need to assess net public
benefits, allowing for potential sectoral losses. It also ignores the avenues cpen tc merchants to
recover industry-wide increases in costs. The argumenits are generally consistent with the case made
in the Application, but ignore the benefit of a more efficient payments system. The Applicants
contend that the cost of the payments system 1s ultimately borne by consumers, but argue that
consumers will then enjoy the benefits of a more effident allocation of transactions across alternative
means of payment.

As with cardholder transaction fees, the exact responses of financial institutions to lost interchanoe fee
revenue will depend on competitive forces and individual institutions” dedsions based on the
structure of their costs and merchant service charges. Nevertheless, in the absence of strong
evidence to the contrary, It can be expected that effective competition in commercial banking will not
only limit aggregate increases in merchant service charges to the loss of interchange revenue, but also
ensure that there is no unwarranted redistribution of the costs of acquiring between classes of
merchants in the process.

8 The results of the latest survey of bank fees are reported in the April 2003 edition of the Resene Bank of Australia
Bulletin (http://www.rba.gov.au/PublicationsAndResearch/Bulletin/bu_apr03/bu_0403_1.pdf} at page 1.

8 It needs to be remembered at all times that the discussion of a passthrough of increases In merchant senvice charges
to higher retall prices assumes all other things being equal. But in fact pressures for lower retail prices will be greater
through credit card reforms and through the improved efficlency of the overall payments system that the proposed
conduct will bring about.

10 Austrafian eCommerce Network submisslon, page 1; Post Office Agents Association Limited (POAAL) subrnission,
page 1; McDonaid's Australia Limited submission, page 1.

" ASIC submission, page 2.
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Another, perhaps more realistic, view on this subject was that retallers are unlikely to surcharge extra
costs. Some submissions argue that, in the absence of surcharges, there will be little or no direct price
signals to consumers at the point of sale'™. This daim ignores the potential for surcharges to offset the
impact of the interchange reforms on the direct bank charges to consumers for using EFTPQS and
hence to diminish the incentive 1o increase use of EFTPOS over other means of payment. The
absence of price signals to consumers at the point of sale therefore is an impaortant part of the
generation of net benefits through improved efficiency of the payments system.

ASIC maintains that adequate disclosure about the new system Is essential, including detalls on
merchants surcharging the issuer’s fee and the implications of reform. It suggests that all parties to
the EFTPOS systern should provide their cardholders with a clear explanation of the rationale of the
reforms®. The Applicants discount the likelihood of increased retail surcharging for use of EFTPOS, but
agree that commercially appropriate disclosure (in addition to the disclosure regulatory regimes
already governing the Applicants’ conduct) and information campaigns may be useful and appropriate
to help smooth the adjustment to new levels of cardholder fees and merchant service charges.

2.2 CONDLICT AS CATALYST FOR ABUSE OF MARKET POWER

Moast of the submitters do not contest that acquirers wilt attempt to recoup the loss of interchange fee
revenue through higher merchant service charges, but are concerned that the proposed conduct will
be a catalyst for exploitation by finandial institutions of particular groups of retail and commercial
customers (as well as of these customers generally). This ignores two issues: first, the fact that at all
times the behaviour of finandial institutions remains under the purview of Part IV of the 7rade Practices
Act and, secondly, the competitive pressures to hold increases in merchant service charges to a
minimum. In some cases the concern lies less with the potential for anti-competitive conduct by
financial institutions and more with the possibllity that retailers will use the EFTPOS reforms as an
excuse to introduce surcharges that recover more than the actual merchant service charges.

Particular concern is expressed that although It may be an “absolute”* that merchants will face higher
costs, merchants with market power (most particularly supermarket chains, ofl companies and others),
will impose surcharges to ensure that they do not face increased costs or that costs otherwise likely to
be imposed upon them will be able to be shifted. The argument from submitters raising this issue
runs that such increases In merchant fees would impact disproportionately on small business without
market power to negaotiate lower rates with their acquirers.

These arguments fail to distinguish existing differences between the acguiring services provided to
small retailers compared with thelr larger competitors (particularly the Investments made by targer
retailers in their own EFTPOS fadilities) and the reliance of small retailers on facilities supplied by their
acquiring financial institutions. These differences in services explain some of the differences in
merchant service charges. They are also the reason changes in costs will most likely be borne
differently across merchants.

There is no reason to expect that the proposed conduct will lead to any change in the bargaining
power of financial institutions vis-avis retailers. The degree to which acquirers are able to recoup lost
interchange fee revenues (through higher merchant service charges) will depend on competitive
conditions, and there is no reason to expect that Increases in merchant service charges will fafl
disproportionately on particular dasses of merchants.

AIP submission, Section 4.3,
13 ASIC submission, page 2.
14 Mator Trades Association of Austrafia (MTAA) submission, page 1.

15 MTAA ibid.; MasterCard International submission, page 3; NARGA submission, page ii.
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Similarly, no submission has demonstrated - or even clearly argued - that the proposed conduct will
increase the market power of any of the Applicants, and there is no reason to believe that it will. This
reinforces, and is reinforced by, the case made above about the strength of effective competition and
the reasonable expectation that reduced issuer costs will be passed through to cardholders in one
form or ancther. Unless there is some sort of anti-competitive opportunity created by the proposal -
and none has been identified, nor is anticipated - no new Issue is raised by the submissions referred
to above, beyond what has already been addressed in this Rejoinder {including in the later section
dealing spedcifically with ACIL Tasman’s arguments). Merchants will be no worse off {in aggregate or in
any particular segment of the retail or commercial customer markets). The result of renegotiation of
agreements between acquirers and merchants will naturally depend on relative bargaining power but,
again, nothing in this regard is changed by the proposed conduct.

It needs to be stressed that the proposed conduct is part of a package of payments system reforms.
The RBA submission puts the loss of interchange fee revenue recouped from merchants by acquirers
in the broader context of the reduction in matching service fees from the concomitant reforms to
credit card schemes®. The credit card reforms are expected to reduce credit card interchange fee
amounts pald by acquirers by around $350 million per year, as opposed to the loss of interchange fee
revenue received by acquirers under the EFTPOS reforms of about $150 million per year. Merchants
will now be significant direct benefidaries of debit and credit card reform, taken together, in terms of
the net cost incurred in accepting debit and credit cards. Merchants will also see their costs reduced
over time as a result of changes to price signals that provide consumers with greater incentives to use
lower cost payment methods.

Again, key submitters?” provide support for the Applicants on these issues: the RBA argues that
competition will ensure that the lower costs incurred by merchants will pass through to consumers in
the general level of prices and, similarly, the ACA argues that the impact of the reforms on merchants
must be set agalnst the much higher anticipated savings from the reforms to credit card interchange.

The Australian Bankers” Association (ABA) expresses the belief that there is a strong finandal incentive
for Australia’s merchants, particularly large retailers, to strongly oppose the concurrent introduction of
EFTPOS and credit card reforms, as every day that EFTPOS reform lags credit card reform will represent
a substantial benefit to merchants because they will get the savings frem lower credit card
Interchange without the partial off-set of potentially higher EFTPOS charges. This advantage will be
greatest for the large retailers.

As with the credit card reforms, there will unaveidably be some scope for confusion and uncertainty
about the EFTPOS changes. The best protection against this is the use of publicity in the form of
disclosure requirements and information campaigns. Censumers, in particular, should be encouraged
to shop around and seek out the best possible deals.

2.3 ACCESS I1SSUES
The Application conduded (Section 5.4.1) that:

The likely effects of the proposed arrangements are unknown at this stage, but they are
unfikely to increase, and are more fikely to reduce, the barrlers to direct entry into the
debit card system as the adoption of multilaterally set fees will fikely narrow the scope,
and therefore the cost of bilateral negotfations. This condusion applies equally to
potential direct entry by inandal institutions and merchant principals.

18 RBA submisslon, page 3.
7 RBA /bid.; ACA ap. cit, page 2.
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Some of the submitters (specifically the large general goods and petrol retaiters)® have argued that
access to the EFTPOS network is an integral part of interchange fee reform. They continue to argue
that this should be addressed as part of the proposed reform package rather than, as was suggested
n the Application and is now in progress, for the Australian Payments Clearing Association Limited
{APCA) 1o address this issue as part of its upcoming application for renewal of the Consumer Electronic
Clearing System (CECS) authorlsation™. Many of the issues raised in relation to access are unrelated to
the proposed conduct.

The RBAZ agrees with the Applicants’ argument that eliminating bilateral interchange fees should
facilitate access of new entrants to the EFTPOS network, since they will no longer need to negotiate
interchange fees as a condition of entry. At the same time, however, the RBA suggests that without
interchange fee revenues some incumbents may have less financial incentive to establish interchange
links with potential new entrants?!. The RBA supports the Applicants’ approach that access issues
should be dealt with in the context of reauthorisation of the APCA CECS regulations and procedures. It
is highly desirable that the interchange fee reform proceed at the same time as the credit card
reforms. This would not be possible if It were to be tled into broader questions of access. The calls for
access reform in many cases amount to arguments that the EFTPOS system should be redesigned as a
debit scheme, which would be a very major change. In any case, since the proposed conduct does
not of itself impede access, but rather factlitates it, there is no case for requiring interchange fees and
access issues to be linked.

It is also relevant that the proposed conduct is conduct only involving the Applicants. Consideration of
wider access issues is far more complicated. The appropriate forum for this process is APCA, which,
the Applicants understand, has already commenced a detailed examination of access and related
issues.

24 ABSENCE OF INTERCHANGE SETTING METHODOLOGY

The multilateral adoption of a zero interchange fee by the Applicants should be seen as a practical
means of implementing the position implied In the foinf Study conclusion that:

Application of formal interchange methodolodies does not provide a convincing case for
a debit card Interchange fee in elther direction. The study does not see a continued
need for an Interchange fee In the debit card network.

Joint Studly, page 71.

Certain submitters?, believe that a methodology must be employed to justify the zero rate and the
absence of such methodology may impact on how a review of interchange fees will be undertaken, or
on a move to a non-zero interchange fee. As the conclusion reached by the joint Stuayindicates, and
as further discussed below in the response 1o ACIL Tasman, there is no methodclogy that can provide

1% For example, AIP op. ¢/t at section 5. See also MoneySwitch submission, page 2; ARA op. dit., pages 16-18; NARGA
op. it page 3; Caltex, op. ¢/t page 13; Woolworths submission, page 16.

% Australian Competition & Consumer Commission, Determination of Applications for Authorisation by the Australian
Payments Clearing Association Limited in refation to its proposed Regulations and FProcedures for the Consumer
Electronic Clearing Systern, 16 August 2000, http://www,accc.gov.au/adjudication/Docs/A90620.pdf.

Y RBA, op. cit, pagde 4.

2 The Applicants note that other means exist, outside interchange fees, for new entrants to provide Incumbents with
such incentives.

2 MasterCard op. cit, pade 1; Caltex, op. cit., page 13.
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an ungualified estimate of the “right” level of Interchange fee. The RBAZ accepts that the
multilaterally set zerc has economic conseguences identical to the elimination of the fees.

Setting the EFTPOS interchange fee at zero effectively removes the interchange fee, and the
Applicants recognise that the zero rate may not necessarlly be the most effident. If at some future
time it was proposed to re-establish a non-zero interchange fee - which would require authorisation
by the ACCC - a methodology for determining such a fee may well be appropriate.

It is also important to note, by way of comparison, that the existing interchange fees are also absent
any methodology and have never been reviewed.

2.5 FREE HAND TO MULTILATERALLY SET NON-ZERO INTERCHANGE FEES

As noted in Section 2.4 above, setting the EFTPOS interchange fee at zero effectively removes the fee
from bilateral network agreements, but does not necessarily mean the zero rate Is the most efficient.
The proposed conduct therefore makes provision for review that could lead to a proposal for non-zero
fees if drcumstances warrant.

As mentioned above, some submitters? have concerns about transparency, and the existence of a
review process which permits the Applicants to revisit EFTPOS interchange fees in the future with no
methodology In place. For example, CML claims that:

Any alleged public benefit derived from zero interchange fees will be cancelled if the
partles have the discretion to fix Interchange fees at any rate they consider appropriare,
under the protection of an authorlsed agreement.

CML submission, page 30

These claims suggest a significant misunderstanding by those submitters of the freedoms granted to
parties by the ACCC under an authorisation. The Applicants would have no such discretion.

No authorisation Is sought to grant the Applicants carte blanche to set interchange fee rates. The
Applications clearly identify the proposed conduct as the setting of zero rates of interchange. If the
Applicants wanted at some later stage to introduce a non-zero interchange fee, authorisation would
again need to be sought under the Trade Practices Act, and the ACCC would almost certainly require a
methodology and estimates to support any move away from zero. This point is understood in the
submissions of the RBA and the CCLSWAZ.

2.6 INDEPENDENT QVERSIGHT AND REVIEW

Some of the submitters have argued the need for an independent body overseeing a regime
providing for prudential regulation and supervision of EFTPOS participants, and to monitor and review
the impact of interchange fee reform. They also argue a firm methodology should be set for any
future amendments to the zero interchange fee.

Various suggestions are made by submitters® as to the Identity of an appropriate body, including the
RBA and the Australian Prudential Regulation Authority (APRA). The submitters do not, however,
demonstrate how the proposed conduct would lead to increased financial risk in the EFTPOS system
warranting such prudential supervision (in any event, a matter for the legislature, rather than the

2 RBA, op. cit, page 3.
A Caltex, op. cit, page 13; CCLSWA, op. cit, page 5.
2% RBA, op. cit., page 3: CCLSWA, op. cit, page 5.

Y MasterCard, op. cit, page 2; ACA, op. dit, page 3; CCLSWA, op. cit, page 2; ARA, op. cit, page 15; Caltex, op. dit,
page 4.
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ACCC). The existing CECS authorisatlon covers EFTPOS settlement issues and there is no persuasive
case made for the introduction of prudential regulation of the conduct in gquestion.

Calls are alsc made for independent monitoring of merchant pricing and direct consumer charges
during the initial authorisation period, with regular reporting to the public and the ACCC as a means of
reviewing the impact of the reforms and promoting transparency and public confidence. These calls
appear to emerge as a result of concern that review processes will be in the hands of the Applicants
who will be neither independent nor representative. These arguments are based on the presumption
that banking markets are insufficiently competitive to ensure that the changes in interchange fees are
passed on in efficient forms and levels. This Issue has already been addressed in the discussion
above.

The Applicants expect that the net benefits of reform will emerge without the need for external
oversight or any other form of intervention beyond the residual powers automatically available to the
ACCC if authorisation Is granted. In any event, the ACCC Is able to revoke authorisations if there has
been a material change in drcumstances, so there will always be an avenue for external review if a
case can be made that the proposed conduct has led to unforseen or larger than expected
consequences. Moreover, there are other regulatory or statutory avenues which could be pursued if
the proposed conduct did not dellver Its expected outcomes.

Because there are a variety of approaches taken by EFTPOS card Issuers In applying transaction fees to
customer accounts, being prescriptive on this issue Is entirely impractical. The wide variety of
transaction products on the market means it would be extremely difficult to develop a one-size-fits-alt
approach to passing on potential EFTPOS savings. Similarly, it would be exceptionally difficult to prove
(or disprove) after the event that changes In issuers’ costs had not been passed through to
cardholders in one form or another. It might be possible to undertake comparisons of aggregate
issuing costs and revenues, along the lines of the Jfoint Study, but this could not demonstrate that
savings had not been passed on In other ways closely related to the use of EFTPOS services.

As mentioned in Section 2.1.1 above, the RBA already surveys financial institutions” transaction fees
and charges annually and there has been no evidence that banks have exerdsed any market power in
the setting of transactions fees. Indeed, the evidence shows the opposite Is true, with no significant
increase in the aggregate rate of transaction fees and competitive pressure on assodiated interest rate
margins.

indeed, attempts to force issuers’ cost reductions to be passed on in an observable quantum are fikely
to result in a choking of competition. Differentiated conduct would be hindered and the result would
be all issuers moving in lock-step rather than seeking ways to gain market share from their competitors
by providing more attractive price-service packages.

As previously noted in Section 2.2, however, there will unavoidably be some initial scope for confusion
and uncertainty about the effect of EFTPOS changes. The best protection against this is the use of
publicity in the form of Information campaighs and existing disclosure requirements, rather than
prescriptive or intrusive regulatory oversight.

2.7 INVESTMENT INCENTIVES

Some submissions claim that the Applications do not address how incentives to Invest, (including
ongoing operational and maintenance costs necessary to maintain a "world dass” system) will be
maintained in the absence of interchange revenue to acquirers. They caim, perhaps not surprisingly,
that the major current sources of investment are the large merchants?. Some go so far as to write a

7 AIP, op. cit, Sections 3.4 and 4.3; ARA, op. ¢it, page 10; McDonald's Australia Limited submission, page 1.
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“doomsday list” of potential effects, incduding suggestions that the EFTPOS infrastructure is likely to
degrade, public confidence to be threatened and fraud costs to increase®.

importantly, however, the RBA states that there is no evidence that EFTPOS interchange fee revenue
(at rates largely set In the early 1990s) continues to be required by merchants to recoup the costs of
their inftial investments or any subsequent upgrades®. If EFTPOS interchange fee revenues are
eliminated, investment decisions by merchants would be determined by normal market mechanisms.
Merchants would continue to invest in EFTPOS facilities if they perceive direct benefits in doing so.
The RBA also suggests that those merchants are free to charge customers directly for cash-out facilities
if providing the service did not reduce their cash handling costs. Direct charding in these
circumstances would provide a more effident and transparent set of price signals than current
interchange fee arrangements, and would be consistent with proposals In relation to foreign ATM
transactions.

The ACA also believes that the costs of developing and growing the EFTPOS system, Justifying
continued impaosition of a fee to issuers, has long since been recovered. The ACA are of the view that
the widespread acceptance of EFTPOS by both merchants and consumers is sufficient incentive for its
continued promotion®. The ACA also notes that the structure for accepting EFTPOS transactions is
generally the same as that employed for credit card transactions, reducing the likelthood that
merchants will discontinue their investment in that infrastructure or in their capacity to accept EFTPOS.

The Applicants agree with the analysis of the RBA and the ACA. The cost of investment in EFTPOS
systems Is shared between financial institutions and merchants through their separate decisions and
the terms and conditions of merchant service agreements, and necessarily ultimately falls on
consumers. Provided the acceptance of EFTPOS gives merchants a competitive advantage {(e.g. by
reducing merchant fees through taking on some acquiring functions, or providing faster transaction
processing), the investment will continue to be made and avenues will exist for the recovery of the
COst.

Nevertheless, the Applicants have provided for a review mechanism to ensure that any unforeseen
adverse consequences for investment can be redressed.

2.8 INCREASES IN PRICES CANNQT BE {N PUBLIC INTEREST

The net benefits of lowering the costs to consumers of using EFTPOS relies on additional merchant
costs being passed on mostly as higher prices, rather than as surcharges at point of sale. Together
with lower transaction fees, this ensures that EFTPOS users recelve a price signal that induces
increased use of EFTPOS over other means of payment, with consequent improvement In the
efficiency of the payments system as a whaole. Some submissions have argued that any reforms which
are likely to increase retall prices to consumers are not In the public Interest, that price signals will be
blurred or eliminated by a general increase in retall prices. Others have argued the potentia
inefficiency of non-EFTPOS custormers also bearing increased prices.

Other submitters have a slightly different argument, namely that because it is unlikely that merchants
will surcharge, there is more likely to be a general increase in prices, so all consumers are likely to
subsidise users of EFTPOS3!. This argument continues that, if there is a general increase in the price of
goods, then price signals In relation to the use of a particular mode of payment will be suppressed.

2 Caltex, op. cit.
RBA, op. cit., page 3.
ACA, op cit, page 2.

31 ARA, op. cit, pages 11 and 12; Caltex, op. cit, page 12; Woolworths, op. ¢it, pages 8, 15 and 18; NARGA, op. ¢/, page
4; MasterCard op. cit, page 1; AIP, op. cit, Section 3.1.
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These types of argument simply restate the likely consequences of the proposed conduct. It is
predsely the fact that merchants would not be likely to surcharge that, combined with the pass-
through of lower 1ssuer costs to cardholders, reduces the relative cost of using the EFTPOS system and
induces increased use of EFTPOS. The relatively Insignificant likely impact of the effects of the
proposed conduct on the general level of retall prices was discussed in the Application (Section 5.2.4).
As already discussed, increased use of EFTPOS is the key to the public benefit of reduced overall
payments system costs, and will be achieved in an environment in which retail prices will likely
decrease as part of a broader package of reforms.

The fact that cardholders already have some feefree transactions needs to be seen in the context of
the overall feefservice packages being provided by Issuers. The point is that issuers will have the
ability and the incentive to provide more attractive packages than at present. Lower fees will likely be
part of, but not the entirety, of these packages. To argue that there will be no effective change
because cardholders already pay no transactions fees is to argue that issuers currently do not recover
the costs of the system from thelr customers.

It is Important to note that the RBA agrees that the Applicants’ proposal will have significant public
benefits32. In contradiction to the dissenter submitters, the RBA believes that a lowering of transaction
fees for debit cardholders will produce a more efficient and transparent set of price signals for
consumers choosing between EFTPOS and other means of payment. Although it notes that public
benefits will be maximised if the reduction in interchange fees is passed immediately to debit
cardholders, the RBA can see no reason why debit card issuers, In a competitive market environment,
should not do so. The Applicants agree with this summation.

It should be stressed agaln that the proposed conduct is part of a package of payments system
reforms. The joint Study highlighted that one of the key aims of the reforms is to ensure more
efficient pricing in the payments system, I.e. that the price charged for each method of payment
(credit cards, debits cards, etc) should closely reflect the cost of that payment method. More efficient
pricing of EFTPOS will resuit in a more efficient payments system, which can only be a benefit to the
public.

32 RBA, op. cit.. page 3.
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3. RESPONSE TO ACIL TASMAN “CRITIQUE OF APPLICATION"

The submission by Coles Myer Limited includes a report, The FFTPOS Network: Interchange Fees and
Access, commissioned from ACIL Tasman. An Attachment to that report presents a critique of the
Application made in support of the Applications for authorisation. Because that is the only
comprehensive attempt to critically assess the Applicants” submission, and because virtually all of the
substantive points made in submissions opposing the Application are set out there, the Applicants’
responses to the points made in the critique are addressed below under the headings used in the
ACIL Tasman critique.

3.1 APPLICATION DOES NOT DEFINE A MARKET FOR EFTPOS

ACIL Tasman claims that the Application does not explicitly address the definition of the market in
which EFTPOS services are provided, but is sclely concerned with competition between debit cards
and credit cards. ACIL Tasman argues that this:

“_.compounded the mistake of the joint Study in defining far too narrowly the market in
which debit and credit cards operate”

and thus:

~..nedlects the scope for cash and cheques to substitute for debit card's”.
ACIL Tasman, page 38.

There are errors of fact and analysis in this critique.

In the first place, there is no single market that is relevant to the Application. As mentioned In the
introduction to Section 5 of the Application, the proposed conduct has effects and likely effects in the
markets for retall banking and the market for goods and services generally, as well as in the EFTPOS
network. There is no useful market definition that brings all these markets under a single umbrella,
and no reason to seek one.

The essence of analysing the competitive impacts of potentially anti-competitive conduct, or conduct
that is alleged to be anti-competitive, Is to examine all relevant markets and not to assume that one is
paramount or that all the effects of conduct are felt in one market.

Instead the Application carefully and objectively seeks to assess “what 1s going on here”, examining
cross-market Interactions. The Applicants reject any implication that market definitions were
manipulated to facilitate the presentation of favourable analysis®. Rather, the Application seeks to be
expansive in its analysis of the expected impacts of the proposed conduct, including in increasing
merchant service charges and hence (to a very small degree) retall prices.

That said, the effects of the proposed conduct need to be examined in the context of the overall
payments system, including the use of cash and cheques. That is what the Application does. Indeed,
the principal public benefit is to reduce the overail cost of the payments system, taken in its entirety,
which was the focus of the foint Studyand numerous subseguent statements by the RBA.

ACIL Tasman daims that the failure to define the market in which EFTPOS services are provided is a
serious flaw, but identifies only one consequence of the alleged failure, viz. that:

“[tlo the extent that the parallel reforms in both card networks - currently being pursued
in part by this Application - were to encourage greater use of chegues, the reforms

B Typlcally, a favourable analysis would be obtained by using an inappropriately broad market definition rather than an
inappropriately narrow one, as ACIL Tasman alleges has occurred.
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would decrease the overall efficiency of the payments system. This Is based on the RBA
condlusion that cheques are the most costly non-cash paymernt instriment.”

ACIL Tasman, page 39.

This statement Is incorrect. To decrease the overall efficiency of the payments system it would be
necessary not merely for there to be an Increase in the use of cheques, but that the costs of that
Increase more than outweigh the benefit of any switch towards EFTPOS and away from credit cards.
(For example, theoretically there could be a switch from credit cards towards both cheques and
EFTPOS with a net overall reduction in cost.) More importantly, ACIL Tasman does not provide any
evidence - or propeund any in-principle arguments - why use of cheques as a result of the proposed
conduct should Increase.

Rather, ACIL Tasman asserts throughout its critique that EFTPOS has replaced the use of cheques and
cash. Presumably the idea that the proposed conduct would fead to chegues replacing EFTPOS must
be based on expectations about how merchants would react to the conduct, although this is nowhere
spelt out. How merchants will react is discussed in detail in the Application and in this Rejoinder, and
it is sufficient to note here that there is no reason to belleve that merchants would place surcharges
on EFTPOS transactions so that they could recelve more cheque payments.

3.2 APPLICATION IGNORES THE EXISTING BENEFITS FROM EFTPOS

ACIL Tasman claims that the Application ignores the implications of the two<ided nature of the market
in EFTPOS transactions. In fact, the Application not only draws upon the theory of two-sided markets
but relies quite heavily on the insights of the theory to make its analysis. As the Application points out
{and relies heavily on), the efficient level of pricing in a two-sided market depends on, among other
things, demand elasticities of merchants and cardholders. Although ACIL Tasman criticises the
Application for not estimating these elasticities it does not discuss the matter further or introduce any
quantitative material itself.

While the efficient level of pricing depends on elasticities, theory gives no unequivocal method for
actually estimating the efficient prices. In a sense, that is the whole point. As in most other aspects of
real world markets, setting prices - In this case, interchange fees, merchant service charges and
transactions fees - was a process rather than a matter of analytically calculating a set of efficient prices
and then putting them in place. The participants in the market gradually find their way towards
efficient prices. Whether they ever get there no-one knows of, In a two-sided market, can know with
any certainty. However, what is known Is that in establishing the EFTPQOS network there was, at least
Initially, a reason to subsidise acguiring at the expense of issuing - as explained elsewhere in the
Application and in this Rejoinder - and that that reason has expired. The cross-subsidy (using the term
foosely) survives not because It is needed but because the existence and nature of numerous bilateral
agreements make getting rid of it inordinately difficult.

Contrary to ACIL Tasman’s daim, the Application does not assume that the network benefits of mature
markets are largely exhausted. Rather, it argues why achieving ongoing network benefits no longer
reguires payments from issuers to acquirers. This is a quite different point. Moreover, the Application
does not, as claimed, conclude:

“_.that the entry of a new Instrument entering the payments systermn would require the
reintroduction of an Interchange fee for FFTPOS so as to optimise the development and
operation of the network”

ACIL Tasman, page 40.
and then ignore that condusion.

Rather, the Application acknowledges that necessary new investment - €.g. 'n smart card technology
and systems - may go ahead at optimal levels only with some non-zero level of interchange fee. This
is one of the reasons a review is proposed. {As explained in Section 2.5 above, such a review cannot
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possibly confer on the Applicants the ability to reinstitute an interchange fee by adreement only
amongst themselves.)

ACIL Tasman also states that the:

"..mere threat of entry Is fikely to be enough to require the costs of the EFTPOS network
to be redistributed among the network principals so as to forestall the introduction of the
new payment instrument”.

ACIL Tasman, page 40.

This seems to argue that the Applicants ought to be allowed to foreclose such entry. The proposed
condudt, i.e. a zero interchange fee, would, on ACIL Tasman’s argument, make entry easier, which is a
desirable state of affairs from the public benefit viewpoint.

3.3 APPLICATION ASSUMES ISSUER SAVINGS PASSED ONTO CARDHOLDERS

This is dearly a key issue. For the overall cost of the payments system to be reduced, the use of
EFTPOS relative to others means of payment needs to increase. One of the conditions required for
certainty that this will occur Is that the reduced costs of issuers, due to their being relieved of the
payment of interchange fees, are passed on to cardholders.

As the Application makes dear (Section 5.2), certainty Is unattainable, and judgements need to be
made about the flow-on responses of acquirers, issuers, merchants and cardholders to the setting of
interchange fees to zero. This requires, among other things, judgements about the competitive
conditions In various markets. Arguments for seeing card-issuing as effectively competitive, and
hence for reduced card-issuing costs to be passed on to cardholders, are set out in Section 2.1.1
above.

ACIL Tasman does not analyse these issues in detail but makes two major assertions. The first is that:

“flor this to happen fi.e. for It to be frue that ~..cost savings to issuers frorm the abolition
of FFTPOS Interchange fees would be passed onto thelr debit cardholders in the form of
lower cardholder transaction fees and/or enbanced cardholder senvices™ “..the
Austrafian isstiers would have to be earning normal or above normal rates of return on
their investment in deblt card senvices. If the rates of return in debit card services were
below normal levels, the finandal Institutions in question would be more likely to seek to
retain any cost savings from interchange abolition as enhariced profltability. ”

ACIL Tasman, page 40.

ACIL Tasman then goes on to claim that sub-normal rates of return are being earned in domestic
transactional banking, and a failure to pass cost savings through to customers follows.

This reasoning is flawed. Whatever the current level of returns, financial institutions naturally wish to
enhance profitability. The question is whether they are able to do so. Whether cost savings will be
passed through depends on the process of competition, not on the level of return currently being
experienced {although the level of return may be evidence of the competitive conditions). If it is true
that transactional banking is characterised by sub-normal rates of return, this would be evidence that
strong competition was at work. On this argument, there would be every expectation that institutions
would have no option but to pass savings on.

If the contrary were the case, and institutions had the power not to pass reduced Issuer costs on, the
question would need to be asked why the institutions have not already exercised that power by
imposing higher transaction fees. Taking this line of reasoning further, there Is in practice no market
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structure in which cost reductions can be entirely captured by producers®. For example, a pure
monopoly will produce at a level where mardinal revenue equates to marginal cost, with the price
being higher than marginal revenue. If costs fall and the monopolist does not reduce its price, it will
not be maximising its profit, because it could produce more and the revenue from the additional units
would exceed their cost. Thus even a pure monopoly will reduce its price in response to a fall in costs.

It also needs to be remembered that the genesis of the proposed conduct was demonstrably not an
attempt by the financial institutions to find some way of exploiting thelr retall customers. Rather, the
proposal is a reaction to a conclusion by the ACCC and the RBA in the joint Studythat there 13 no case
for interchange fees to be other than zero.

Another way of looking at claims that cost savings would not be passed on to cardholders 1s to
consider what would happen In the future if interchange fees were re-established, e.g. If authorisation
were revoked. Would it then be claimed that such action provided opportunities for passing cn more
than the increase in costs? Is the implicit position that the current level of transaction fees - and
indeed that the current combinations of cardholder services and transaction fees - is somehow
optimal in the sense that It shouid never be altered? Or that cost reductions should never be sought
because customers would never benefitz

34 APPLICATION IGNORES IMPACT OF ACQUIRER COSTS ON RETAIL CONSUMERS

ACIL Tasman apparently disagrees with the Application’s conclusion that the extent of retall price
increases resulting from the conduct - as acquirers attempt to pass their higher costs (loss of
interchange fee revenue) on to merchants, who try to pass on the increase to thelr customers — will
be small.

However, it is undeniable that the level of EFTPOS Interchange fee revenue is tiny as a proportion of
the value of retall trade. It 1s also the case that the increase In retail prices attributable to the pass-
through from acquirers to merchants, and thence from merchants to customers, is smaller than the
decrease resulting from the concurrent credit card reforms.

The claim that the reasoning in the Application leads to the conclusion that retailers could increase
thelr prices at will Is a simple confusion of short- and long-term adjustments. In the long term, prices
in a competitive market will adjust to changes in costs, other things being equal. In the short term, all
sorts of things may be happening.

The guestion asked is whether merchants would raise prices at all in response to the proposed
conduct. The Applicants believe that such a concern is not refevant. Whether merchants raise prices
or not will not affect whether there is a shift towards use of EFTPOS. However, what is relevant to the
use of EFTPOS 1s whether merchants respond differentially to the use of different means of payment,
l.e. by across the board surcharging of EFTPOS transactions {it does not matter if only some do). ACIL
Tasman does not address this point.

ACIL Tasman does not appear to recognise that, in the long term, all the costs of the EFTPOS network,
and indeed of the overall payments system, are met by merchants and consumers. in fact, in
competitive equilibrium, all the costs are met by consumers. The presumption of effective
competition in banking and retail markets means the key question for the claim of public benefit from
the proposed conduct is not whether merchants choose to pass on Increases in merchant service
charges, but /n what form.

34 The only in-principle exception is the highly unlikely case in which demand is perfectly elastic - i.e. any quantity
available will be bought at a fixed price.
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35 APPLICATION UNDERSTATES IMPACTS ON EFTPOS NETWORK

ACIL Tasman argues that EFTPOS network investment costs will most likely be met by acquirers
charging higher merchant service charges, passed on as an increase in retail prices (contrary to the
cdaims made under the previcus heading regarding the passing on of higher merchant service
charges). It Is far more likely that the costs of major new Investments would be shared between
acquirers and issuers, and passed on as competitive conditions allowed. However, focussing on the
acquiring side, ACIL Tasman then claims that the Application assumes that the revenue losses could be
made good without the corrective action imposing any additional costs on either the acquirers or the
merchant principals in guestion. Information and search costs are alluded to.

The conclusion seems to be that the rate of return on existing EFTPOS network investment would be
reduced, acting as a disincentive to further investment.

Again, this argument amounts to a claim that the level of interchange fees should never be changed:
it is somehow optimal or, at least, undesirable consequences - higher search costs - would flow from
any change. This is a purely academic point in an environment where prices are constantly changing.
Businesses and consumers adapt to, and even accept, the inconvenience of price or cost reductions
by changing their production and consumpticn decisions.

ACIL Tasman notes the proposal 1n the Application that the guestion of funding necessary future
investment merits provision for monitoring and review. But it claims that such a review might not lead
to interchange fees being reintroduced {because the ACCC might not agree), or not at the right level.
This is another example of the assumption that the current level of interchange fees must be right and
that any change must be for the worse.

3.6 APPLICATION DOES NOT RECOGNISE IMPACT OGN PAYMENTS SYSTEM
ACIL Tasman’'s argument here is that the Application:

“..does not consider the impact that its provosals might have on jnnovation and
Investrment In the rest of the payments systermn, particularly the introduction of new
payments Instruments.

In the case of new payment instruments, the network benefits are fikely to be significant
and those Investing in them will need to redistribute those benefits among themselves to
ensure balanced incentives to participate In the network. This mechanism Is provided by
the interchange fee.

To be most effective the putative (sic) network operators need to be able to set the fee at
whatever level they belleve will maximise the value of the network.”

ACIL Tasman, page 43.

There are several points here. The first Is that the new payment instrument must presumably be
associated with the EFTPOS network, or 1t is hard to see why EFTPOS interchange fees should fund
investment in it. The second Is that the Application addresses new investment at length; that is the
reason for the proposed review. The third and most important is that ACIL Tasman’s comments ignore
the crucial guestion: whether the investment can be funded through bilateral arrangements or
whether - as would not be surpiising in the case of a network, with its externalities - a co-ordinated
approach is desirable.

If the latter, then price-fixing is potentially involved, with the clear requirement for authorisation by the
ACCC. The Applicants acknowledge these realities. But ACIL Tasman’s approach, which appears to be
that the current system of numerous sticky bilateral agreements should continue forever, would be
uniikely to lead 1o efficient levels of investment In new instruments,
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3.7 APPLICATION LARGELY IGNORES TRANSACTIONS COSTS

ACIL Tasman appears 1o take 1t as given that a key concern is whether transactions costs are increased
or decreased by shifting to multilateral determination of interchange fees. It claims the Application:

“.feels able to presume that co-ordinating all the participants In a nemwork at the one
time /s easier and therefore less costly than doing so wao at a time.”

ACIL Tasman, page 45.

However, the basic objective of the proposed conduct is to reduce interchange fees to zero, not to
minimise transactions costs per se. Clearly, reducing interchange fees to zero is, by its nature, a
multilateral decision-making process. That 1s why authorisation has had to be sought. That the
process has been successful so far Is Indicated by the fact that the Appiication has been lodged. That
is, the Applicants have been able to get to the point of reaching multilateral agreement.

Tne Applicants, however, cannot impose changes to interchange fees on the counter-parties in
existing bilateral agreements without their consent.

It is true, as ACIL Tasman points out, that the proposal has only come forward after the publication of
the Jfoint Study. That is merely to point out that the proposed conduct has a public benefit that cannot
be obtained without cc-ordinated action.

Moreover, it is not as if there Is a continuing need for a multilateral agreement to be frequently re-
negotiated. The processes that have led this far are now a sunk cost. Accordingly, ACIL Tasman'’s
concern Is misplaced.

3.8 APPLICATION DOES NOT ADDRESS ACCESS SIMULTANEOUSLY

The Application explains (in Section 5.4.1) why access has not been dealt with simultaneously with the
proposed conduct. In short:

u it is true, as ACIL Tasman daims, that logically the price of access cannot be sensibly separated
from other terms of access, but that is not what is at Issue here, because existing participants
already have access; the competition question is the effect on entry;

" access Issues are belng separately considered by APCA 1n the context of reauthorisation of the
CECS regulations and procedures;

. the reduction In the interchange fee to zero does not, in itself, have major implications for
access and the multilateral nature of the proposed conduct is likely to make access easier,
reduding the need for bilateral interchange fee negotiations. The proposed contract would
allow entrants tc become parties io the contract;

= in 2000 the ACCC reasoned that, if a comprehensive access regime were considered necessary,
it should be established under Part IIA of the Trade Practices Act or under the Payment Systems
fRegulation) Act: and

= access reform is a large issue in itself and will take longer to resolve. It is very important that the
change in interchange fees go ahead in the same timeframe as the credit card reforms so that
only one round of pricing changes is needed; otherwise there will be unnecessary consumer
confusion and costly adjustments for merchants.

ACIL Tasman claims that this confirms that overall transaction costs will be increased. But again, this
ignores the fact that the objective of reducing the interchange fee to zero - and the assodated
benefit of reducing the overall cost of the payments system - can only be achieved multilaterally. Far
from the existing bilateral approach involving lower transaction costs, that approach Is incapable of
addressing reform of elther interchange fees or access.
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4. CONCLUSION

The proposed contract {as described in the Application and the Executive Summary to this submission)
will give rise to significant public benefits.

None of the submissions In response to the appiications contains arguments that detract from the
principal source of net benefits or credibly argue the creation or increase of any public detriment as a
consequence of the proposed contract. Significantly, no anti-competitive conduct is identified. In
many cases the concerns reflect misconceptions about the likely extent of authorisation and the
ongoing powers the ACCC will have over the Applicants’ proposed conduct. In other cases, the
arguments misrepresent the degree of market power held by the Applicants, or by financdal
institutions as a whole.

The Applicants contend that none of the arguments made against the Applications undermines the
case made in the Application for the net public benefits expected to foliow from the proposed
conduct. Moreover, it is expected that those net benefits will emerge without the need for external
oversight or any other form of intervention, beyond the residual powers automatically available to the
ACCC if authorisation is granted.




