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1 EXECUTIVE SUMMARY

The Board of APCA established the Card Payments Forum as a means of promoting
industry-based and non-regulatory initiatives, for the promotion of competition with
minimal regulatory overlay.

APCA has commissioned Edgar, Dunn & Company (EDC) to prepare this Discussion
Paper on innovation in retail payment systems in advance of the next Card Forum
meeting to be held in March 2009.

This Paper attempts to provide a fact based review of innovation in retail payment
systems that have lead to enhanced consumer payment services in Australia and
relevant overseas countries during the last 5-10 years. In doing so, it also explores the
impact of pertinent variables that either drive or impede innovation.

The objective of this Paper is to provide a basis for discussion on the question of how
to assess the optimal level of innovation for the Australian market.

Getting paid and paying are not simple matters, as businesses and consumers have
considerable choice about the products and channels that they can use or offer.
The breadth of choice appears to meet the varying needs of different consumers
and businesses, but it has also created a very complex mesh of interconnected
products and channels.

There are already a large number of electronic payment products in use. Electronic
banking and the use of EFTPOS terminals are now a part of ordinary life for many
Australians. There are also products such as direct credit and Scheme Debit that
permit payments and purchases over the telephone or internet.

Although there is innovation in the industry, it is mostly focused on continuous
improvement of new payment features and services, incrementally improving the
value proposition to users. Technology adoption in payments is an evolutionary,
rather than revolutionary process. Steady progress is being made in areas such as
internet security and biometrics. The use of the mobile phone as a payment
product or channel has also been piloted in Australia, with a wait of three or more
years expected before they are introduced into the mainstream market (when they
still may only appeal to a segment of consumers).

Key points arose from the research and subsequent interviews with payment industry
participants. These points have been identified for further discussion for the next
meeting of the Card Payments Forum.

¢ Innovation is not consistently defined across all industry stakeholders

0 Systemic versus Product
0 Repackaging versus Value Proposition
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o0 Continuous versus Step Change
0 Imitators versus Innovators

o There are differing views on the level of innovation the Australian market.

e Systemic innovation is important, but:
o0 Competitive differentiation, cost savings and customer value can be
generated through multiple incremental changes
0 The business case is harder to establish for systemic innovation than for
incremental change

¢ The competitive environment in Australia is more alighed to incremental
change and price competition than systemic innovation.

e Drivers of innovation are not as strong in Australia as in some other markets, in
part because existing systems are ubiquitous and effective.

o The business case is key to innovation. This is impacted in Australia by:

o0 Perceptions of low margins being generated in payments

0 Uncertainty regarding future revenue streams

o0 Competition for funding and resources, combined with low expected
rates of return

o Insufficient drivers of demand, from both consumers and merchants

o0 No one institution can usually drive or guarantee new standards for
step change innovation, and competition attenuates collaboration

0 The business cases for technology-based payment systems are at best
uncertain, especially in terms of revenues generated

e Collaboration (resulting in “co-opetition”) is seen as a key component of
systemic innovation in payments.

0 The Australian market has existing vehicles/mechanisms for
collaboration (e.g. CardLink, Vipro, Visa, MasterCard)

0 There have been some successes (e.g. BPAY, EFTPOS), some “failures”
(e.g. Bill Express) and some deferrals (e.g. BPAY MAMBO)

0 The business case (for each participant) remains key to successful
collaboration

A number of preconditions were suggested to increase the opportunity for systemic
innovation in Australia. These include:

A consistent regulatory framework

Government investment in basic payments infrastructure

Financial incentives/certainty

The completion of major core banking system upgrades (permitting a
more “plug & play” approach to new approaches)

O O 0O
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2 OVERVIEW

2.1.1 Background

In the past, the Reserve Bank of Australia (RBA) has been critical about what it sees
as a lack of systemic innovation in Australia’s payment systems, arising from
insufficient coordination amongst the key stakeholders in the industry. For example,
in 2007, the RBA stated that:

“the relatively slow pace of innovation over recent years largely reflects governance
and co-ordination issues in some of Australia’s payment systems, rather than the
regulatory environment. Notwithstanding this, over the longer term, innovation is
more likely to occur in a regime under which the regulatory arrangements are
relatively stable and industry participants can make long-term plans."

The Board of APCA established the Card Payments Forum as a means of promoting
industry-based and non-regulatory initiatives, for the promotion of competition with
minimal regulatory overlay.

At the inaugural meeting of the Forum, held on 27 October 2008, participants
agreed to commission further work into the issue of payment innovation.

APCA has commissioned Edgar, Dunn & Company (EDC) to prepare this Discussion
Paper on innovation in retail payment systems in advance of the next Card Forum
meeting to be held in March 2009.

2.1.2 Objectives

This Discussion Paper provides a fact based review of innovation in retail payment
systems that have lead to enhanced consumer payment services in Australia and
relevant overseas countries during the last 5-10 years.

The Paper will compare and contrast such innovations in Australia with those seen
overseas. In doing so, it explores the impact of pertinent variables including, but not
limited to:

* market size, and the effect on return on investment and level of innovation
» the level of infrastructure

» competition versus coordination amongst industry players

» specific problems/issues/opportunities/circumstances that drove innovation

1 Reform Of Australia’s Payments System: Conclusions of the 2007/08 Review, RBA September 2008, page 15.
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The Paper provides a basis for discussion on the question of how to assess the
optimal level of innovation for the Australian market.

2.2 METHODOLOGY

This Discussion Paper was developed through generating the required information by
undertaking five areas of activity, as described below.

2.2.1 Payments Experience

This involved researching innovation in retail payment systems in Australia and
overseas. EDC reviewed previous information gathered from our experience in this
area in recent years. This information created a base on which to analyse the
innovation in the Australian and overseas retail payment markets.

2.2.2 Industry Interviewees

This involved interviewing managers within Australian payments organisations. EDC
sought to understand, amongst other things, the context of innovations, their drivers,
the organisation dynamics surrounding them, and their impact on the Australian
market.

Respondents included Commonwealth Bank of Australia, Westpac, National
Australia Bank, Australia and New Zealand Banking Group Limited, BPAY, Paymate,
Emue, S2 Intelligence, Coles, Woolworths, MasterCard, Visa, and Tyro.

Areas of discussion/investigation included:
= The evolution of retail payment systems in Australia
» The dynamics of and the trends in innovation within the Australian
payments market
= The primary drivers for innovations in Australia and the major constraints
= The role of regulation, competition, etc. on innovation in payments
= The Australian market versus overseas

2.2.3 List of Innovations

This involved developing a listing of various innovations in retail payment systems
around the globe, but with a particular focus on rapidly growing/expanding markets
and early adopters of new technology.

2.2.4 Selected Case Studies

This involved creating a “short list” of innovations on which twenty seven detailed
case studies were developed.

Cases were prioritised using factors such as:
¢ Relevance to Australian conditions/environment
e Potential investment returns
o Likely impact on:
o Cross border transactions
o0 Australia’s “standing” as a developed market
These cases can be found in the Appendices in Section 10.
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2.25 Compose the Paper

The Discussion Paper was then developed against the objectives of the assignment
(listed in section 2.1.2) and the content requirements as agreed with APCA.

2.3 INNOVATION DEFINED

Innovation: creating value by doing things differently?

The term innovation is generally understood to mean the successful introduction of a
new thing or method that creates value. It may refer to incremental, radical, and
revolutionary changes in thinking, products, or processes. Or it may simply be small
variations leading to continuous improvement, rather than substantially different
changes.

The key element of what defines innovation in the financial services industry is that
the change must increase value, either for the customer or the producer. The goal
of innovation is positive change, to improve something.

The term “value” means different things to different people, and we would define it
as -
Benefits

Cost

Value =

such that, for example, different people or market segments can see different value
in something that costs the same amount because they see/perceive a different
package of benefits being delivered to them in their own specific situation.

Frame and White® define a financial innovation as “something new that reduces
costs, reduces risks, or provides an improved product/service/instrument that better
satisfies participants’ demands.”

Systemic versus Product Innovation

It is important to distinguish between competitive innovation in products and
services and systemic innovation in payments. Product and service innovation can
be delivered by individual service providers, who may choose to invest in such
innovation in order to gain an advantage in the marketplace over their competitors.
Whereas, systemic changes require collaborative efforts of multiple players within
the payments industry to enable service providers to efficiently and effectively
deliver enhanced products and services to customers across the market.

Due to the network effect of payments, whereby there is a need to have a critical
mass of “acceptors” and a critical mass of “payers” using the “new” payment

2 source: National Innovation System, Venturous Australia Building Strength In Innovation; Cutler & Company Pty Ltd
2008

3 Frame and White’s paper reviews the extent of empirical studies of financial innovation and covers articles
concerning the environmental conditions (e.g., regulation, taxes, unstable macroeconomic conditions, and
technologies) driving financial innovation.
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method in order to have success, systemic innovation is much harder (and longer
term) to achieve in the marketplace.

Continuous Improvement versus Step Change

There are also varying degrees of innovation from mere variations through to
revolutionary change and transformation.

The Oslo manual’s* definitions draw a distinction between ‘new and improved’ and
‘insignificant and minor’, the latter of which are not considered to be innovation in
their opinion.

However, the exclusion of minor innovations would ignore the possibility that a
significant portion of growth in value may be due to incremental improvements.

It should also be noted that the majority of consumers can readily understand,
accept and adopt incremental improvements in products and services, and feel
confident in their usage (see Chapter 3 below regarding the factors affecting
consumer choice of payment methods) because the change is minor. Whereas
significant step change normally sees a much slower adoption curve amongst
consumers, as it can present them with something “completely different” that takes
time to comprehend and to gain confidence with.

Therefore, for the purposes of this paper, both major and minor changes will be
considered, provided they add value to the organisation, the consumer, or the
industry as a whole.

Repackaging versus Value Proposition Innovation

Product® changes can be a simple variation or ‘repackaging’ of a product, for
example issuing credit cards with a clear format, photos, curved corners or miniature
in size. The fundamental nature of the payment product and its core value
proposition have not been altered, but rather have been “repackaged”. In the
face of declining profit margins, it is possible that more 'expressive’ cards will be
developed which give the cardholder the opportunity to show their ethical values,
affinities and personality in order to access/attract specific market niches. This
would enable issuers to compete on dimensions other than price, thus allowing them
to maintain profit margins.

On the other hand, product changes can be more revolutionary, in the form of
products that offer a new value proposition to the consumer such as Emue’s secure
cardb. This is embedded with a microprocessor, 8 digit alpha-numeric display,
battery and a keypad to offer enhanced security capabilities for cardholders.
Although the fundamental nature of the payment product has not changed, the
perceived value proposition to the consumer has altered significantly.

We recognise such distinctions are subjective. However, for the purposes of this
paper, we will only consider product innovation to be the creation of products that
deliver a unique or enhanced value proposition to the consumer.

4 The Oslo Manual, produced by the OECD, aims to set a benchmark for innovation surveys and research.
5 ‘Product’ is understood to mean Products and Services
6 Full case study on Emue can be found in Section 11.1.
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Improvements that are purely creative or aesthetic, i.e. repackaging, will not be
considered as innovations.

Imitators versus Innovators

Innovative ideas can be original and unique or can be adapted from ideas
elsewhere to fit the current circumstances and local markets.

Innovation frequently requires substantial investment in product and market
development before sufficient demand materialises to achieve an acceptable
return on investment. For that reason, followers or imitators lacking significant
resources need to be able to quickly exploit competitors’ innovations at home or
abroad in an effort to remain competitive.

Organisations that follow a successful innovator are then investing in a proven
technology that has already gained some market acceptance and raised the
market’s expectations. In essence, imitators are investing to remain competitive and
to retain customers. ATMs and web-based banking are examples of retail payment
innovations in Australia that were borrowed from overseas and then quickly
matched by competitors.

Key Points

This paper will explore both systemic and product (both major and minor)
innovation, provided they significantly change the value proposition to the user, and
will cover novel ideas implemented first in Australia as well as those
borrowed/imported from overseas. It will focus on innovation that increases
competition, and therefore has the potential to increase value or decrease costs to
the consumer, the supplier or to the payment system itself.
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3 INNOVATION IN AUSTRALIA

Some of the industry players interviewed stated that the level of innovation in
payments must be considered in the context of innovation in Australia in general,
across all industries. This is because it is likely that innovation in payments will be
influenced by the same factors that drive innovation in other areas in Australian
business activities.

In order to put Australia’s level of innovation in context, we reviewed how it
compared to other economies in the World Economic Forum’s annual Global
Competitiveness Report.”

The World Economic Forum has based its competitiveness analysis on the Global
Competitiveness Index (GCI), a comprehensive index for measuring national
competitiveness, which captures the microeconomic and macroeconomic
foundations of national competitiveness.

The GCI provides a weighted average of 12 different components or “pillars’, that
impact on competitiveness, with business sophistication and innovation being two of
those components.

The GCI indicates that certain components are more important to a country,
depending on what stage of growth they have reached. Australia, being a
developed country, is in what is called “the innovation-driven” stage, where the
country is able to sustain higher wages and the associated standard of living only if
its businesses are able to compete with new and unique products. At this stage,
companies must compete through innovation (pillar 12), producing new and
different goods using the most sophisticated production processes (pillar 11).

The following table indicates where Australia ranks in terms of innovation and
business sophistication, and its competiveness overall. Australia is ranked 22 in
innovation/sophistication out of 134 countries, but the report concludes that it should
be higher, given its level of development, as shown by its ranking of 6t for Financial
Sophistication.

The level of local competition was deemed to be above the mean (4.9) at 5.7,
ranking it the 18t most competitive market across a range of industries.

7 Since 1979, the World Economic Forum’s annual Global Competitiveness Reports have examined the many factors
enabling national economies to achieve sustained economic growth and long-term prosperity. The reports aim to
provide benchmarking tools for business leaders and policymakers to identify obstacles to competitiveness develop
strategies to overcome them and assist in the formulation of improved economic policies and institutional reforms.
The report reviews 134 countries.
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Rank Score
(out of 134) (1-7)

Global Competitiveness Index

Australia

GCl 2008—2009......0cceeeiiuuiiiieeeiiiiiieeesiineieee e 18 52
GCI 2007-2008 (out of 131).... 19 5.2
GCI 2006-2007 (out of 122) ....16 5.2
BasiC reqUIreMentS........occveiiiiiieniiie e 15 5.7
Ist pillar: INSHUtIONS ....ooovviiiiiiiieiee e 12 5.7
2nd pillar: Infrastructure.............. .21 5.3
3rd pillar: Macroeconomic stability........... ...28 5.7
4th pillar: Health and primary education ............c.ccccevevene 15 6.3
Efficiency enhancCers........ccccooviiiiiiiciice e 10 5.3
5th pillar: Higher education and training.. .14 5.4
6th pillar: Goods market efficiency........... ....10 5.3

7th pillar: Labor market efficiency ...........

8th pillar: Financial market sophistication ...6 5.8
9th pillar: Technological readiness.............. ... 19 5.2
10th pillar: Market Size........ooivviiiiiiieiiiiesii e 19 5.0
Innovation and sophistication factors ...........cccceeevneene 22 4.7
11th pillar: Business sophistication . 4.9
12th pillar: INNOVALION. .......ccoiiieiiiiieeiee e 4.5

The Innovation Index, developed separately by the US Council on Competitiveness
in 19998 also rated Australia 12t out of 17 major OECD countries. A projection to the
year 2005 based on 1995 data only lifted Australia’s ranking to 11t out of 17
countries.

Australian business expenditure on research and development as a share of GDP
was markedly lower than the OECD average and was falling between 1995-96 and
1998-99, while the average for OECD countries continued to rise. 2001-02 was the
second successive year of significant increase in Australia®, but total business
expenditure on research and development was still lower than the OECD average.

However, this raises the question, if you can find an idea overseas that works and
then introduce it into the local market, why spend the investment on R&D yourself?
Australia’s track record of borrowing/importing innovations from overseas (in
payments, such as domestic debit, ATMs, prepaid, etc.) may well account for why
Australian businesses are relatively low spenders on R&D.

Similar results can be found in the 2008 World Competiveness Yearbook!® where
Australia was ranked 7t out of 55, up from 12t in 2007. These results help put the
level of payment innovation in context of the Australian industry overall: that is,
Australia presently ranks reasonably, although not exceptionally well, against other
countries. Hence one might not expect Australia to be on the leading edge of
innovation in payments.

8 The Index has been used to track the innovative capacity of 17 OECD economies since 1973 and eight emerging
economies since 1990.The index is based on per capita measures, such as total research and development
personnel, total research and development investment, the percentage of research and development funded by
private industry, the percentage of research and development performed by the university sector, spending on
higher education, the strength of intellectual property protection, openness to international competition, and a
nation’s per capita GDP.

9 2001/2002 are the most recent available numbers. The measure was then changed to the GCI as referenced in this
document

10 The IMD World Competiveness Yearbook includes a scoreboard presenting the 2008 overall rankings for the 55
economies covered. The full rankings can be found in the Appendix.
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4 PAYMENT INNOVATION IN AUSTRALIA

4.1 OVERVIEW

Significant shifts have occurred in the Australian payments landscape in the last
decade. Paper methods such as cheques have been replaced to a large extent by
more efficient electronic alternatives, with the remaining cheque activity appearing
to be with businesses and older consumers.

Direct debits and direct credits have been operating for over 20 years. However, the
channel they use has changed, moving from over-the-counter at a bank branch to
the internet. This easier (and now fairly ubiquitous) access by consumers and
businesses has seen a dramatic growth in these types of payments.

In 1990, the first prepaid stored-value cards were introduced by Telecom Australia
(now Telstra). Today, prepaid cards are used in transport systems, retailers,
supermarkets and even ATMs.

Over the last ten years Australia has seen the introduction of alternative types of
electronic payments, including PayPal, BPAY, BillExpress and PostBillPay.
Electronic payments have grown significantly in that time at the expense of
cheques, which have decreased both in volume and value. Credit cards and
EFTPOS have experienced the biggest growth in the number of transactions.

Annual Payments by Payment Type

- source: RBA
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600 Direct credits
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Payment system users have been quick to adopt new electronic channels such as
the internet!!, which provide increased access to existing payment methods, such as
credit and debit cards.

The Australian credit card market is now in the mature stage, having celebrated its
thirty fifth birthday since the launch of Bankcard.2 There is a growing and diverse
range of credit card providers, including specialist card issuers and co-branded
retailers. There are over a dozen different types of credit cards (i.e. rewards, low rate,
cashback) offering more than 275 different card programs from over 70 institutions,
with the top four players controlling more than 72% of the total market outstandings.

Given the current troubled economic environment, issuers have focussed on
cardholder retention and the appetite for new acquisitions has reduced (unless
achieved at low cost). The recent consolidation amongst the Australian banks has
further increased the market share of the main competitors.13

4.2 HISTORY

A Case Study was conducted on innovation in the Australian Retail Banking over the
fifteen years from 1981 to 1995.14 Firstly, the analysis showed that the majority of
innovations were sourced externally, outside of Australia. Of the numerous
documented innovations, none were conceived within Australia. Examples are as
follows:

e ATMs (US, 1974) — Australia ATMs (Queensland Teachers Credit Union

(1977)15/ (Westpac, 1981)

e EFTPOS (US, 1974) - Australia EFTPOS(Westpac, 1983)

¢ Affinity and Loyalty Credit Cards (US, 1980) — Australia (ANZ, 1988)

e Stored Value Cards (France, 1984)

Australia has tended to be more of a fast follower, having to develop differentiated
competitive positions from products or processes built by institutions in other
countries.

Secondly, the analysis showed that there was a high incidence of simultaneous
adoption by competitors in the same or following year. This indicates that first mover
advantage is not a strong driver for innovation, as many innovations, such as ATMs,
do not realise their full value until adopted by a wider network. This factor could
hinder the desire of organisations to invest heavily in new, large scale innovations as
they may be unlikely to provide competitive advantage and therefore financial
gains.

11 37% of adults over 16 surveyed by Roy Morgan in 2007 were “active internet banking users” and BPAY’s Usage and
Attitude study found that 86% of Australians used the internet to make a bill payment last year, an increase of six
percentage points over 2007 figures.

12 Bankcard, Australia’s first credit card Scheme was launched in October 1974 and accepted at merchants in
Australia, New Zealand and the Cook Islands. Bankcard was in operation for over thirty years, closing in April of 2007.
13 Westpac’s merger with St George completed 17 November 2008; Commonwealth Bank acquired Bankwest 19
December 2008.

14 The Dynamics of Innovative Activity and Competitive Advantage Case Study examined the adoption of new
products and processes in Australian Retail Banking over a fifteen year period.

15 Queensland Teachers’ Credit Union Limited claims the first ATM in Australia in a Media release on 10 September
2007
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Lastly, the results supported the position that large scale, internally generated,
unique innovations do not provide the only means to deliver competitive
advantage. Continuous improvement that is somewhat differentiated from
competitors can also deliver superior financial performance.

This analysis was conducted over ten years ago, and therefore does not cover
recent Australian developments. In some recent cases, Australian innovations are
actually being commercialised overseas, rather than within the Australian
marketplace, as is the case with Emue?®, and therefore may be inadvertently
overlooked when reviewing innovation in Australia.

Many of the industry players interviewed for this paper believed Australia compared

favourably to other countries in instances of adopting innovative ideas into the local
industry, and therefore continually improving the products, services and processes of
the retail payment system.

16 Full Case Study can be found in Appendix 10.1.
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5 DRIVERS OF INNOVATION

International comparisons with Australia of payment methods and channels show
both similarities and significant differences in payment use. Cash is still a very
important payment method everywhere. Australia is one of a group of countries
that depends to a significant degree on direct debit and still to some degree on
cheques?’. Other countries have gone further in using direct debit payments, and
other forms of electronic payments.

The differences in payment use from country to country can be a result of the
presence or lack of certain drivers of innovation in the market. The key drivers of
innovation come from a variety of sources, from the payees to the payers, and from
the creators of the system to the regulators of the payment system.

Below are some of the key drivers of innovation in the global payments industry.

5.1 CONSUMER / MERCHANT DEMAND

Sometimes, innovations are developed to fill a gap in the market, or respond to a
specific consumer or merchant need.

The larger merchants will tend to drive demand for innovation in an effort to
increase speed, convenience and loyalty for consumers, and therefore decrease
their costs and increase their revenues. This phenomenon has been increasingly
observed in recent years around the globe.

When examining consumer demand for payment choice, it is helpful to review what
shapes their choice of payment methods. The decision of a merchant to accept a
payment system, or that of a consumer to choose a payment system for a particular
type of transaction, reflects how the attributes of each approach meet the needs of
individuals and businesses. The DCITA study?® put forward six attributes of payment
products that are relevant to the choices made by consumers. These are explained
in more detail in the Appendix.

= capability;

= cost;

17 The BPAY Usage and Attitude Study in 2009 found 77 % of people made payments by direct debit, 54 % queued
to make payments (for instance, at the Post Office, bank or merchant) and 19% paid by cheque.

18 “Exploration of Future Electronic Payments Markets” ,Co-authored by EDC and the Centre for International
Economics, published by the Australian Federal Department of Communications, Information Technology and the
Arts in 2006, and sponsored by APCA and other industry participants.
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= convenience;
= coverage;
= confidence; and

= confidentiality.

5.1.1 Capability

Technological change is at the heart of the process of introducing new opportunities
for electronic payment. Changes in capability cover both products and channels.
Some new capabilities add value by changing or shortening channels or payment
supply chains. This type of innovation can provide a way of entry for new
participants, especially for those outside the financial services industry, thereby
challenging the role of traditional suppliers and intermediaries. Mediating services,
such as PayPal, facilitate person-to-person transfers without the seller having to
register as a merchant, as is required for accepting credit card payments.

5.1.2 Cost

Cost would normally be viewed as a strong driver of change. The impact of cost on
payment choice, however, is a complex matter. This is because of the differences in
capability outlined above, particularly where cost and price signals have been
blunted in the market. The issue is further complicated by consumer expectations
and the fact that in most cases the marginal cost to the consumer of making a
payment is zero.

5.1.3 Convenience

Many of those interviewed believed that Australian consumers’ expectations in
terms of speed, real time, electronic channels, etc. are constantly increasing,
especially amongst the younger generation.

5.1.4 Coverage

The increase in access to the internet is also associated with an increase in the use of
electronic commerce. Making electronic payment options available in the real, as
opposed to on-line, world (that is, expanding coverage) often involves a major
investment in systems. This also applies to Over The Counter (OTC) payments where
presently cash has full coverage where some payments products such as credit, and
charge cards do not.

5.1.5 Confidence

For some time it has been known that trust and confidence are closely linked to a
consumer’s use of banking services. Similarly, it is likely that confidence is also a
factor in the choice of a payment method.

Providers of new, innovative payment systems face a challenge to convince
customers that their products or channels are trustworthy and users can rely on
obtaining their purchase or not losing their money. This includes convincing users that
the system is secure and that value will not leak through theft or fraud. It is notable
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that convincing the general public that paper money was as valuable as gold was
once a similarly difficult task.

The confidence consumers have in a payment method also depends on the
associated payment channel. It is thus expected that confidentiality is a major
factor influencing consumer views about electronic payments.

5.1.6 Confidentiality

Confidentiality is a major factor influencing consumer views about electronic
payments, and media reports regarding fraud, identity theft and similar activities
have heightened awareness and concerns in this area. Hence new
methods/systems that provide consumers with greater security, actual or perceived,
of their confidential/personal information have attraction.

5.2  PROFIT

Clear financial incentives that will allow participants in the system to either increase
revenue or decrease costs will most certainly spur innovation.

The areas of focus are likely to be the large segments of the payments market or
niche markets with limited, high cost payment options available, in an effort to
reduce costs and/or grow market share.

As noted above, the larger merchants tend to drive innovation because a small cost
saving per transaction on the large number of transactions that they handle can
generate a significant amount of money.

The level and certainty of financial incentives will directly affect the likelihood of
projects gaining approval. As noted above, interview respondents claim that they
are experiencing margin erosion in payments as a result of increasing competition,
customer expectations of lower pricing, higher compliance costs and higher losses
as a result of current economic conditions. In the past when larger projects such as
Bankcard, EFTPOS and BPAY were implemented, the financial opportunity for the
banks was much larger. These circumstances make obtaining approval for the
required investment in new payments infrastructure much more challenging, given a
lower Return on Investment in the business cases (particularly against competing
projects within the institutions), and the possibility that pricing will be regulated.

The market structure, as indicated above, can also have an effect as it dictates the
level of funding required to make changes. For example, one of the main reasons
that EMV adoption in the USA has been resisted is that the additional cost of card
issuance and EMV compliant POS terminals required is larger than any expected
gains. Large merchants in Australia also bear a similar cost burden for innovations
involving POS terminals.

The realisation that the adoption path for a technology is not guaranteed also
highlights some key risks in terms of profitability. The adoption path for a new
electronic payments product may not reach a profitable level of penetration before
it is replaced by a new technology, leading to a truncated adoption curve. This
process is known as ‘creative destruction’ and imposes risk on businesses introducing
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new products into the market, and even upon users in investing in systems to support
new innovations?®.

In today’s economic environment, organisations are faced with having less
opportunity for discretionary spend and innovations now have to compete with
other investments, such as compliance initiatives (that take precedence). For that
reason, many organisations prefer smaller, continuous improvements with lower
associated investment and risk than major initiatives, which carry greater risk for the
organisation and the payment system as a whole.

One advantage for global institutions, such as MasterCard, Visa, HSBC and some
others, is that they can amortise their innovation costs over a vast global customer
base.

Key insights from a US Study of electronic payments? were similar in those obtained
in interviews with Australian payments organisations:

e Having a ‘business case’ for adopting an innovation in electronic payments
systems and, particularly, identifying the demand for innovation are much more
important than simply having access to the new technology that would permit
the innovation.

— Providers of payment services cannot assume that an innovative service will
generate significant customer demand just because the service provides new
technical capabillities in a creative way.

— Providing a net benefit to the key participants in a transaction, such as banks,
service providers, and end users, appears frequently to be the most important
aspect of successful innovation.

— Innovations that require little change from known and established
practices/habits may be more readily accepted than those that are
substantially new, unfamiliar and require a change in behaviour.

— Using new technology to leverage existing payment systems enables firms to
take advantage of established practices familiar to users and reduce their
start-up costs.

« Innovative payment technologies frequently compete with older technologies for
financial resources and management attention in a firm or industry.

— Long-term projects or changes that threaten current business lines, especially
profitable credit and debit card operations, may not receive organisational
support because of departmental conflicts and short planning horizons.

— Ciritical mass and network effects may delay adoption of an otherwise useful or
cost-effective innovation, resulting in ‘lock-in’ of older products.

19 purchasers of beta video recording systems that were eclipsed by VHS systems will be familiar with the costs and
inconvenience involved with creative destruction.

20 In their December 2002 report, The Future of Retail Electronic Payments Systems: Industry Interviews and Analysis,
the Federal Reserve sought the views of more than 100 individuals within 49 private-sector payments system
organisations and other interested parties, including government agencies, about improvements to the payments
system, barriers to innovations encountered and the key issues that will shape its future.
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5.3 COMPETITION / MARKET SHARE

In a mature payments market such as Australia’s, maintaining a competitive
advantage is key in acquiring and retaining customers.

Many players seek a first mover advantage using innovations to create product or
process improvements in large, established markets or access an untapped market
segment. Being the first to market with a proprietary technology can create an
opportunity to generate revenue in this early phase of market development.

For example, Bank of America (BofA) hired an innovation consultancy with the aim
of determining how to get a particular consumer segment to open new accounts.
They created a program called “Keep the Change”2t whereby every time a
purchase is made with a BofA debit card, the bank rounds up the purchase to the
nearest dollar and transfers the difference from the cardholder’s checking account
into a linked “Keep the Change” savings account and provides a contribution from
the bank to match a percentage of the transfers. The product benefits both the
bank in acquiring new accounts and increasing transaction revenue by prompting
customers to use Visa debit as well as the customers by encouraging them to save
without actively trying.

The BofA Keep the Change example is also an example of an organisation
innovating through differentiation. BofA created a unique product never seen
before in the US, or any overseas market, in order to stand out from its competitors
and drive new account growth. The underlying payment method, the debit card,
did not change, but the value proposition to the consumer was fundamentally
altered.

Australian institutions offering PayPass (MasterCard) and payWave (Visa) are driven
by competition and the hope of obtaining and retaining customers in the long term,
rather than by short term profit potential, given the products’ limited acceptance at
present and the cost of rolling out both the cards and the associated acceptance
devices. To encourage adoption, exclusive arrangements were contracted, for
example between Commonwealth Bank of Australia and MasterCard, in order to
provide some period of competitive protection to the institution willing to make the
investment and take the risk with the new contactless format.

There is also a school of thought that accessibility to new entrants is critical to
competition which spurs innovation. This can be affected by market structure,
regulation and the performance of the incumbents. Industry respondents offered
differing views on accessibility in the Australian market. Some respondents suggested
that there exist structural and regulatory impediments to new entrants, whilst others
suggested that new entrants are discouraged by the competitive nature of the
market and lack of available margins.

Maintaining of Brand Value was also proposed as a driver of innovation. Where the

organisation has a positioning and Brand promise underpinned by innovation, there
is a need to be seen by the market to be continually innovating and providing new

offers to its customers. This Brand Value is seen to be key to maintaining and growing
market share.

21 Full Case Study can be found in Appendix 10.3.
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5.4 TECHNOLOGICAL ADVANCEMENTS

Advancements in telecommunications and information management have
impacted the financial services industry and retail payment systems. New products
and services such as smart cards, contactless cards, mobile payments and
biometrics (where consumers could pay for goods and services with the swipe of
their finger such as with Pay By Touch) were developed?? based on new
technological capabilities. New methods of delivering financial services — especially
via the internet — also emerged.

Typically, technology adoption has become a by-product of broader strategies,
such as product differentiation to obtain competitive advantage or cost reduction.

Indeed the continual and rapid advancement of technology and computing,
especially over the last 30 years, have created an expectation amongst consumers
of a never ending stream of continuous product improvements and applications of
technology in their everyday lives. In the Australian environment, the long period of
unbroken economic growth (now threatened by the current global slow down) has
further heightened consumer expectations.

5.5 LEVEL OF SECURITY

As noted in section 5.1.3, confidence plays a key role in a consumer’s choice of
payment method. The payment system is faced with security challenges such as
identify theft, card counterfeiting , and authorisation of card-not-present
transactions and funds transfers over the phone and over the internet.

Providers of new, innovative payment systems face a challenge to convince
customers that their products or channels are secure and trustworthy, and that users
can rely on obtaining their purchase or not losing their money.

Business cases for new payment innovation addressing these concerns need to
prove that the benefit outweighs the cost (and/or the reduction in ease and
convenience of use).

Companies such as Emue? believe that fraud is continuing to increase and EMV
based cards, token and SMS based solutions are not addressing the core fraud
issues. Emue has therefore invested in product innovation in addressing security
concerns.

However, due to the complexity of security measures undertaken with electronic
payments (for example encryption), consumers encounter problems in
understanding the merits of various types of security measures and therefore may
have difficulty in differentiating products based on their vulnerability to fraud and
identity theft.

22 pay By Touch was a privately held US company that enabled consumers to pay for goods and services with a
swipe of their finger on a biometric sensor. It allowed secure access to checking, credit card, loyalty, healthcare,
and other personal information, through the unique characteristics of an individual's biometric features, thereby
creating a highly secure anti-identity theft platform. The company ceased operations in March 2008.

23 Full case study on Emue can be found in Appendix 10.1.
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5.6  INDUSTRY FRAMEWORK

Regulatory

In the current unstable global financial environment, it is more important than ever
for countries to put into place the fundamentals underpinning economic growth
and development. Innovation drives productivity improvements, which are
fundamental to economic growth and, thus, to sustained economic prosperity.

It is believed by many of the industry players interviewed that the economic return
possible from innovation in payments infrastructure could potentially be significant.
However, the profit margins on payment transactions (of all kinds) have been
decreasing, driven not only by increasing competition in the marketplace, but also a
belief by users that their cost of payments should be constantly reducing or be zero.
This means that making any business case for large scale, step change innovation in
payments has become extremely challenging. For that reason, most players agreed
that the government has a role to play in ensuring innovation and efficiency are
driven into the payment network. Examples of government intervention/assistance
that we have seen overseas includes —

— China UnionPay’s centralised retail electronic payments network in China:
effectively established at the behest of the Chinese Government and the
People’s Bank of China (PBOC)?

— Faster Payments in the UK: developed by the banking industry at the behest
of the UK government?

— Cheque levy in Ireland: because no one bank, for competitive reasons, could
dissuade consumers/businesses from using cheques and moving to electronic
forms of payment, the Irish Government instituted a levy on issuing cheques as
a direct financial incentive to use more efficient electronic formats

The Australian Government has recently passed an economic stimulus package with
infrastructure as one of the main focuses. If the payments infrastructure was one of
the beneficiaries of these funds, it could potentially support investment in innovation
in payments, for example by providing financial incentives or reducing the overall
costs for each player of implementing a new system, and thus increasing the
likelihood of positive business cases being developed and approved.

The European Commission has deliberated on this same topic -

“...the inability of a system of private markets to provide certain goods either at all or
at the most desirable or ‘optimal level’. Market failure occurs, therefore, when
private companies cannot or will not provide something because they cannot make
a commercial return even where there is demand or need. Under these conditions,
the rationale for public provision of or public assistance to private firms in providing
this is normally justified as it will lead to employment and wealth creation that would

not otherwise have occurred”®.

The regulatory environment was also seen by some industry players as a potential
barrier to innovation. Some indicated that laws and regulations related to payments
are viewed as being complex and confusing. Furthermore, uncertainty around
future regulation of pricing, or government attempts to influence public opinion on

24 Full Case Study can be found in Appendix 10.4.
25 Full Case Study can be found in Appendix 10.4.

26 «p Study of Business Support Services and Market Failure”, European Commission, 2001.
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pricing, can impact the business case for an innovation, particularly one requiring
significant investment.

There are a reasonable number of regulators that play a role in the introduction of
payment product innovations, and therefore dealing with the regulators sequentially
sometimes means that changes required to meet the needs of one, require revisiting
issues with regulators that had provided an earlier clearance.

Associations

Some industry coordination is required for those elements of innovation that would
be shared across all players, and therefore benefit the whole. The remaining
elements of innovations could be competitive in nature.

For example, Visa and MasterCard are schemes in which institutions cooperate as
well as compete, or engage in “co-opetition”?’. At the time Visa and MasterCard
were established, co-opetition provided the framework for addressing a number of
issues related to transaction processing among (at that time) member banks. The
idea behind co-opetition is to have cooperation where it makes sense (and does
not infringe on the rights of the consumer) and competition everywhere else. In the
example of the payment schemes, cooperation exists in brand advertising,
technology and product development such as credit, debit, secured, smart cards,
and prepaid. Competition exists in pricing, services, features and marketing.

This model has allowed for a global system that permits card issuers in different
regions and countries to tailor their programs to local needs. This has enabled
different kinds of cards and technologies to be tried in different countries. For
example, high telecommunications costs encouraged the French card system to
invest in “smart” cards, which authenticate transactions without connecting to a
central computer. In contrast, low telecommunications costs in the United States
encouraged card systems to invest in computerised switching technologies, which
have reduced authorisation time to a few seconds.

Key Points

¢ When speaking to industry players, it was evident that the vast majority feel there
is currently no overt consumer pressure for innovation, other than for increased
speed, cross border payments and an ubiquitous Australian transit solution?2s,
However, a minority feel Australia does lack innovation when compared to other
countries and the reason that consumers are not demanding innovation is because
they ‘don’t know what they don’t know’.

e Product innovations offering unique value propositions still appeal to consumers,
even if their development was not driven by consumer demand or recognisable
need. Indeed, these are almost required to meet rising consumer expectations; but
each requires some form of business case for its implementation. Bank of America’s
Keep the Change program is an example of a unique value proposition that was

27 Co-opetition is a term coined to describe cooperative competition. Co-opetition occurs when companies work
together for parts of their business where they do not believe they have competitive advantage, and where they
believe they can share common costs.

28 This is the only payment need for which there has been recent overt public comment, with commuters
particularly in Sydney becoming more frustrated with the State Government’s lack of progress in implementing a
solution.
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driven by the issuing bank’s need to differentiate and that was widely accepted by
consumers.

e Some industry coordination is required for those elements of innovation that
would be shared across all players, and therefore benefit the whole. Most, if not all
of the interviewees agreed that the Australian industry has experienced significant
positive change since the inception of innovations such as EFTPOS and BPAY; but
that building a business case for investment in enhancements or step change in
these or other (potentially new) systems is considerably more difficult than in the
past.

e Regulation can influence the pace of change and the rate at which payment
products enter the market and the basis on which they compete. It can hinder or
foster innovation depending on financial incentives offered, the level of certainty

provided, access to entrants and level of support provided.

¢ Although first mover advantages can be realised in other markets, they may not
be a strong driver for innovation in Australia, as many innovations do not realise their
full value until adopted by a wider network. This factor could hinder the desire of
organisations to invest heavily in new, large scale innovations as they may be
unlikely to provide competitive advantage and therefore financial gains.

e Large scale, internally generated, unique innovations do not provide the only
means to deliver competitive advantage. Continuous improvement that is
somewhat differentiated from competitors can also deliver superior financial
performance.
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6 FACTORS THAT ENCOURAGE OR IMPEDE INNOVATION

This chapter reviews the main factors that may be promoting or limiting innovation in
payments in Australia. It opens with a review of the experience of the Australian
payments market in adopting new payments products. The chapter also analyses
factors that may encourage or impede innovation and the development of the
Australian payments market.

Evidence on barriers to innovation and adoption obtained from industry interviews
and surveys of businesses and consumers are also reported.

The following factors all impact on the level of innovation of a particular country or
industry: market structure, profit dynamics, infrastructure, adaptability, cooperation,
and innovation culture.

6.1 MARKET STRUCTURE

Network effect?®
Market size
Managerial scope
Government structure

O O Oo0Oo

Network Effect

The network effect causes a chicken-and-egg problem in the adoption of new
payment products because both consumers and merchants must adopt
simultaneously, otherwise there is little incentive for either party to embrace the new
instrument. Economists refer to this as a “two-sided market.”30

Reaching a take off point or critical mass is also important. While technological
applications may create new payment instruments and services, it is the demand
from users that stimulates competition among providers and further drives its
development. As users embrace new payment technology and instruments, other
users become attracted to the service. The network effect derived from additional
users within the network is often cited as critical to the success of new payment
technology.

29 The network effect is the phenomenon in which consumers of a good or service gain more utility from it as the
number of other people that consume that good or service increases. An increase in the number of users of a
‘network’ good benefits other users. In the case of payment instruments, they are generally two-sided network
goods because users of payment services benefit from an increase in acceptors of the payment instrtument and
vice versa.

30 A market in which the businesses that serve as intermediaries have to get two distinct groups of customers on
board to create a commercially viable product.
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Success in establishing a new payments product network thus requires reaching a
critical mass so that each side of the market can benefit from a minimum level of
development. For example, the prospect for merchants investing in the capability to
accept a card depends on the number of cardholders. On the other hand, the
attractiveness of the card to potential cardholders depends on its convenience,
which is partly determined by the number and location of merchants who accept
the card.

The international payment networks have solved this ‘chicken and egg’ problem by
making investments on both sides or employing other strategies to get both sides
committed to the scheme. This same issue was confronted by BPAY in Australia,
which required both a large base of internet banking consumers and a significant
number of BPAY accepting billers, a situation which did not materialise until about
five years after its original launch. Investors in new networks/systems have to be
able, and be prepared to, carry the cost of the operation through the early years
until “critical mass” is achieved; as well as weighing the possibility and risk that such
critical mass may never be achieved.

The established financial institutions, such as credit card companies and banks,
possess considerable market power due to the advantages derived from their
established networks. With the exception of the mediating service PayPal, some
entrants and innovations have failed because of their inability to establish a viable
user base.

OnceOnline, an innovative Australian bill payment service launched in 2004 was less
successful in overcoming this ‘chicken and egg’ dilemma. It only succeeded in
signing up a dozen or so key billers, not enough to meet the needs of its customers,
and therefore customers had to be migrated to other products.

Market Size

The market size can also influence the adoption process as set-up costs are related
to the number of players and size of the existing infrastructure. New payment
products and services may impose start-up costs such as investments in new or
additional equipment for individual banks and merchants, vendor terminals,
dedicated communications hook-up and installation fees charged by payment and
communications providers. There are also learning costs associated with new
technology. Furthermore, there may be legal and security concerns affecting the
demand for new technology which involve expense to resolve or clarify.

Australia’s population is small compared to some other markets, and to gain a
reasonable return on investment in Australia may require the adoption of a payment
innovation by a significantly higher percentage of the population than might be
necessary in a more populous market.

Managerial Scope

Some interview respondents felt that at the time that BPAY was developed in the
1990’s banking executives had a wider purview across the business: such that, in
some cases, they managed credit and debit, as well as issuing and acquiring. With
this business structure placing more responsibility under one person, gaining
approval of business cases for investment was thought to be simpler. Today, most
banks are now organised into much smaller, specialised units, making it more difficult
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to gain approval for innovation investment and development across all the
required/impacted business units.

Organisations require empowered leadership and market coordination to make
things happen at a systemic level. For example, New Zealand has a reputation for
having a greater appetite for change, as evidenced by their ability to adopt
payment innovations such as PIN on credit and credit card enabled parking meters
before most other countries. This ability to introduce new innovative payment
mechanisms is likely aided by the fact that their smaller market size promotes, or
perhaps almost requires, coordination amongst the players and provides a wider
breadth of responsibilities for individual banking managers, likely making decision
making and gaining approval for investments easier.

On the opposite scale, the United States and China have large markets that can
then be split into small specialised segments. This finer level of segmentation allows
for pilot testing to occur, because each segment is still of significant size and is likely
managed by someone empowered to make decisions for that individual segment.
For example, the US has recently piloted smart card technology in a number of
unigue segments in an effort to minimise risk to the entire card portfolio.

Australia, however, falls more in the middle ground, where it could be argued that its
market size is not large enough to warrant management of specialised segments.
Therefore, the risk of introducing innovations on the entire customer base is larger
and would require approval by upper management, potentially hindering approval
for investment spend.

lllustration of Specialisation & Segment Size

A

Level of
Specialisation

Size of Segments

v

Government structure

The lack of a national contactless smart card transit solution in Australia was
considered by some interview respondents to be due to the State/Federal
Government structure, with each State Government developing their own system in
isolation. The adoption of one single system across all of the capital cities would
have likely permitted the amortisation of costs across more cards and points of
acceptance, and a more rapid deployment.

Similar comments were made regarding the development of motor vehicle eTags in

Australia, whereby initially individually owned motorways/tunnels/crossings launched
separate and non-interoperable electronic tag formats, even in the same city e.g.
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Sydney. Eventually, and presumably with some governmental intervention, all tags
became interoperable.

6.2 INFRASTRUCTURE

Both the level and architecture of the market structure can either be drivers or
barriers to innovation.

Level of Development

Australia’s payment market is already quite developed in contrast to many other
Asia Pacific countries. The penetration level of bank accounts, ATMs, POS terminals,
internet and mobile phones amongst the population are all high. With nearly all
Australian adults (and many children) having an existing banking relationship, their
expectation is that their bank and transaction account will have some involvement
with the payments that they make

In contrast, for example, the main catalysts in the successful adoption of G-Cash3!
mobile SMS payments (P2P and P2B) in the Philippines was the lack of sufficient POS
infrastructure (across the 6,000 islands) and the high percentage of unbanked
consumers in the population - versus the ubiquitous coverage of GSM mobile
telephony and the high level of mobile phone ownership.

Therefore one might not expect to see the same level of innovation in certain areas
of payments, such as SMS based mobile payments (as opposed to mobile banking)
in developed countries such as Australia, where multiple effective alternative
payment methods are already available - with any new system/method having to
compete with the well established and operating methods.

Structural Architecture

Historically in Australia, banking systems and payments systems have been closely
integrated. The structure of the APCA demonstrates this with its Consumer Electronic
Clearing System management committee comprising banks, credit unions, building
societies, merchants and others.

Australia’s EFTPOS network is based on bilateral arrangements between the EFTPOS
service providers. Unlike some other countries, there is no central EFTPOS provider.
Australian EFTPOS cards can be used at any EFTPOS terminal via an interoperable
system administered through the CECS arrangements and with bilateral
arrangements between each EFTPOS service provider.

It might be argued that improved efficiency and lower costs might result from one
centralised network and switching architecture, such as exists in China UnionPay, but
it becomes hard to make a financial business case for moving from the current
structural architecture that is working adequately today.

31 Full Case Study can be found in Appendix 10.4.
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6.3 ADAPTABILITY

Adaptability plays an important role in the innovation process. One of the nine
elements of the ‘winning’32 framework for Australian organisations in the “First X|”
study was found to be the ability to adapt rapidly. Adapting rapidly was found to
result from a culture open to experimentation and managed risk, coupled with the
need for strategic and operational flexibility, which was seen to require continuous
improvement and innovation.

Thus the First XI study found that in order to be adaptable, an organisation needed
to both innovate and continuously improve. Keeping the strategy and operations
somewhat flexible helps to allow rapid innovation.

However, establishing continuous improvement as a goal encourages people in all
parts of the organisation to find ways to improve their operations, improve their
efficiency and find new sources of revenue.

The study of the 11 high-performing organisations in Australia concluded that
‘innovation in Australia is not generally big bang/big idea innovation’ (p 100). It
found that innovation by the First Xl included:

= borrowing ideas from overseas,
e process innovations, and/or
= product and service innovations.

Although the organisations separated innovation from continuous improvement,
they saw them collectively as part of an element of their winning framework to
adapt rapidly — suggesting the importance of both for high performance.

6.4 COMPETITION VERSUS COLLABORATION

Successful systemic innovation (across the payments network) requires partners,
collaborators and alliances. These ideas are then built on and become enhanced
through input from different groups, from different locations adding different skills,
disciplines and experiences.

The implementation of Chip & PIN is a good example of how collaboration amongst
competing players in the market can deliver innovative products to consumers.

As previously noted in Section 5.6, Visa and MasterCard themselves can be viewed
as a co-opetitive organisations, at least prior to their public listings. This is based on
the following principles for a co-opetitive entity:

= [t should be equitably owned by all participants

= [t should be open to all qualified participants

= Authority should be equitable and distributive

= To the maximum degree possible, everything should be voluntary.

32 |n Innovation in Winning Organisations in Australia: Myths and Realities, Graham Hubbard reveals the innovation
lessons of a 25-year study of 11 top-performing Australian organisations in the First X| Study in 2007.
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Partaking in an organisation with the above principles enabled the US banks to
achieve what they likely could not have done on their own without taking on
substantial risks. The co-opetition model gave each member bank control over its
own products while allowing them to gain national reach and compete with
American Express and Diners Club.

Participating firms are not the only players that need some level of interaction
before innovation can be realised. Interrelationships exist with governments,
regulators, suppliers and with other players in the economy (e.g. technology and
infrastructure institutions).

John Bessant in Using Learning Networks as an Aid to Innovation3? reminds us that
while innovation is a competitive weapon, it is sometimes best fostered by
collaboration. He states that companies are increasingly coming together in
learning networks to collaborate on a regional or technological basis.

The First XI study found another key element of the winning framework, a practice
identified as ‘looking out, looking in’. First XI organisations are externally focused in a
number of ways:

= They are focused on customers

= They work with other organisations

= They are focused on the future

= They are thinking outside Australia

= They have a sense of community responsibility.

Of these, working with partners is the most obvious link for innovation. For instance,
while Macquarie Bank is widely admired for its new product and service
developments, most of Macquarie’s activities involve working in a joint venture or
consortium with one or more partners.

These First XI findings about the importance of working with others to innovate are
supported by other research. For instance, Frost and Sullivan (2006)34 found that
extensive collaborators outperformed in both growth and profitability. They also
found that business performance is improved by three things: collaboration,
strategic orientation and market opportunities. They concluded that collaboration
had the most significant impact on performance.

Although the Australian payments industry has previously shown the ability to
collaborate in order to innovate, for example with the implementation of EFTPOS
and BPAY, more recent projects have encountered difficulty in gaining agreement
from institutions, as shown by the deferral of project MAMBO?35. In November 2008,
BPAY confirmed its MAMBO project had been deferred following a 12 month
assessment, when the major banks asked BPAY to end its current round of
development work on the industry initiative and revisit the project in mid 2009.

33 Included in “Inside the Innovation Matrix”, The Australian Business Foundation, 2008.

34 |n 2006 946 decision makers in six industries including Financial Services, across eight countries including Australia
were surveyed.
35 Project MAMBO would have allowed individuals to register for their own BPAY code which could be used to

facilitate payments. Consumers could then port their number from bank to bank without the need to re-establish
direct debits or credits, and use it to enable online payments.
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Project MAMBO was proposed as one way for the banks to protect their market
share in a payments industry rapidly being challenged by non-banks such as PayPal.
However, the business case was not deemed sufficiently strong by all potential
participants in the current environment.

A recent study from Javelin Strategy & Research in the US36 has found that
consumers are rapidly turning away from credit cards for online purchases. Indeed,
Javelin is predicting nearly one-third of retail transactions will be made using
alternative payment methods by 2013, many of which bypass banks and traditional
card schemes. They note that this move to alternative methods from traditional
credit cards is primarily being driven by security concerns with credit cards, by the
growth of auction sites that require alternative forms of payments, and by the
convenience of not having to remember/enter a card number.

In addition, a Cisco poll in the US37 has also found alternative payments are growing
in popularity, with over 35 per cent of those surveyed citing “frequent” or “very
frequent” use of alternative payment options, including PayPal, Bill Me Later,
Amazon Checkout and Google Checkout.

In Australia, debit card payments continue to be adopted at rapid rates, more
recently spurred on by consumers’ concerns about their credit exposures and the
comparatively high credit card interest rates. Alternative payment methods,
although small in the overall market, continue to grow market share.

Centricom-owned, Australian alternative payment company POLi38 is also making
inroads in the UK and has received the endorsement of New Zealand’s TSB Bank.
POLi’s Chief executive officer Simon Warner was quoted as saying “the credit
crunch is forcing banks in the UK to innovate in order to survive, as in the UK they
have to have five different payment options to meet consumer demand. Most
online payment services in Australia offer credit card as their only payment method,
despite the amount of evidence that consumers want choice when it comes to
making online payments. | wonder whether the credit crunch and the associated
declining use of credit cards will drive Australian banks to innovate in regard to
alternative payment methods?” 39

6.5 CULTURE FOR INNOVATION

Japan and Korea were put forward as examples of innovators in the payments
market, while Australia is viewed more as a quick follower. It is possible that these
countries have a culture that enables experimentation and managed risk more
readily than in Australia, in part because consumers appear to value “the latest
thing” more highly.

36 posted in Javelin News 15 January 2009.

37 Cisco IBSG surveyed more than 1,500 consumers to better understand how their behaviours and perceptions
shape commerce landscape of shopping and payments. Cisco IBSG monitors what innovative companies are
doing to attract and retain customers in retail and related industries to help financial institutions take advantage of
leading, innovative practices to remain relevant.

38 pOLi is an online payment system that allows payments to online merchants directly from the customer’s banking
account via their internet banking facility. Full Case Study is included in Appendix 10.2.

39 Speaking to Charis Palmer of The Better Banking Blog, 13 November 2008.
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Countries/societies with a better experience from increases in the level of innovation
are seen to develop and adapt innovation more quickly because the risks are lower
and easier to manage.

However, as noted above, innovations that require little change from known and
established practices/habits/behaviours may be more readily accepted by users
than those that are substantially new and unfamiliar. This is because the cost in terms
of re-education, skills development and developing trust in moving from one
product is minimised if the new product has similar attributes to the incumbent.

6.6 KEY POINTS

Many factors in a country or industry (from appetite for risk, financial incentives,
market size through to cooperation amongst industry players) will work together to
either spur or deter innovation.

The level and rate of adoption for new forms of payment are determined by the
characteristics of the product, the additional net benéefits it provides to users over
and above substitute products, and the barriers to adoption. Due in part to the
extensive choice of payment systems already in existence, Australia has a number of
barriers to the development and adoption of innovative, new payment methods.

Innovation may be less attractive in Australia and other specific markets due to a
variety of reasons:

e A perceived lack of demand

o0 One might not expect to see the same level of innovation in certain areas
of payments, such as SMS based mobile payments (as opposed to mobile
banking) in developed countries such as Australia, where multiple
effective alternative payment methods are already available - with any
new system/method having to compete with the well established and
operating methods.

¢ High investment required in infrastructure and therefore low profit incentives

o There are significant long-term infrastructure investments in setting up and
maintaining new payment systems that will reach and retain a critical
mass of users. New services will initially incur losses before being able to
experience the benefits from the significant sunk costs. Therefore,
potential investors in new payments products and channels may perceive
investment is relatively unattractive, due to:

= uncertainty about whether they will be widely accepted in the
marketplace due to the difficulty in changing or maintaining
consumer perceptions and tastes

= concerns whether regulation will allow them to operate

= fears that superior technology may be introduced before a critical
mass can be established.

0 Asitis costly to learn to use new products and to develop trust and

confidence, consumers and merchants may be biased towards using the
current payments system. This is especially the case if the value
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(increased benefits and/or lower costs) from switching payments products
or channels does not represent a significant portion of their income or
total cost base.

Payments organisations faced with lower margins have less opportunity for
discretionary spend, and innovations now have to compete with other
investments, such as compliance initiatives. For that reason, many
organisations prefer smaller, continuous improvements with lower
associated investment and risk than major initiatives, which carry greater
risk for the organisation and the payment system as a whole.

Providing a net benefit to the key participants in a transaction, such as
banks, service providers, and end users (payer and payee) appears to be
the most important aspect of successful innovation.

= Could some larger merchants be incentivised by acquirers or other
parties to take on new innovations with large costs, such as
contactless, to foster adoption and ‘get the ball rolling’?

= Would there be an impact on the level of innovation if
organisations were allowed commercial/competitive advantage
for a short time for innovations before the competition was allowed
to replicate?

The practices of existing players

o0 Frost and Sullivan (2006)4 found that extensive collaborators outperformed

in both growth and profitability. Some industry players have a stronger
reputation for collaboration than others.

Limited interoperability with existing electronic payment system

Limited ability to achieve scale efficiencies

Lack of key standards and coordination amongst industry players.

0 Australia’s EFTPOS network is based on bilateral arrangements between

the EFTPOS service providers. Unlike some other countries, there is no
central EFTPOS provider. Australian EFTPOS cards can be used at any
EFTPOS terminal via an interoperable system administered through the
CECS arrangements and with bilateral arrangements between each
EFTPOS service provider. It might be argued that improved efficiency and
lower costs might result from one centralised network and switching
architecture, such as exists in China UnionPay; but it becomes hard to
make a financial business case for moving from the current structural
architecture that is working adequately today.

40 1n 2006 946 decision makers in six industries including Financial Services, across eight countries including Australia
were surveyed.
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7 AUSTRALIA’S INNOVATION COMPARED

7.1  SITUATION ANALYSIS: DRIVERS

To help establish the relative impact of different drivers of innovation, EDC has
developed the assessment framework outlined in the figure below.

An ‘L’ (low) rating indicates that this driver has little or no impact on innovation (and
conversely an “H” rating indicates high impact) either because it is unimportant or
because there are no issues driving innovation. For example, “Consumer Demand”
rates an “L” for Australia because consumers are largely seen as satisfied with the
range and effectiveness of payment options available, not because it is
unimportant.

The UK was chosen for the comparison as it is culturally and developmentally similar
to Australia in terms of payments. China was chosen as an example of a rapidly
developing market.

Factors that Drive or Impede Innovation Degree of Influence
of Factors on Driving Innovation

AUS CHINA

Consumer Demand

Merchant Demand

Profit/Market Share Growth Targets

Technological Advancements

Security

Government Regulation/Policy

Scheme Regulations/Mandate

Market Structure

Competition (Home & Abroad)

Infrastructure

Adaptability/Continuous Improvement

Industry Coordination/Collaboration

4 4 Ll Tl = = 4 E I Tl E Tl =
Iz Z || |IZ |||

L IrZ|r i Z | immie eI Z e

Innovation Culture

The evidence of the assessment indicates that there are relatively few strong drivers
for large scale innovation in Australia at this time, therefore continuous improvement
tends to be a higher focus.
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7.2  SITUATION ANALYSIS: CHOICE

Many of the industry players interviewed for this study believe that the current
payment system offered Australian consumers a wealth of choice when making
payment decisions.

However, the RBA has stated that although Australia has a reasonable record in
terms of payments system innovation, clearly some of the systems are no longer at
the cutting edge.*! The central bank believes that there is still scope for providers of
payment services to offer users of those services with more flexibility and more
choice, and to do so at lower cost.

To that point, we will focus on the payment choices available to Australian
consumers in the various payment categories, and compare those to payment

choices available in overseas markets.

As noted in Section 6.3, Australia is a mature market with a well developed
infrastructure, which is the basis for the view by some industry players that consumers
have plenty of options and, in some cases, “too much choice” when it comes to
payment methods.

The figure below shows that Australia compares favourably in consumer payment
choice to the United States, a market deemed to be in a similar or more mature
state, and to Singapore, a market seen as a progressive payments market.

Payment AUS Singapore UsS
Alternatives
Bill Payment Cash in person at Cash at SingPost, Direct Direct Credit, Debit Card
AusPost, Direct Credit42, Credit, Direct Debit \, Debit  (PIN and Scheme), Cheque,
Direct Debit, Debit Card Card (NETS & Scheme), Credit Card (Mag Stripe),
(EFTPOS & Scheme), Cheque, Credit Card (Mag  Charge Card
Cheque, Credit Card (Mag Stripe/EMV), Charge Card,
Stripe or EMV), Charge Mobile Banking, ATM, Kiosk
Card, BPAY (AXS)
Over The Cash, Debit Card Cash, Debit Card (NETS &  Cash, Debit Card (EFTPOS

Counter (OTC)
Retail

Online

(EFTPOS & Scheme),
Cheque, Credit Card (Mag
Stripe or EMV or
contactless), Charge Card,
Prepaid Stored Value

Direct Credit, Credit Card
(Mag Stripe or EMV),
Scheme Debit, PayPal,
Paymate, POLI, Google
Checkout

Scheme), Cheque, Credit
Card (Mag Stripe or EMV or
contactless), Charge Card,
Prepaid Stored Value

Direct Debit (merchant and
through i/net banking), Credit
Card (Mag Stripe or EMV),
Scheme Debit, PayPal,
Alipay, Google Checkout (for
merchants in UK& US)

& Scheme), Cheque, Credit
Card (Mag Stripe or
contactless), Charge Card,
Prepaid Stored Value,
BillMeLater

Direct Credit, Credit Card
(Mag Stripe), Scheme Debit,
PayPal, Paymate, Google
Checkout, Biometrics,

41 Philip Lowe, Assistant Governor, Financial System, RBA, addressing Banktech conference in Sydney, Australia 16
September, 2005

42 Direct Credit is when a payer initiates a direct entry to a recipient directly from their bank account, versus Direct
Debit where a pre-authorised debit occurs on the payer’s bank account initiated by the recipient; Direct Entry
transactions include both Direct Credit and Direct Debit transactions, and these are transactions which are not
settled in real time.
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Payment
Alternatives

AUS

Singapore

us

Other Remote
(Mobile/
Telephone/Mail)

Credit Card (Mag Stripe or Credit Card (Mag Stripe or
EMV), Scheme Debit, Mobile

EMV), Scheme Debit,

Mobile Phone e-wallets banking

Credit Card (Mag Stripe),
Scheme Debit, Mobile
Phone e-wallets

Low Value Cash, Credit Card (Mag Cash, Credit Card (Mag Cash, Credit Card (Mag
Stripe, EMV or Stripe, EMV or Contactless), Stripe), Debit Card,
Contactless), Debit Card, Debit Card, Prepaid Contactless Card or Mobile
Contactless Card or (Cashcard & EziLink) Phone
Mobile Phone

7.3 SITUATION ANALYSIS: INNOVATIONS

Provided below are examples of product and systemic innovations in payments in

Australia. Some have been borrowed from overseas and adapted for the Australian
marketplace, while others were industry firsts. The majority listed here are large scale
innovations, as the significant number of smaller, continuous improvements would be
difficult to capture.

Some are now well established, having been adopted over the last ten years, while
others are more recent additions.

AUSTRALIAN INNOVATIONS

Product/Service

Systemic

Bill Payment

BPAY, BillExpress, POSTBIllPay,
OnceOnline

Companion Cards, Reloadable and

Polymer Bank Notes, EFTPOS/Cash

OTC Retall One-off Prepaid Cards (General and Out, Reverse EFTPOS, Combo Cards,
Gift), Merchant Funded Rewards, EMV/Chip & PIN, Scheme Debit
Emue Secure Card, New Store Cards PIN at POS on credit, Dynamic
(Woolworths Contactless Everyday Currency Conversion, Mobile POS
Money MC, DJ’s Amex card and GE’s Terminals
Myer Visa Card)

. PayPal, Paymate, POLI, Verified by

Online Visa, 2 Factor Authentication,

. Mobile trials with chip (Telstra/NAB
Mobile (and Visa); Mobile payments using PayPal
other remote on your iphone; Visa Money Transfer
channels)

Low Value etag/Citylink, Self Service Vending Contactless/PayPass & payWave,

machines (i.e. parking meters)
Reloadable Prepaid
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Bill Payment

BPAY, Bill Express*® and POSTbillpay use the existing direct credit system as their
method/channel for transferring funds. They also transfer additional information to
the receiver of funds for reconciliation purposes (such as a customer number or bill
number). BPAY has seen rapid growth in recent years, driven by the increased use of
internet banking in Australia.*

OTC Retail

This segment has seen a great deal of innovation in recent years, primarily in the
area of cards, from the introduction of Scheme Debit (which adds value in its
acceptance capability online and overseas), to the recent introduction of new
Store Cards offering consumer rewards for loyalty.

The last six months has seen a large number of new card products introduced. Three
of those are affiliated with retail stores — the Myer Visa card from GE Money, the
Woolworths Everyday Money card from HSBC, and the David Jones AMEX card.
These cards offer rewards to consumers whose spending habits suit the affiliated
groups of stores, where they can earn bonus rewards points. However, in terms of
innovation, they tend to be “repackaging” of existing payment formats.

Online

PayPal

Founded in 1998, PayPal enables any individual or business with an email address to
send and receive payments online. PayPal's service builds on the existing financial
infrastructure of bank accounts and credit cards to create a global, real-time
payment service. PayPal now has over 150 milion account members worldwide,
and is available in 56 countries and regions.

Paymate

Paymate provides a mechanism for credit card and bank-to-bank transactions to
be conducted online. It provides an intermediary service permitting customers to
use their credit card or direct debit facility to make a payment to a seller who
receives the payment into their nominated bank account. Transaction fees apply
for both seller and buyer.

POLi4>

POLi recognised the consumer demand for security and alternate payments
methods for those without credit cards. It targets those who want to shop online but
do not have or want to use a credit card. POLi allows payments to online merchants
directly from the customer’s banking account via their internet banking facility while
eliminating the need for merchant to capture and store sensitive customer data as
the customer is using their existing online bank application. Since its launch in 2007, it
has been rolled out in Australia, New Zealand, South Africa and the UK

43 Bill Express called in Corporate Administrators during July 2008, and more than 3000 newsagents across Australia
were then unable to process bill payments or pre-paid mobile vouchers through its systems.

44 BPAY published a summary of the finding from the “Usage and Attitude study” in 2009 that found that 86 per cent
of Australians used the internet to make a bill payment last year, an increase of 6% over 2007. Of those, 71% used
the BPAY service which now has more than 16,000 billers and is adding new biller codes at a rate of approximately
1000 per year.

45 Full Case Study can be found in Appendix 10.2.
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Mobile/Low Value Payments

NAB, Telstra and Visa have joined to pilot the first Australian mobile application of
near-field communication (NFC) payment technology. Consumers download the
NAB Visa credit card software application to their Telstra SIM remotely, and then use
their mobile phone to purchase goods and services by simply waving their phone
over a participating merchant’s Visa payWave enabled reader.

The three month trial in Melbourne’s Docklands has proven a success and hailed as
a true collaboration of a major bank, global payments network and mobile network
operator, as well as various supporting partners.

With all the technology components for NFC infrastructure increasingly available in
the volume required for mass roll-out, innovation in contactless payment will come
from how the companies involved collaborate to bring useful services to market for
consumers. The collaboration between NAB, Visa and Telstra provides a good model
for future industry roll-outs.

Unlike localised contactless card or phone trials and closed loop proprietary systems,
the initiative aims to enable consumer users to shop at any contactless enabled
merchant around the world when the solution is commercialised.

Security

A great deal of recent payment innovation has centred on security that covers all
payment categories, from bill payment through to low value payments.

Developments have been made in EMV Chip (launched in 2001), Two Factor
Authentication, fraud detection software, and PIN at POS for Credit was launched in
Australia in June of 2008.

The use of a PIN on a credit card is deemed to be more secure than signature and
aims to speed up and simplify the purchase process. Most card providers offer PIN-
enabled cards so that users can now choose whether they want to enter a PIN
number or sign for purchases at the point of sale. Unlike some other countries, which
have implemented a mandate for when all purchases will be PIN at POS, Australian
cardholders will still be able to sign for their purchase if they choose. The plan is for
all terminals to be EMV compliant by 2012 and ATMs to use EMV on all transactions
by 2013.46

In addition, Emue, a Melbourne-based firm has developed a new product to
combat online credit card fraud. They offer a new card equipped with a keypad
and number display. When the correct PIN is entered, the card displays a one-off
three-digit security code used to complete an online transaction. This unique
method of verification ensures that the person performing the transaction is the
actual cardholder.

46 According to interview with Visa
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7.4  ASSESSMENT: KEY POINTS
7.4.1 Drivers

The evidence of the assessment indicates that there are relatively few strong drivers
for large scale innovation in Australia at this time, therefore continuous improvement
tends to be a higher focus.

7.4.2 Choice

As noted in Section 6.3, Australia is a mature market with a well developed
infrastructure, which is the basis for the view by some industry players that consumers
have plenty of options and, in some cases, “too much choice” when it comes to
payment methods.

The comparative analysis shows that Australia compares favourably in consumer
payment choice to both the United States, a market deemed to be in a similar or
more mature state, and Singapore a market seen to be a progressive payments
market.

It offers a range of payment methods across all categories from traditional bill
payment and over the counter retail to growing online payments and more
alternative payments such as contactless and is even piloting mobile payments.

7.4.3 Innovator or Imitator?

Fast Followers
When compared to the competition (as seen in Section 8), Aus