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�Preface / introduction

This document contains working papers on Dutch retail payments and retail payment systems, most of which have been prepared as contributions to the CPSS Working Group on Retail Payment Systems. For each of the papers a reference date is provided, as it is important to note that the payment systems market and environment may have changed since this date.



The document is divided into several sections, starting with a descriptive section, which provides an overview of the Dutch retail payment systems market, using the red book format. This section can be viewed as a sort of executive summary. The other sections explore more deeply the market developments, market issues and policy issues for central banks (see table of content below). 



I welcome any comments, suggestions or reactions to these papers and would like to invite readers to sent these to me (simonl@wxs.nl or S.L.Lelieveldt@dnb.nl).



Simon Lelieveldt
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�DESCRIPTIVE SECTION



Retail Payment Systems in the Netherlands				    (September 1998)

Introduction

In common with payment systems around the world, the Dutch payment system has been influenced by technological innovation and evolving payment habits. The key characteristics, however, have remained largely the same. The Netherlands is still very much a credit transfer or giro country, with a very efficient payment infrastructure. The majority of Dutch households and businesses hold more than one payment account. At the end of 1996 there were about 19,8 million accounts, which is more than one account per head of the population. 

The Dutch payment services market is quite concentrated. The bulk of private customer accounts are held with the Postbank, Rabobank or ABN AMRO. Although the number of foreign banks, established in the Netherlands is relatively high (approximately half of the registered banks are foreign�owned), their market share is not very large. In the field of payment services, and particularly in the retail market, their position is very modest. In addition to the deposit�taking institutions offering a wide range of payment services, there are a few international credit card companies and retail chains offering credit card services. Hoewever, both in terms of volume and value, payments with credit-cards do not constitute a substantial percentage of retail payments. 

The institutional environment with respect to retail payment systems is characterised by a large degree of self-regulation. Joint policy decisions of banks are taken in the Payments Systems Policy Council of the Dutch Bankers’ Association. This same Council also serves as the Supervisory Board for the clearing house, Interpay Nederland BV. No other private clearing houses exist in the Netherlands. 

1.	Institutional aspects

1.1	General legal aspects

The Bank Act of 1998 contains a section which, in general terms, provides that De Nederlandsche Bank must facilitate domestic money transfers. On the basis of that Act, the Bank closely monitors the development of the payments system. The Bank currently performs oversight on the payment system, but it seeks legislation to make this role explicit. 

There is no specific legislation governing payments in the Netherlands; the normal civil and commercial laws apply. Both coin (up to a certain amount) and banknotes are legal tender. A provision was included in the new Civil Code of 1992 to the effect that a transfer payment is equivalent in law to a payment made in coin or banknotes.

A specific characteristic of Dutch law regards the existence of the so�called "zero hour rule", which implies that, if a bankruptcy is declared, all transactions of the failing party can be nullified retroactively to midnight on the day on which the court issues the winding�up order. The relevant authorities are now considering, in line with the approach in other countries, how to best implement the EC directive on finality of payments. This will probably take the form of exempting participants of certain payments and securities settlement systems from the application of bankruptcy law.



1.2	Financial intermediaries that provide payment services

On the basis of the old Supervision Act, financial intermediairies that provided payment services could be classified as commercial banks, banks organised on a cooperative basis, savings banks and the Postal Giro Services. The actual retail banking market was segmented similarly, until in the 1960s commercial banks banks started to attract savings from the retail clients, previously served by the savings banks. This marked the beginning of increased competition between these different institutions. In this process all banks increased the number of branches and widened the type of services offered to retail consumers. In the current payment services market, the formal boundaries between the segments of the market have disappeared, yet the client base of the institutions still reflect their original client base. Most banks are now part of a large holding company, which often includes businesses that provide insurance services. 

Commercial banks

These banks initially targeted at enterprises and the wealthy retail consumer. As such they offer a wide range of services to their customers, including payment facilities, loans and mortgages, foreign exchange, stockbroking services and often also travel services. They operate in both the retail and the wholesale market. A series of mergers and take-overs in this segment has resulted in one large commercial bank, the ABN AMRO bank. 

Banks organised on a cooperative basis

The banks in this category operate de facto as a single institution, with Rabobank Nederland as their central organisation. The Rabobanks are strongly represented in rural areas. Originally, the Rabobanks were agricultural credit institutions, but they have since developed a full range of banking activities and are also represented in the cities. Although the individual banks are independent in many ways, the products offered are completely standardised. Rabobanks are primarily retail banks, but they have now entered the wholesale market, and Rabobank Nederland also has foreign branches.

Savings banks

The savings banks were traditionally non�profit�making institutions, aimed at promoting savings by the public. Although they still have a relatively strong position in the market for savings and deposits, they have gradually introduced a full range of banking services. Smaller savings banks do not take part in the payment system on their own, but participate through the processing facilities of two large former savings banks and make settlements via the accounts of those banks at the central bank. Many savings banks have only a regional base, but by operating a common data communication network they are able to offer services all over the country through each other's offices.

Postbank

In 1986, the Postbank, incorporating the government-operated Postal Cheque and Giro Services and the Government Postal Savings Bank, became a state-owned, private bank, with still some restrictions as to the services which could be offered to the public. When the restrictions (on provision of securities services) were lifted in 1990, the Postbank formally became a commercial bank, with a major market share in the payments and savings area of retail banking and with a branch network which exclusively consists of the Post Offices. After two mergers, the Postbank is now a separate business unit within the ING Group, a large Allfinanz holding company.



Interbank organisations

Until the 1960s, most commercial banks did not play a significant role in the retail payment business. They dealt primarily with corporate payments, while the former Postal Cheque and Giro Services handled most cashless transactions made by private individuals. This segregation of the market changed when the banks began widely promoting the use of savings accounts and payment services by the public. The banks also founded a common clearing house, de Bankgirocentrale in order to process payments between commercial banks more speedily. 

In the beginning of the 1980s, the banks and the Postal Cheque and Giro Services decided to take over the Dutch licensee of Eurocard/Mastercard: Eurocard Nederland. This organization was set up to aid in the distribution of credit cards and the processing of transactions for member organisations. The decision to jointly set up this organisation and to issue credit cards can be seen as initiated by the threat of the entrance of VISA in the Dutch payments market.  

When in the late 1980s cheque fraud increasingly became a problem, the banks collectively set up a common infrastructure for PIN-based point of sale transactions. The operational activitities, necessary for routing the authorization messages and for managing the acquirers terminal infrastructure were being delegated to a separate organisation, set up for this purpose: Beanet. 

In the beginning of the 1990s commercial banks agreed to merge the different interbank organizations into one institution. The Bankgirocentrale, Eurocard and Beanet merged to become Interpay Nederland, which can be viewed as the jointly owned processing company for the banks. The Interpay organisation plays an important role in the Dutch payment system, as it clears all retail payment transactions of banks, before preparing the outcome of the netting for settlement at the central bank (see also section 3).

Transactions between account holders of banks and account holders of Postal Giro were effected through a lengthy and complicated procedure, involving the use of intermediary accounts and the need to convert different formats of payment instructions used. To optimize these payments between Giro-Circuit and Bank-circuit, the National Payment Circuit project was set up in 1975. The project, which was fully completed by July 1997, realized a stepwise standardization of interbank operational procedures. Consequently, all interbank communication with respect to clearing and settlement of retail payments is currently standardized, allowing for a faster processing of payments between the BankGiro and Postgiro circuit. The responsibilty for maintaining and updating these  interbanc procedures has been delegated to Interpay Nederland.



1.3	The role of the central bank

1.3.1	General responsibilities and policy

De Nederlandsche Bank is the central bank of the Netherlands. It is a limited liability company in which the central government holds all the shares. The Bank Act, which has been amended in 1998 to comply with the Maastricht Treaty, secures independence of the central bank vis�à�vis the Government.

The Bank Act 1998 assigns responsibility for currency circulation in the Netherlands to De Nederlandsche Bank. De Nederlandsche Bank has the sole right to issue banknotes. Notes and coin are distributed by the central bank, via its head office and its nine branches throughout the country, to banks and post offices. Cash in excess of the public's need is returned to the central bank, which is responsible for checking and replacing worn notes and detecting counter�feits.

On the basis of the Bank Act (1998) and the Act on the Supervision of the Credit System (1992), the Bank is responsible for the supervision of the banking sector. In this context it can authorise an institution to operate as a bank. Issuers of e-money are considered to conform to the Act's definition of a credit institution (bank) and therefore have to obtain authorization from the central bank. In its role as a supervisor, the Bank has issued a memorandum with guidelines for ensuring continuity and reliability of the automated processes of the banks. 

The Bank Act 1998 contains a section which, in general terms, provides that De Nederlandsche Bank must facilitate domestic money transfers. In this respect De Nederlandsche Bank acts as a settlement institution for the banks. On the basis of the Bank Act, the Bank closely monitors the development of the payments system. The responsibility of the central bank for the general oversight of the payment system is accepted by the banks. As a result the central bank acts as an observer in the interbanc commissions and working groups that operate under the auspices of the Payment Systems Policy Council of the Dutch Bankers’ Association. It does not participate in the Policy Council itself. 

De Nederlandsche Bank holds the account of the Government in its capacity as cashier. In practice, particularly high�value payments such as government debt issues, repayments, etc., are processed by De Nederlandsche Bank itself; the processing of "retail" payments to and from the Government, including tax collections, takes place at the Postbank and Interpay, resulting in debits and credits on the account of the Government at the commercial banks. 

With regard to the settlement of securities, De Nederlandsche Bank closely monitors developments in view of the possibility of systemic risks in relation to the payment system. The Bank cooperates in offering Delivery-versus-Payment facilities and has been requested to become the settlement bank for the securities and options exchange. 

The policy of De Nederlandsche Bank is to eliminate systemic risk in large value / low volume systems and to promote adequate provision of small value / high volume payment services to the public. As a part of this policy De Nederlandsche Bank has agreed with the banks that large�value interbank payments take place in its own real time gross-settlement payment  system (TOP). Furthermore, De Nederlandsche Bank supports current draft legislation which limits the applicability of the zero hour rule to certain payment and settlement systems. 

The policy approach of De Nederlandsche Bank with respect to retail systems has been described in a memorandum in the autumn of 1987. This memorandum identifies four basic principles to be applied with respect to the development of the payment system in the Netherlands. They are:

(i)	uniformity of infrastructure: this reduces waste and makes the giro system more comprehensible to all its users;

(ii)	cost coverage: payment services as a product should be self�financing for every bank. Moreover, the pricing of services should encourage the use of the more efficient ones;

(iii)	product conditions: everyone should be able to gain access to the payment system, and the services should be transparent for the customer;

(iv)	fraud and security: special attention should be paid to prevention of fraud and to the security of the payment system.

1.3.2	Provision of settlement facilities

Provision of settlement accounts

Given its concern for payment risks, the Bank provides for intraday finality in its own payment system. The functioning of the system is described below. As regards payments effected within this system, the general policy is that each financial institution must ensure that its credit balance or credit facility is sufficiently large to allow its transfer orders to be executed. In general financial institutions maintain hardly any balances on their current accounts. 

Provision of credit facilities

In principle, all banks supervised by De Nederlandsche Bank and listed as such in its register of credit institutions are eligible for intraday and overnight credit facilities granted by the Bank. All credit must be fully secured by collateral. In order to enable subsidiaries of foreign banks to participate in the Dutch payment system in a cost�effective way, it is possible to hold the collateral needed in foreign securities.



Pricing policy

The cost of operating the settlement system is fully recovered through a pricing policy which is based on a fixed annual fee and a transaction fee, based on the volume of transactions. 



1.4	The role of other private and public sector bodies

Dutch Bankers’ Association: Policy Council on Payment Systems

The Policy Council on Payment Systems of the Dutch Banking Association is the main national consultative body concerned with payment systems in the private sector. The Council deals with general issues relating to the infrastructure and to both retail and wholesale payment services on a policy level. The members of the Committee also form the Supervisory Board of Interpay Nederland.



Interpay Nederland BV

Almost all Dutch deposit�taking banks participate in Interpay Nederland, the joint clearing house, that accomodates netting and clearing of retail transactions, the operation of the EFTPOS-network, the issuing and processing related to Eurocard transactions, the interbank authorisation for ATM’s and some individual services (image processing of checks and credit-transfers, delegated authorization of debit-card transactions) to smaller banks. 

    Working Group on  Efficiency in Payment Systems

In 1991 the banks, consumer organisations and retail organisations reached agreement on measures for enhancing the cost�effective use of payment instruments. The discussion took place within the Ad Hoc Steering Committee for Promoting Efficiency in Payment Systems, a committee without regulative authority, set up by the parties mentioned above at the request of the Minister of Finance and the Minister of Economic Affairs. Both these Ministries and De Nederlandsche Bank take part as observers. After consecutive years in which many of the stated objectives have been achieved, the Committee renamed itself the Working Group on Efficiency in Payment Systems and now serves as a coordinating reference committee.



Bureau of Credit Registration

All credit institutions centrally register the loans, provided to consumers, with the Bureau of Credit Registration (Bureau Kredietregistratie). This organisation, set up by the banks, keeps track of lending behaviour and redemptions. Banks that consider the provision of credit to consumers, will check with the Bureau to prevent overissuing loans. This credit-worthiness check is also performed before issuing credit-cards to consumers.

2.	Payment media used by non-banks

2.1	Cash payments

Banknotes and coin are the media used for cash payments. Both are legal tender, although the acceptance of coins by the public is compulsory only up to certain maximum amounts. All coins are produced by the Mint, an institution supervised by the Ministry of Finance, under the terms of the Coinage Act 1948. The Bank Act 1998 stipulates that De Nederlandsche Bank has the sole right to issue banknotes.

At the end of 1996, the currency in circulation consisted of six denominations of banknotes (NLG 1,000, 250, 100, 50, 25, 10) and eight denominations of coins (NLG 50, 10, 5, 2.50, 1 and 0.25, 0.10 and 0.05). The currency in circulation at end�1996 amounted to NLG 41.7 billion (USD 24.7 billion), of which NLG 38.3 billion (USD 22.7 billion) was accounted for by banknotes. Banknotes constitute 18,5 % of the narrow money supply (M1) and  7,0 % of the money supply (M3). 

No exact figures are available for the number of cash payments. As a rough estimate, 90% of the volume of commercial transactions are effected in cash. However, the larger the value of the payment, the greater the tendency to use credit transfers or guaranteed cheques. Apart from everyday expenses, cash is still used in specific markets such as the used�car market, as well as when tax evasion plays a role. 

As for the use of the currency in circulation, research (1990) indicated that a large share of the number of currency in circulation (72 %) is used as a store of value, 15 % remains with the business sector, 6 % is in savings balances of households and 6 % in transaction balances of households. The remaining 1 % is held off-shore. 

2.2	Non-cash payments

The banks offer similar payment instruments, to be used in combination with a sight account. The accounts which are used for non�cash payments are sight accounts, which can be characterised as deposit accounts, in relation to which explicit payment services are offered. There were 19.8 million sight accounts for a population of 15.5 million. Some 2.6 billion cashless payments using deposit money, for a total value of NLG 3,967 billion (USD 2,347 billion) were made in 1996. The payment instruments are the credit transfer (overschrijving), the standing order (periodieke overschrijving), the inpayment transfer (acceptgiro), the direct debit (incasso). The instruments used for payment at the point of sale are: guranteed cheque (gegarandeerde betaalcheque), debit-card at the point of sale (pinnen), the credit card (including the private label card) and the pre-paid elektronic purse (elektronische beurs). Banks also offer payment services that are not related to a sight account (travelers cheques and money orders). The value and volume of these money orders, compared to the total payments market is limited. 



Pricing policies and efficiency

In the 1980s, it was customary, particularly for the private customer, for little or no interest to be paid on sight accounts, while the services on offer were free of charge. In the past few years, some banks have been paying a higher interest rate, but have also introduced payment service charges. In 1996, however, competitive pressure by the Postbank (which pursued offering payment services without direct visible cost to the consumer) has led banks to abolish some of these charges. 

An important factor with respect to the type of payment instrument used, is that, over the years, the Dutch banks have become increasingly aware of the costs of the payment system, and have therefore promoted a cost�effective use of payment services. Hence, alternative distribution and payment methods, such as the use of ATM’s, telephone and homebanking, have been promoted. In cooperation with consumer organisations and retail organisations, the banks have evaluated the cost�effective use of payment services in the Working Group on Efficiency in Payments Systems, mentioned in section 1.4. 

2.2.1	Credit transfers

When making an ordinary credit transfer, the account holder instructs his/her bank to debit his/her account with the amount indicated on the transfer order, and to credit that amount to another account, likewise named, at a bank. Practically all non�recurrent payments in trade and industry, as well as some household payments, are effected by means of ordinary credit transfers. This payment instrument, which has been standardized between banks, is also used on a very large scale by the central government and local authorities. When used by households, the original ordinary credit transfer instruction is generally in paper form (overschrijving); corporate customers and government institutions mostly use a non�paper�based, machine�readable form (verzamelgiro).

Pre�prepared transfers can be divided into two categories: the standing order and inpayment transfer. In the case of the standing order, the account holder gives his/her bank a standing order to transfer, on fixed dates, fixed amounts to a named account. This (non�paper�based) form of payment is frequently used for rent, subscriptions, insurance premiums, etc. On the fixed date the bank effects the transfer, and no further action on the part of the account holder or the payee is required. 

The second form of pre�prepared transfer, the inpayment transfer or acceptgiro, is initiated by the payee. Together with the bill, he/she sends the payer a fully prepared transfer form, in most cases stating the payer's account number, known from previous payments. All the payer has to do is to sign the form and send it to his/her bank. This payment medium is used for both regular and non�recurrent payments of either fixed or varying amounts, e.g. insurance premiums and subscriptions, as well as for bills for deliveries to regular customers. The pre�prepared transfer is a paper�based instrument in the eyes of the consumer, but can often be read mechanically or by means of image processing technology. 

2.2.2	Direct debits

Direct debits constitute a separate category, although there is some resemblance with acceptgiro transfers. The transfer is again initiated by the payee, who has already been authorised by the payer to charge his/her account for goods delivered or services rendered, and no further action on the debtor's part is required. This procedure is frequently used, for example, by public utilities. The form in which transfer instructions are given is gradually changing. This is mainly due to the fact that corporate customers are increasingly using machine�readable transfer instructions. 

2.2.3	Cheques

As a satisfactory giro transfer system was available to the public from an early date, non-guaranteed cheques have never played a major role as a general payment instrument in the Netherlands. In the second half of the 1960s, however, following the large scale introduction of sight accounts to the public, the guaranteed cheque was introduced (in fact three types were introduced: the bank cheque, the giro cheque and the eurocheque; each having different product characteristics). The guaranteed cheque, which can only be used in conjunction with a cheque guarantee card carrying the cardholder's account number and signature, served as one of the main non-cash instruments for payments at the point of sale in the period 1970-1990. Given the decline in use of cheques, as well as the costs, the banks in the Netherlands are currently considering to stop issuing the payment instrument in the near future.



2.2.4	Payment cards

In the Netherlands, the introduction of Automated Teller Machines (ATM) and Electronic Funds Terminals at the Point of Sale (EFTPOS) has taken place since 1985. Whereas commercial banks focused on the provision of ATMs (to reduce personel cost at the bank branche), the former Postal Giro focused on the provision of EFTPOS (to eliminate cost of cheque processing and cheque fraud). Both applications used the payment card, provided for the use of guaranteed cheque, by adding a magnetic stripe on the card.

 In general a widescale installation of ATMs has taken place in the period 1985-1992 with a shift towards widespread distribution of EFTPOS-terminals in 1992-1996. In this process commercial banks succeeded in collectively defining a common technical and legal framework for electronic payments, based on the use of a magnetic stripe and a PIN-code. For EFTPOS the Dutch banks set up a joint venture (Beanet, see section 1.2) and decided to use a common infrastructure and technical standard. Similar agreements as to the standardization of the ATM-system could at first not be achieved, due to diverging cost/benefit structures of the different banks. It has taken until 1997, for the major players to reach an agreement with respect to interbanc tariffs for the interoperable use of ATMs between Postbank and all other banks and vice versa. From mid 1998 all ATMs in the Netherlands are inter-operable.

The use of credit cards has increased considerably since 1990, yet the number of transactions with a credit card at the point of sale remains only 1 percent of non-cash transaction volume. The credit card used most often for payments in the Netherlands is the Eurocard (Access, MasterCard), in which almost all banks participate. Although Visa has an almost equal market share (in terms of number of cards) as Eurocard, the number of transactions is lower, which is partly due to the fact that the card is issued mainly through a co-branding strategy with non-financial instituions (insurer, automobile association). Some retail chains actively promote their own retailer cards (private label cards), but compared with the use of the credit cards and cash, their role is not significant.

2.2.5	Home banking,  telephone banking, EDI 

Since the mid-eigthies many banks offer corporate cash management systems, including the possibility of issuing transfer instructions. Several banks also offer home banking systems that are suited to smaller businesses and private customers. Although the actual implementations of banks are different in a technical sense (and not interoperable) the security specifications of these implementations have been collectively agreed upon in the Dutch Bankers’ Association. Futhermore, in the back-office processing of payments, done through these home-banking applications, the interbank format for credit transfers is applied. 

Comparable to the situation with home banking, banks have started to provide automated banking services via telephone (account information, transfer of money to savings or investment acounts etc). Again the basic specifications and back-office processing of standardized transactions (such as the telephone payment of an electronic inpayment) are agreed upon between banks, although the front-office implementations are different in a technical sense. 

Several banks are involved in EDI pilot projects, both at a national and at an international level. The banks have formed a special organisation for developing payment messages based on EDI standards. A common infrastructure for handling EDI payments has also been defined.

2.2.6 Stored value cards and Internet banking

As far as electronic retail payments are concerned, a late adoption and introduction of ATMs, EFTPOS and credit cards can be observed, when comparing the Netherlands to other developed countries. However, this situation has changed quite considerably with the advent of chipcard-based payment systems. Increased competition from within and outside the banking sector has led to the introduction of two different chipcard-schemes and to an increase in product development activitities in the area of electronic banking and chipcard-applications as a whole. 

In 1994, the Dutch banks, witnessing pre-paid purse developments at PTT Telecom and a small purse-issuing company, expressed their committment to introduce a pre�paid card system. A joint pilot was introduced in October 1995. Shortly afterwards, the Postbank decided to develop its own chipcard-purse system in cooperation with PTT Telecom. As a result, two major multi-purpose prepaid card schemes have been developed in the Netherlands. These are the so-called ‘Chipknip’ (issued by banks, nationally operational since October 1996) and the ‘Chipper’ (issued by joint venture of Postbank and PTT Telecom, operational since May 1997). Both chipknip and chipper have decided to place the chip for the purse-transactions on the payment-card with the magnetic stripe. Agreements have been made amongst the issuers of Chipper and Chipknip to ensure that one merchant terminal is capable of processing both type of payments.  

The development of computer-based electronic money schemes also has close attention of Dutch market parties. As a first step into this direction (and as a reaction to the existence of the first Internet based coin-system) the Dutch banks, together with some other parties including Dutch Telecom, in 1996 started a pilot (I-pay) with a so-called ‘access product’ enabling traditional payments through Planet Internet, the largest Dutch Internet service provider. All subscribers to Planet Internet are able to pay for the goods and services offered by a group of 15-20 companies, including major Dutch banks and retailers. To that end the parties involved have been given a special ‘Internet’ account, next to their ordinary bank account (but with the same account number). Once clients have transferred money from their bank account to their ‘Internet’ account they can make a payment with special client-software to the ‘Internet’ account of the provider of the goods and services. Payers and payees will be able to move funds between their ‘Internet’ and ordinary accounts at any time. Although interest in I-pay has been limited, the system has been adapted to allow for secure transactions with a credit-card (the so-called SET-transactions). Future plans involve the use of the smart-card for authentication of the consumer.

As a next step in the evolution of home banking, banks are currently adapting the home-banking applications for use via the Internet. It is quite probable that some of the necessary security functions of these upgraded applications will be performed by using the distributed chipcards. A similar development is taking place in the area of telephone banking. The use of a smart-phone, capable of reading chipcards, would create the possibility to safely transfer funds to third parties via telephone banking. 

2.2.7	Type of instrument used

To provide some insight in the usage of the different instruments, an estimation has been made of the constitution of non-cash payments in 1996. It is estimated that the volume of non-cash retail payments consisted of: direct debit (25 %), automated credit transfer by businesses (22 %), inpayment transfer (14 %), hand written credit transfer by individuals (8 %) and standing order (2 %) used in the home environment. The remaining transactions take place in the retail environment and consist of point of sale debits (20 %), withdrawals ATM (15 %), guaranteed cheque transactions (3 %), credit card transactions (1 %) with money orders, travelers cheques and pre-paid purse transactions remaining below 0,1 % of all transactions. 

3.	RETAIL Interbank CLEARING and settlement systems

3.1	General overview on interbank payment systems

As a matter of agreement between banks and the central bank, cashless retail payments are processed in the banks’ clearing house (Interpay Nederland), providing clearing services for low value, large volume retail transactions. It should be noted that, apart from the clearing which takes place at the facilities of Interpay, a considerable amount of retail transactions is cleared at the large banks themselves, using in-house clearing facilities. Other than these in-house systems and the Interpay system, no other private clearing arrangements between banks exist. 

Interpay Nederland acts as the central routing switch for all EFTPOS-transactions and part of the ATM-transactions, as a subcontractor for parts of the Eurocard issuing and transaction authorization process and as the automated clearing house for interbank giral payments. Additionally, Interpay performs image processing services for some banks. Instead of focusing on the exact technicalities of these processes, the description below will deal with the ACH system, in which retail payment transactions eventually are being cleared and settled.

3.2	The Interpay ACH system

3.2.1	General overview

The Interpay clearing house system is a fully automated system. The number of transactions processed in 1996 was 1,586 million; with a total turnover of NLG 2,319 billion (USD 1,372 billion). 

  Interpay is merely an intermediary between the participating banks. It receives transfer orders and converts them into (debit and) credit items, for individual banks and account numbers, by means of an automated system. The transfer orders can be sent in by individual banks or also by large companies. Interpay has no relationship with bank customers; it does not know the balances on accounts, makes no entries in accounts and, consequently, does not itself produce statements of account. It is the individual banks themselves which, using automated processes, make the actual debit and credit entries in the accounts, and produce the statements of account which they then send to their customers. The purely technical operations by Interpay are followed by financial settlement. The participating banks have authorised Interpay to administer the daily settlement process at De Nederlandsche Bank on their behalf; the account of each bank is debited or credited with the difference between its total debit and credit items.

3.2.2	Participation in the system

All deposit�taking banks, with the exception of some small, mostly foreign, banks, participate in the system. The central bank is not a participant.



3.2.3	Types of transactions handled

The ACH system handles all types of retail transactions. 

3.2.4	Operation of the system

The system is a net settlement system. It in fact comprises two systems: the Interpay system for bulk payments and the Spoedcircuit for urgent transactions. The Spoedcircuit payments are settled in a special way. This system, in which the amounts are relatively high compared to normal retail payments, is a guaranteed payment system. The system works on the basis of a collateralised credit facility which is separated from the facility which the participating banks have at the central bank. The final settlement at the central bank takes place once a day. 

3.2.5	Transaction processing environment

Although processing takes place in two operating centres, the clearing house system operates in an integrated manner. Transfer orders may be submitted in different ways. Although most of the orders are presented in machine�readable form or by data communication, payment orders can be presented on paper as well, with Interpay taking care of their conversion into machine�readable form. Cheques and acceptgiro are also presented on paper, but can be read optically. 

The process is organised on the basis of two runs a day, one in the evening and one in the morning, with settlement at the central bank once a day, taking place around 1.30 p.m. Routing with regard to the debit and credit banks involved takes place on the basis of a central file, containing all the account numbers, and customers' names and addresses. 

3.2.6	Settlement procedures

Interpay is authorised by the participating banks to administer the daily settlement payments at De Nederlandsche Bank on their behalf. Settlement takes place around 1.30 p.m.; settlement of the Spoedcircuit sub�system takes place at around 2 p.m. As is the case for the current account system of De Nederlandsche Bank, settlement is subject to sufficient cover for debit positions. During the morning banks are informed by Interpay about the net results to be expected in order to raise additional liquidity in the money market before settlement time, if needed. 

3.2.7	Credit and liquidity risks and their management

Credit and liquidity risks are not managed within the clearing house system, but in the central bank system environment with its relation to the money market. As mentioned above, Interpay informs the participating banks about the net retail clearing results to be expected, which information is then used by the liquidity managers of the banks. As mentioned above, credit and liquidity risk are basically absent from the Spoedcircuit sub�system because of the fully collateralised basis.

3.2.8	Pricing policies

The basic pricing policy of Interpay is that the system should be self�financing. For this purpose prices are based on full cost recovery (which covers cost and a surplus percentage). In practice, a certain amount is paid per transaction and per batch, by both sender and receiver. 



3.2.9	Main projects and policies being implemented

Interpay is currently working on a completely new system that will be introduced in phases. The basic difference between this and the existing system is that processing takes place on a continuous basis, whereas at present processing takes place in two daily runs. As a consequence, the new system can provide real�time information on the payments being processed. The Interpay system will basically remain a net system. However, the system may settle more than once a day. In this respect, the system will operate in close coordination with the new central bank real time gross settlement system. 

�4.	INTERNATIONAL ASPECTS

4.1	Overview 

International retail payments are only a fraction of national retail payments. Estimations, indicate that these payments constitute 2.5 % of the 2,627 million transactions in 1996. In value these constitute less than 0.1 % of the the 23,247 billion guilders. The instruments used range from credit transfers, travelers cheques, edc-maestro-debit at point of sale, credit card at point of sale, cirrus (withdrawal at ATM), credit cards at ATMs and guaranteed cheques. The main instruments in terms of transaction volume are the credit card (32 %) and debit card (27 %) with guaranteed cheques declining rapidly (now at 10 %). 

Although the second banking directive opened up possibilities for remote access by banks to automated clearing houses in other countries, in practice this has not occured a lot. Similarly, in the context of EMV standardization, the European banks decided not to pursue further development of a cross-border pre-paid purse. It appears that the volume of cross-border transactions is still to low to build a profitable business case, other than cross border debit- and credit-card transactions. 

4.2	Regulatory developments

The European Commission is active in the area of retail payments. As for the relationship between card holders and issuers of cards, recommendations were issued in 1988 (updated in july 1997). In the area of credit transfers a directive was issued in January 1997, dealing with the disclosure of information to consumers, redress procedures and defining a basic service level, with respect to consumer issues such as transparancy, cost and speed.

In 1994 the EMI stated that electronic money should only be issued by credit institutions. This has been followed by an EMI-advice to the European Commission in May 1998. In July 1998 the European Commission proposed draft regulation along the lines of the EMI-advice; allowing non bank institutions to issue electronic money, yet obliging them to fullfill the relevant banking requirements of the 1st and 2nd banking directive. 

Besides this regulation of issuers, the Commission – on July 1, 1998 - put forward an action plan to combat fraud in electronic payment systems. It urges governments to incorporate fraudulous manipulation of modern payment instruments into penal law and urges providers of instruments to take all action to prevent fraud. Furthermore, with a view to enable electronic commerce, the European Commission proposed (in may 1998) a framework to allow Trusted third parties to be licensed on a voluntary basis and which states requirements for valid digital signatures. If these requirements are met the digital signature would not be denied legal value on the basis of the fact that the signature is consisting of bits and bytes.

�ANALYTICAL SECTION





The paper presented below is an attempt to provide an analytical framework. It has been drafted in a subgroup of the G-10 Working Group of Retail Payment Systems. The members of the subgroup were: Urs Bisschoff  (Switzerland), Gabriela Guibourg (Sweden), Junichi Iwabuch (Japan), Jim Bohn (USA) and Simon Lelieveldt (Netherlands).
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1.	Introduction

In the area of retail payment systems, central banks are faced with the challenge to keep up with many new technological and economic developments, which may have a profound effect on the financial markets, institutions and consumers. As some of these developments have only recently come to the attention of central bankers, while others are more fundamental, it is useful to adopt a historic approach when analyzing the impact of these trends for central banks. The use of a national - and industry level perspective in such an analysis further increases the understanding of these trends and how they influence behavior of competitors in retail payment markets. An understanding of these trends is important, as it allows central banks to better determine if and how they should react to these developments.



This paper does not go at length into the issue of defining a retail payment, nor does it investigate the different types of payment instruments and mechanisms. The most relevant observations in this respect are made in Annex 1. Just for this paper, a retail payment can be considered to be transfer of money against the delivery of goods and services. Such a transfer will generally take place between consumers and companies (consumption), vice versa (salaries) and  between consumers and government (taxes) and vice versa (social benefits etc.).



There is considerable heterogeneity among G-10 countries in the structure of their retail payment systems. This paper attempts to identify some of the important factors that have played a role in shaping the structure of these different national payment systems. In addition this paper identifies a number of current trends that are changing the structure of payment industry. Because of the differences in the structure of national payment systems, these trends will have different effects on the roles of the G-10 central banks.



Section 2 of this paper discusses the primary factors that shape the structure of national payment systems. These factors include:

a-	the applicable regulatory requirements,

b-	the demand characteristic (dissatisfier),

c-	the developments in information technology,

d-	the geographic characteristics of the country.



Section 3 discusses recent trends in the retail payments industry. The analysis shows that retail payments industry will continue to pursue economies of scale and efficiency. The fact that the actual payments instruments used in the different G-10 countries differ considerably (cheque-countries versus giro-countries) can be explained by the different regulatory choices in these countries, which have shaped the cost/benefit structure of the industry and thereby the benefits of certain innovation.



In section 4, the major future trends in the retail payment sector and their impact on central banks are identified:

-	further deregulation of the market, entry of new players,

-	continuing drive for efficiency, move to more electronic-based transactions,

-	cross-border provision of payment services.	

These trends materialize in many operational questions with respect to the appropriate role of the central bank. However, no suggestions are made with respect to the way in which central banks should respond to these trends. This is very much determined by the (different) public policy goals and tasks that the central banks in different countries have. 







2.	The market of retail payments

In this section we will describe the market of retail payments. This description will focus both on the statics of the market (demand- and supplyside) and on the dynamics (driving forces in the evolution of the market). The intention here is to provide a framework, with which the specific retail payments market developments can be better understood. 



2.1	Demand for retail payments

In figure 1 below, we have divided the players in the retail payments market into three categories (government, business enterprises and consumers) between which the basic types of payments occur (salaries, social benefits / subsidies, taxes and consumption). Of course this is a simplified picture, but it illustrates very well the main players in the market.



Figure 1: Demand side of the retail payments market
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An important characteristic of the demand for retail payments, in the sense of product characteristics, is that as a product, a payment can be considered mostly a dissatisfier, not a satisfier. The distinction between these two factors is the essence of the motivation-hygiene theory of the psychologist Frederick Herzberg. The theory explains why some factors (motivators or satisfiers) add to the increased satisfaction of a person, while others (hygiene factors or dissatisfiers) don’t. The satisfiers and dissatisfiers are independent. That is, failing to provide a satisfier will not provoke a negative response and providing more satisfiers does not necessarily compensate for a dissatisfier.



The concept of satisfiers and dissatisfiers has been applied (and proved valid) in the area of job satisfaction and human resource management at first. Later on, the concept has also been used in the area of consumer behavior. Research showed that retail payment products were better characterized as dissatisfiers, then as satisfiers. As a result, selling retail payments because they are fun, or interesting or otherwise exciting will not work as a generic strategy, as the product will not satisfy the consumer. The product will only reduce dissatisfaction, so essentially, customers are only interested in their retail payments and payment instruments when something has gone wrong and should be corrected. 



The consequence is that consumers will not perceive the product to have an intrinsic value. A payment instrument is of use because it facilitates the exchange of goods and service, which satisfy the wants of the purchaser. The demand for payment instruments could therefore also be labeled as ‘derived demand’. Efforts by providers of payment instruments should not focus on attracting consumers by adding new features or more value to the payment product, but by recognizing the context of the transaction of which the payment is only a part.



2.2	Supply of retail payments

If one studies the supply-side of the retail payment sector, it becomes clear that a wide range of organizations and institutions provide the retail payment instruments (see annex 1). These institutions may be categorized as:

-	government or semi-government institutions (central banks, post offices, ministries),

-	banks (commercial banks, savings banks),

-	non-bank financial institutions (building societies, credit unions, thrifts, travelers cheques organizations, money transmission companies, credit card companies),

-	non-bank non-financial institutions (large retail chains, mail order retail chains).

It is important to note that the goals of the different suppliers of retail payment products may well be different from a strategic point of view (see annex 2). As a result these providers will make different decisions as to the range of payment services offered, pricing and competitive strategy. 



Some retail payment providers may be able to pursue a strategy that focuses on certain niches in the market where consumers perceive an added value and are willing to pay for the provided payment instruments. Credit cards and retailer cards are an example of this. Other suppliers (central banks, state owned companies) may be limited in their strategic behavior as a result of their mandate.



In general, the fact that a retail payment is a dissatisfier, limits the possible competitive strategies for the commercial suppliers of payment instruments. Differentiation strategies (in which different types of added value are sold) will only work for small segments of the market. The basic viable generic business strategy to be followed is a low cost (often also: large volume) strategy.



In practice such a strategy will be implemented by:

1-	gaining market share if the market is not saturated,

2-	use economies of scale and technology to cut costs,

3-	trying to create new markets by finding improved ways of meeting consumer demand.

In pursuing this strategy, providers will avoid conflicts with regulatory authorities, as this may negatively influence their market position in the eyes of the consumer and therefore their ability to gain or sustain market share.









�3-	Trends and developments

In this section, we will further go in detail as to the different developments that can be identified in the market for retail payment systems. In order to put these developments into perspective, the figure below shows the main factors which shape the retail payments sector in a country. These are:

a-	the applicable regulatory requirements,

b-	the demand characteristic (dissatisfier),

c-	the developments in information technology,

d-	the geographic characteristics of the country.





Figure 2: Main factors that shape retail payments sector
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The figure shows, simply put, that the regulatory goals determine the playing rules in the market (which entities may perform which activities under which conditions). The geographic characteristics determine how large the market for retail payments is and what the opportunities are for suppliers to cooperate and to compete. The demand characteristic influences the viability of the different strategies for suppliers (efficiency and cost reduction are a vital part of any strategy). Developments in information technology allow suppliers to cut cost, but also serve to reduce entry barriers to the market, thereby increasing competition. 



The actual regulations, competitive behavior and geographic characteristics in a country determine what the retail payment infrastructure looks like (centralized/decentralized, cheque-based etc.). This in turn is a starting point for regulators to decide on intervention and for suppliers to determine the most fruitful innovation. 



Using the main factors as a starting point, the actual trends and developments are grouped into the following categories: 

-	regulatory interventions,

-	market trends, 

-	use of information technology, 

-	internationalization.

�A.	Regulatory interventions 

Safeguarding a good functioning market

Apart from establishing separate institutions for the provision of payment services to the public, regulatory intervention to safeguard a good functioning market has taken many forms. Recent examples are the rules and regulations with respect to electronic funds transfers (EFT Act in the USA, EU Recommendations in Europe). One old example is the formulation of interstate bank branch laws in the United States of America (preventing suppliers to become too powerful). Other examples include rules with respect to value dating as a tariff mechanism, or with respect to non-discrimination rules in contracts for merchants that accept credit-cards as a payment instrument. All these different interventions have influenced the retail payments infrastructure and market and have contributed to the diversity of the structure of retail payment markets throughout the world. 



As an example. The actual existence of the credit-card as a payment instrument can be explained largely as a result of the fact that interstate bank branching laws made it difficult (too costly) for banks in the US to provide banking and payment services across a number of states. The credit card (both as an instrument and as a way of organizing business) circumvented these laws in an efficient way, thus allowing banks to provide their customers with nation-wide payment facilities. 



Another example. In many countries governments have used their large demand-side role in the payments market, in combination with regulation, to enhance the efficiency of the payment system infrastructure. This has been done by concerted action within government institutions, to pay salaries and social benefits into the current accounts of citizens, instead of providing it as cash, paper check or paper giro. This gave the payment system providers the critical mass necessary for a good business case. Subsequently other private enterprises could follow. 



From public to private provision of payment services  

Although government institutions have the ability to exert their influence on the retail payments market through allocation of their demand side volume, in many countries it has been decided that postal offices / postal giro or other public institutions had to be set up by the state to guarantee a basic level of accessible financial and payment services to the public or to the industry.  



As the retail payments market grew and became a market without supply-defects, the rationale for the existence of a government owned (and possibly subsidized) supplier of payment services gradually diminished.  In combination with a general trend to reconsider the operational role of government (not to mention the will to reap the financial benefits of privatization) and the trend to ensure smooth and competitive market practices, in many Western nations this has led to a reduction in the role of the public sector in both the direct provision of payment services to end users and the provision of interbank payment clearance and settlement services.



Examples of privatization of the state owned postal enterprises that offered payment services to the public can be found in the Netherlands (1986), United Kingdom, Italy (1994), Sweden, Switzerland and Germany. It should be noted however, that the trend to privatize has not occurred in all G-10 countries.



For some countries, there has also been a reduction in the role of the public sector as a provider of interbank retail payment clearance and settlement services. One factor has been a movement toward full cost pricing for these services. For example, in the United States the commercial check volume of the Federal Reserve System fell drastically after the implementation of the Monetary Control Act (MCA). The MCA required the Federal Reserve to set prices for payment services that required it to fully recover the cost of providing these services.� As for the European situation it remains to be determined whether in phase three of the European Monetary Union, commercial banks will prefer to choose for central banks as their primary vehicle for clearing and settlement or whether alternative arrangements (eba-clearing, cls bank, bilateral arrangements) will prove to be more attractive, given their price, liquidity and risk characteristics.





B.	Market trends

From protected niche markets and different sorts of providers to level playing field with different types of generic providers.  

Traditionally, organizations such as commercial banks, credit unions, building societies, post offices, savings banks etc. each provided their specific services to the public, including payment services. As a result of deregulation of the market (and in some countries: the need for funding), the distinctions between the different segments of the financial services industry disappeared and many institutions started providing a broad range of financial services to the consumer. 



European retail payments markets have for long been the monopoly of post offices and public institutions. This situation changed after world war II when commercial banks entered the market, looking for funds. In the United States commercial banks have traditionally been the dominant provider of retail payment services. Commercial banks have maintained this franchise for a long time because of regulatory and structural barriers to entry into payment markets.  



An important factor in providing retail payment services to the consumer is the branch office. Not only does the branch represent the physical location in which the money of the consumer is kept safe, it also provides the consumer with a sense of control and trust. For a provider of retail payment services a dense branch networks traditionally represents a large coverage of the market and the possibility to achieve economies of scale. The natural tendency for payment systems providers and banks has therefore been to cluster and to merge into bigger entities, if possible. 



Cooperation and competition determined by market share and cost/benefit structure

As the retail payments market concentrates into a market with a limited number of full service providers, (a trend which has taken place in Europe since the 1950’s and has taken place in the US since the 1980’s) questions of cooperation and competition become increasingly important. In general it can be observed that the first priority for players in the retail payments market is to establish market share. After that, negotiations will be started with competitors to discuss arrangements which may improve services for their respective consumers whilst at the same time leading to lower operational cost for the providers. The question whether these negotiations will lead to actual agreements is fully determined by, the cost-benefit structure, current market shares and the proposed tariffs for the interorganizational services to be agreed upon. More insight into the literature on network economics is provided in a separate paper.



Using economies of scale: outsourcing

One of the forces that is driving changes in the retail payments industry is the economies of scale in processing payments. Economies of scale are clearly evident in many payment systems. The fixed cost of setup and operation of the payments processing equipment far exceeds the variable cost of handling each payment.



Traditionally, banks both marketed payment services to end users and performed the vast majority of the transactions processing. There were few gains to outsourcing since there were negligible economies of scale in processing operations. In recent years, the emergence of scale economies in many stages of payment processing has led to an unbundling of the various steps involved in the production of payments services. For instance, in the United States, commercial banks serve as the primary distribution point for checking services however many of the traditional back office steps, such as processing checks, posting payment entries to customer accounts, and preparation of customer statements, has become the domain of third party bank service firms. The same is true of electronic payments. In the United States, almost all banks outsource the processing of the accounts of customers and merchants to third party bank card processing firms.  



The unbundling of the set of operations involved in the payments system has allowed different players to become specialists in different aspects of the payments system.  Transactions processors have specialized in those operations that involve substantial economies of scale. By combining the volumes of hundreds or thousands of individual banks, transactions processors are able to spread the fixed costs of their operations more widely.  At the same time, banks no longer have to perform such a wide scope of operations in the payment system and may become specialists in the marketing of payment services to end users.



Greater competition in retail payments markets

Three important factors are leading the market for payment services to become more competitive. First, payment service providers no longer have to maintain a heavy, local, physical presence to reach the customer. Entry is easier because the number of points of access to end users of payment services has increased. Although the existence of a branch network is still important, payment providers are able to reach a large number of users through direct mail solicitation or other forms of advertising.



Second, the number of types of service that may be provided to the consumer has also increased in recent years. The increasing importance of ATM’s, credit and debit cards and electronic banking products means that entrants into the payment market have many different service offerings by which entrants can reach consumers. In essence, the proliferation of new technologies have increased the number of paths of ways in which firms may enter the market for payment services.



Finally, the trend towards unbundling of the operations involved in payments processing has allowed new providers to enter the market for payment services. Since a firm need not do the capital intensive transactions processing in-house, firms with strong ties to customers but low capabilities for transactions processing may become important players in the retail payments marketplace. For instance, companies such as AT&T and General Motors have become important players in the market for payments by credit cards because of their strong ties to a large base of customer that have arisen out of their core businesses. These firms have leveraged their competencies and liberally outsourced processing operations to become efficient providers of payments services. 



Payment services as start of a relation with the customer

In the new more competitive market non-banks may have different angles with which they view the provision of payment services as profitable. Large retail chains, for example, value the fact that payments provide valuable information concerning customer tastes and attributes. For these companies providing payment services allows them to gain more insight into the behavior of their customers. The provision of payment services then serves as another source of information in the client relationship, so that marketing and sales can be geared towards the generic of specific consumer patterns.  



Among commercial banks, payment services may serve as the starting point of a relationship with a customer. Many commercial banks hold the common perception that a checking account is simply a first relationship between a customer and a bank. Once a checking account has been established, a bank may use that link to market a wide range of additional financial services such as charge cards and personal loans. 



Finally, the linkage of the payments business to other products and services is also occurring in the area of business to business payments. In Europe, a number of banks have been experimenting with the extension of payments relationships into systems by which banks provide a full range of electronic data interchange services to commercial customers.  



�C.	Use of information technology. 

In order to remain a low cost producer, IT-based technical improvements can be observed,  that vary from changing institutional arrangements (bilateral-multilateral) to changing the distribution mix of delivery channels.   



From bilateral clearing and settlement arrangements to multilateral arrangements.

As the liquidity requirements of a multilateral clearing and settlement arrangement can be considerably lower than a multitude of bilateral arrangements, many retail payments markets have shown a move towards a few (in some countries only one) multilateral net clearing arrangements per country.�



From traditional delivery channels (branch, post) to communication networks,

Traditional delivery channels for payments services involved the use of closed, dedicated systems for contact with the customer and processing payment instructions.  The bank branch or postal counter was the only point of access. Processing was done using a unique, dedicated system for processing payment instructions. For instance, in most countries, paper checks and giro payments are processed in centers in which the sole activity is the processing of payment instructions.



Providers of retail payments have been keen on augmenting the traditional delivery channels with services as telephone banking (using voice response applications and customer service personnel), PC banking (using dial-up lines or the Internet) and the use of Automated Teller Machines (ATM’s) and Electronic Funds Transfer at the Point of Sale (EFTPOS). Using these new distribution channels aided in cutting down cost levels while increasing the service level in terms of quality and availability. 



From cash via cheques to cards and digital money

The evolution of different payments instruments can be viewed as a stepwise improvement of cost/benefit structure of the involved suppliers. The first major step in this process, in any country, is to start building trust in banks and payment systems providers, so that consumers get used to the concept of their money being represented not only by cash, but also by a balance in the accounts of a bank. The benefits of this for the suppliers are that the costly amounts of cash in the tills can be reduced considerably, allowing for more profitable use of the same amount of money from consumers. The benefit for large salary-payers (such as governments and large corporations) is that the security risk of moving around large volumes of currency could be eliminated by moving towards payment of salaries into current accounts. The benefits for the consumers however are not as evident. To discourage consumers from withdrawing cash (thereby eliminating the advantage for banks), the development of payment instruments (checks, credit transfer forms) and other incentives (interest on the balance) is necessary. The specific form of these instruments has differed in countries, yet the goal to ensure that money can also be transferred in non-cash forms is the same. 



Given a widely used current account system and a sufficient set of payments instruments for consumers, the next step for suppliers is to improve the efficiency of the instruments used by consumers, by eliminating the paper component from the payment process. Cheques and guaranteed cheques are then replaced by transactions over a network with a credit or a debit card. Payment orders are truncated or imaged and processed in an electronic form. Recurring payment orders are converted to standing orders or direct debits. Check processing centers thereby change into Automated Clearing Houses. 



The most recent step, which occurs to improve the cost structure of payments is to substitute cash and on-line electronic transactions, by using chipcards as a pre-paid purse. With this chipcard as a basis, also other application may be developed to improve the cost-side of transaction processing (chipcard for authorization of on-line banking, migration of magnetic stripe applications to chipcard-applications).



Although the actual development paths and product innovations in the G-10 countries are different, the underlying trend to improve the cost-benefit structure of the payments system is similar in all countries. 





D.	Internationalization

The increased international use of payments instruments is a consequence of the changed consumption and travel pattern of consumers. Whereas previously consumers had to take currency or some form of cheques to be cashed in the destination country, technology has aided in simplifying this process. By using cards and networks, consumers now have an easy access to their funds both in ATM’s and at POS-terminals all over the world. 



The development pattern of (interlinked) networks of ATM’s and POS-terminals shows that at first all networks will be set up as proprietary networks for the client base of one institution only. Following a phase in which institutions mainly establish a sufficient coverage of their network, agreements will be made with respect to interoperability. Interoperability, the guest use of one banks’ card in another bank’s ATM or POS against a certain price, increases the benefits of the host network owner, while it may constitute a cost effective solution for distribution of services of guest bank. Experience and economics shows that agreements with respect to interoperability are the most cost effective solution for all participants in a saturized market. It is possible that no such agreements exist in a saturized market, yet this indicates a diversity and unequal division of market share in the market. 



As stated, standardization and interlinkage between payment systems is the norm for saturized markets. Card networks such as Europay, Mastercard and Visa already operate internationally on the basis of mutually agreed technical standards (EMV-standard). In many countries national standards have been developed in order to achieve an efficient interbanc retail payments processing. In a technical sense there are movements underway to link together national EFTPOS and ACH networks.



4-	Consequences of trends for central banks

The future trends in the retail payment sector can be seen as a continuation of the major developments in the market:

-	reconsideration of the role of regulators,

-	further deregulation of the market, entry of new players,

-	continuing drive for efficiency, move to more electronic-based transactions,

-	cross-border provision of payment services.	



Given the large number of payments systems, infrastructures and regulatory regimes, these trends materialize in many different questions for central banks, such as:

-	should non banks be allowed to issue payment instruments,

-	should central banks act as a certification provider,

-	should central banks enforce a level playing field in the retail payments market,

-	should central banks prescribe technical standards for uniform payment systems,

-	how should central banks promote efficiency in payment systems,

-	should value dating be allowed or forbidden,

-	does Internet banking pose a threat to the stability of financial institutions,

-	how can central banks keep up with developments in the private sector.



As the approaches and public policy goals of central banks, as well as regulatory regimes vary considerably across the G-10 countries, it cannot be expected that uniform answers or solutions will be found to the above questions. Every central bank will be faced with the challenge to determine which answer is adequate for their own country, given the role of their central banks (as provider of services, overseer of payments systems or supervisor of credit institutions). It is important that in this process, the assumptions with respect to the approach of the central bank and the public policy objectives are made explicit.

�Annex 1: 	Definitions used



A payment system is considered to be a set of rules, institutions and technical mechanisms for the transfer of money. It involves the point-to-point transfer, the processing and settlement of the payment and the exchange of information between payers and payees.



A really good definition for retail payments or a retail payment system is hard to give. In general a distinction is made between retail payments and wholesale payments by referring to a number of characteristics. 





Retail payment instruments

Retail payment instruments may be categorized as:

-	cash/non-cash,

-	paper-based/electronic,

-	initiated at home, or at point of sale/bank,

-	pay before/now/later.



Using this categories helps to recognize trends away from cash to non-cash, from paper-based to electronic and from point of sale/bank towards the home-environment.



Retail transactions can be made using:

-cash,

-credit transfers (giro payments)

-standing orders,

-direct debits,

-PC-banking, 

-telephone applications (voice response),

-cheque (US-style cheque)

-guaranteed cheque (European style with cheque guarantee card),

-travelers cheque,

-credit-cards, charge cards, retailer cards,

-debit-cards,

-electronic purse.



Some useful descriptions of the payment and information flow for these instruments can be found in discussion paper 1, February 1997, Payment Systems in Canada, Overview of Concepts and structures. 





�Annex 2:	Table of providers of retail payment instruments





Institution / Organization�Provision of�Motivation for being in retail payments��central bank�cash�government mandate: creating a uniform, easy to use and trustworthy unit of account and payment��post office / postal giro�current accounts, money transfers, sometimes savings�government mandate (sometimes still government owned and tax-exempt) to ensure affordable access to payment facilities (and accounts) to all citizens��savings banks�savings accounts and means of withdrawal, transfer�provision of savings facilities primarily, provision of payment instruments follows��travelers cheques organizations�travelers cheques, value document that can be used world wide to obtain local currency �provision of all arrangements necessary for the international traveler leads to provision of retail payment instrument. ��money order / money transmission companies�facility to pay money without having an account�provides payment services to niche market which has no ready access to transaction accounts��commercial banks�full range of payment instruments and accounts�Europe: necessity of funding after world war 2,

USA: payments constitute part of banking business��credit card companies�credit cards or infrastructure to use credit cards in the market�providing US banks with payment instrument that works in all states despite regulation of interstate bank branches. ��large retail chains�retail charge cards and retail credit facilities�customer loyalty and information on spending pattern ��mail order retail chains�provision of facility to pay and draw on credit�earnings made on interest, payments are a necessary precondition�� 









�DETAILED DESCRIPTION OF MARKET DEVELOPMENTS AND MARKET ISSUES



This section contains:

-	a description of consumer behaviour with respect to retail payments

-	a description of the introduction of credit cards in the Netherlands

-	a description of the introduction of Automated Teller Machines, Electronic Funds Transfers at the Point of Sale and Chipcard-based electronic money

-	a discussion of efficiency developments with respect to retail payment systems

-	a discussion of Standardization of Retail Payment instruments















Consumer behaviour in retail payments; a summary of Dutch research (August ’98)





Introduction

Although expenditure of retail banks on research of consumer behaviour patterns is quite considerable, public information on the characteristics of consumer behaviour in retail payments in the Netherlands is still scarce. Yet, by combining a variety of sources it is possible to sketch a rough picture which provides insight in both the fundamentals of consumer behaviour, the actual factors influencing choice for payment instruments and the payment profiles. The description of fundamental choice factors has been deduced from reflective descriptions of senior management of banks (Advokaat, Aders, Schipper et. al.). The description and analysis of actual payment patterns stems from more specific consumer research (Boeschoten, Mot and Cramer, Kleijntjens and van Maris).



Fundamental choice factors

Both Aders (1984) and van der Have (1972) describe banking and making payments as a convenience or an experience good as opposed to a search good. Once the choice has been made for one or the other bank, the use of this bank becomes a habit. Its services are used often and the customer has little motivation to spend time and effort in reconsidering this choice. The willingness to change this choice is low and a strong motivation is needed to change the initial choice. This motivation can be either a serious problem with the services offered or a ‘role change’. Van der Have describes these role changes as getting the first job, getting married, moving to another house, owning a car, moving in with the partner etcetera. These occasions may give rise to changing the former habit.



In practice, the choice of a bank account is very much determined by the proximity of the bank branch (which ensures easy access) and by the choice already made by the parents of the client (which ensures familiarity with and trust in the services offered). Consequently, the strategy of banks towards retail consumers is focused on increasing the number of services offered to current clients, which increases the burden of changing to another bank. As for future clients of the bank, the focus is to approach those at switch moments in their lives (moving out, getting a job etc.) starting with approaching the very young consumers.



Aders points out that the homogenous character of bank services and the importance of proximity of the branch to the consumer, leads to a situation of homogenous oligopoly. A similar conclusion has been drawn by Niven (1992, p 163). In combination with the fact that retail payment and banking services are a convenience good, the effect of price of specific services on consumer behaviour is rather limited. 



Choice of payment instrument

The best study available on the choice of payment instruments is the comprehensive study by Mot, Cramer and van der Gulik (1989). A copy of the article, summarising the research is presented in the annex. Although since their study, the landscape of payment instruments has changed considerably, their findings indicate that the choice for a payment instrument is more influenced by the trust relationship between payer and payee than by transaction costs of one kind or another. Frequency and regularity of payment are better indicators for the instrument to be used, than the type of commodity (durables, non-durables, services) or the place of purchase (shop, bar, restaurant).



The research distinguishes secure payments (guaranteed to the payee: currency and the guaranteed cheque) from trust payments (payment is likely but not secure: inpayment, direct debit, credit transfer) and identifies four categories of purchases:

-daily purchased,

-irregular purchases,

-transactions with prior notice,

-regular transactions. 

Trust payments mostly occur among regular, repeated transactions while daily purchases are effected by secure payments. Prior notice purchases are for 80 % paid for in a secure way, while the payment of irregular purchases holds a position between the daily and prior notice transactions. Within each category, the amount paid determines the choice of instrument. Secure payments usually refer to small amounts and trust payments to larger sums. This can be seen as a result of the fact that currency is a risky mode of payment. 



Additional analysis of the choice of payment instrument in over the counter situations indicates that the primary consumer motives are risk and inconvenience. If payment instruments, other than cash, have a better risk / inconvenience profile, those payment instruments will be favoured. 



It should be noted that Mot and Cramer have indicated that the outcome of their research would change if different payment instruments were available. Therefore they conclude that, given an array of available instrument, the primary choice factor will be the type of relationship (and amount of trust) between payer and payee. In the medium term, the institutional arrangements (payment instruments made available to the consumer) are also an important determinant.



Basic market data

The best indication of market shares can be found in the research of Baggerman et.al. (SWOKA , 1993) which shows that 43 % of the households only have one payment account, 38 % has two accounts, 14 % has 3 accounts and the remaining 6 % has more than three current accounts. 



The bank at which the main payment account was held was:

-Postbank (49 %), 

-Rabobank (26 %),

-ABN AMRO (14 %),

-savings bank (8 %),

-other (4 %).

Comparison with the research study of one year before, learned that no significant changes had taken place in the number of payment accounts and the banks at which they were held. 



As the research took place in 1992 and 1993 (years in which the use of EFTPOS started to take off) the guaranteed cheque still has a prominent place in the figures. Yet, the first indications of growing debit-card use and declining cheque usage were already visible in this research. 

The average payment account has a balance of 1000 USD (2000 guilders), which is correlated with the growth of net income of the consumer. Just before the summer, the actual balances are higher than average (holiday bonus), after summer the balances are lower (spending for the next school year). As for the payment pattern during the month, it can be observed that the salary payment is awaited, after which the periodical payments of rent and insurance take place. The use of ATM’s is concentrated on the last weekdays (Friday and Saturday), the use of EFTPOS coincides with the busy shopping hours during Friday and Saturday. 



Based on Aders and Baggerman, it can be estimated that the average number of transactions on a payment account is 12-16 per month. The number of transactions per account is increasing due to the increasing use of the debit-card at atm’s and POS. Aders indicates that between 1985 and 1990 half of the transactions on an account were remote giro transactions. The other half consisted of money withdrawals at the bank branch or ATM and guaranteed cheque payments and debit-card payments at the point of sale. 



The research of Baggerman  et.al. shows that the average number of some specific transactions per account per month (1993) are:

indoor payments:

3 direct debits

2 inpayments

1 hand written credit-transfer

outdoor payments/transactions

3 atm withdrawals 

2 guaranteed cheques

1 debit card at point of sale 

0,5 cash at bank branch 



Care should be exercised with the interpretation of these figures. The further introduction and use of debit-cards at point of sale and at ATM’s will have lead to a further decline of cheque use. Also, some transaction types have not been included (use of debit-card abroad, payment with credit-card, standing order, incoming salary payment). Furthermore, as an average, these data do not justice to the different types of users of payment accounts (light, moderate, heavy) which may display a quite different usage profile. Yet, the data may serve as an indication of usage of current accounts. 



Consumer profiles

The study of payment patterns has led to research into distinct consumer profiles, which could better explain the behaviour of consumers (and which could be used to better target the provision of banking services). Apart from profiles, which are based on age and income, some profiles are more behavioural, and distinguish:

-security conscious,

-maximizers,

-instant gratification,

-hassle avoiders (Barczak et al).



Other research (Kleijntjens en van Maris) distinguishes between:

-innovators (6%),

-early adopters (5 %),

-followers (40 %),

-traditionals (13 %),

-laggards (36 %)

to propose suggestions as to the best introduction strategy for electronic payment products. 



An important factor, often underestimated in research of consumer payment profiles, is the division of labour in a household. Sometimes the woman in the household takes all financial decisions. Or the man decides on the large financial issues (mortgage) leaving the rest to his wife. Both design and evaluation of research should therefore pay specific attention to the question whether the focus of research is on the household or on the individual consumer. 



The role of fees; empirical findings

From the discussion of fundamental choice factors, it could be derived that the role of fees in retail payment systems is not as important a factor of choice as in other retail purchase situations. This would be due to the fact that the banking relationship is an experience or a convenience good instead of a search good. Empirical evidence in the Netherlands appears to support this statement. 



In the 1990s two of the three large retail banks in the Netherlands (Rabobank and ABN AMRO) changed their tariff structure significantly to introduce visible transaction fees for consumers (while increasing the interest rate on the balance of the current account). Meanwhile the Postbank remained providing services for free (not providing interest on the balances of the current account). Although each of these banks has a number of 3 million core customers, press publications indicated that only one hundred thousand customers actually moved their full account from Rabobank to Postbank (it should be noted that ABN AMRO managers had more discretionary authority to make exceptions in applying fees to those consumers that threatened to leave the bank. The managers of the local Rabo-bank were not allowed to do so).



Increasing the efficiency of retail payments has been stated to be the main reason for introducing the fees by ABN AMRO and Rabo (and also the reason for abolishing the larger part of the fees some years later). Yet research by Baggerman et.al. shows that payment patterns of the consumers of all retail banks in the Netherlands became more efficient. It was concluded that the Postbank, who did not introduce fees but instead increased promotion, also succeeded in motivating consumers towards similar efficient payment behaviour. The study also showed that consumers had a reasonable knowledge of relative costs of payment instruments, yet were not well informed about the actual costs that were charged to them. Thus, the actual price or fee of payment instruments does not appear to be the primary factor of choice.
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Introduction

This article provides an overview of the development of the credit cards market in the Netherlands. Both the quantitative overview (annex 1) and qualitative overview (annex 2) are based on the public sources presented in annex three. 



Market developments

The first credit cards offered in the Dutch market were Travel and Entertainment Credit Cards, targeted at the wealthy consumer. The cards were issued by either American Express or Diners Club and involved a check on credit-worthiness. Given the fact that no deposits were attracted from consumers, bank supervision law did not apply. Other consumer regulation (mainly relating to consumer credit) did apply. The size of the market was small and until 1980 approximately no larger than 100,000 or 125,000. In this period American Express was the predominant provider of credit cards.



From 1980 onwards, Dutch banks started issuing Eurocard credit cards to their customers. These cards were also targeted at the high-income customer and were positioned as travel and entertainment cards. From 1984 a travel agency was issuing Visa-cards, using the same target group of high-income consumers. In 1985 a couple of retailer cards were introduced, yet the customer base of these cards remained very small. Consequently in 1988 the total credit card market was 400,000 cards. It could be observed that Eurocard had gained market share from Diners Club, with Visa lagging behind.





Table 1: Overview of development of credit cards market in the Netherlands



�Eurocard�Visa�American Express�Diners Club�

Total��1982

# cards issued

market share�

42,000

24 %�

18,000

11 %�

64,000

37 %�

51,000

29 %�

175,000

��1988

# cards issued

market share�

155,000

37 %�

40,000

10 %�

150,000

36 %�

75,000

18 %�

420,000

��1994

# cards issued

market share�

1,600,000

50 %�

1,300,000

41 %�

200,000

6 %�

80,000

3 %�

3,200,000��

1998

�

Individual�

figures not�

available��

3,300,000��

As European regulation in 1987 was quite specific in allowing competition in the provision of card services, this led to the further distribution of credit cards to the retail consumers. A savings bank introduced the Visa card as part of a package deal with an account at the bank. Most financial institutions in the Netherlands however decided to distribute the Eurocard credit cards. 



Since 1988, the Eurocard was distributed mainly through the associated financial institutions. Especially the Postbank, which lacked an international payment instrument, fiercely introduced the Eurocard to its customers (450,000 cards). Visa was distributed mainly through a co-branding approach. Apart from the distribution by the savings bank, the Dutch Automobile Association issued 700,000 Visa cards as membership cards. Some other organisations that co-branded with Visa were BMW and an insurer, Ohra.







Recent years have shown that the retail credit card market appears to be saturated with a number of 3 to 3,5 million cards. The market has developed from a niche-market to a larger retail market. The niche for consumer credit cards with credit-facility is served, to a large extend, by American Express, Diners Club and private label cards. The remaining part of the market is dominated by Eurocard, with Visa as a good follower in terms of card base. Characteristic features of the credit-card, such as its susceptibility for fraud, the imposed non-discrimination rule and the fees charged to merchants ensure that the instrument remains on the public agenda. 



Key issues and drivers in the development of the market

At first, when the credit-card market was a small niche market and the provision of credit-cards did not constitute a banking activity, the activities of credit-card providers were no reason for concern to either central bank, Ministry of Finance or other financial institutions. This changed however, when it appeared that foreign providers, most notably VISA, would enter the Dutch market.



As part of a strategic investment in research into payment instruments, the Amsterdam municipal giro services had investigated the possibilities of using the Visa-infrastructure and products to provide better services to their customers. Consequently they became a member institution in 1976. The plans for introduction of the Visa-based products did not come into existence however, due to the fact that the Amsterdam giro services merged with the national giro services, which were part of the Ministry of Transport and Communications. 



As the Visa organisation tried to penetrate the Dutch banking market, at the end of 1979, the Dutch commercial, savings and co-operative banks bought shares in Eurocard International and all the share of Eurocard Nederland. In the course of 1980 they were joined by the giro services (which acquired a share of 30 % in Eurocard Nederland). 



In 1980, a savings bank (‘Centrumbank’) announced that it would not introduce the Visa product, and made public that this was partly due to a negative advice of the central bank. The central bank officially confirmed that it has advised reticence with respect to the introduction of the credit cards as a retail payment instrument. Visa announced that it might seek legal action to establish whether the central bank or the banking sector acted as monopolists.



In October 1981 it became public (through a statement by a Visa official) that a meeting between the central bank and VISA learnt that the central bank had no intention of obstructing VISA whatsoever. Both Visa and American Express publicly stated to be suspicious as to the question whether or not a gentlemen’s agreement among Dutch banks existed to fence off the credit-card market for non-domestic competitors.



In 1984, the Bank of America introduced a VISA credit card for the clients of a travel agent. Subsequently a number of retailers started to introduce private label cards with the possibility of credit-extension. In the course of 1987 the commercial banks signed an accord which establishes the intention to achieve interoperability for ATM-use and POS-use among credit- and debit-cards. This was just a couple of months before the European Commission released a Recommendation, which explicitly allowed competition between card service providers. 



Given these developments and the possibility to buy the Visa license from the Bank of America, the United Savings Bank (former Centrumbank) in 1987 bought the Visa license and started issuing Visa-cards to its retail customers and not only the high-income customers. As a result, commercial banks counteracted by speeding up the issuance of Eurocards to retail customers. Especially the Postbank, that needed a payment instrument to improve the provision of payment services to customers in ‘holiday-countries’ fiercely started distributing Eurocards to its consumers (450,000 cards).



�The Visa organisation in turn reacted by issuing its card through other institutions with a large client base, such as the Dutch Automobile Club (ANWB), which converted its previous membership card into a Visa card. Consequently in the beginning of the 1990s 700,000 Visa-cards were issued to members of the ANWB. 



Currently, the market is stable and all providers face similar problems as to increasing the amount spent per card, minimising fraud, establishing acceptable fees etcetera. In many of these issues, the providers take collective action (for example, litigation against the decision to abandon the non-discrimination rule, which forbids retailers to add an extra charge if a consumer pays with a credit card). 



As a payment instrument, the credit card is positioned as the instrument which should be used as a payment instrument on holidays, and as an instrument which can be used domestically for payment of larger amounts (1000-5000 US $). Despite this positioning, the card is in practice also being used for other amounts in specific segments of the market (paying for gas, clothing, jewellery and in the hotel and catering industry).







SL

�Annex 1: Overview of available market data on credit cards in the Netherlands



�Eurocard�Visa�American Exp�Diners Club��1982:

-cards

-accept. merch.

-provision:

-share (merch)

-est. card # on  merch. share

-est cards share�

-

3,500

1,5

66%

42,000



24 %�

-

1,500

-

27  %

18,000



10 %�

64,000

5,300

5,5

100 %

64,000



37 %�

-

4,200

3,5

79 %

51,000



29 %��1985:

-cards (#)�

74,000�����1986:

-cards (#)�

117,000�����1987:

-cards (#)�

130,000�����1988:

-cards (#)

-share (nr crds)�

155,000

37 %�

40,000

10 %�

150,000

36 %�

75,000

18 %��1989:

-cards (#)�

300,000�

����1990:

-cards (#)�

500,000�����1991:

-cards (#)



-accept merch

-share merch�

1,000,000 (400,000 Postb)

52,000

100 %�

-



30,000

58 %�

-



22,000

42 %�

-



-��1993:

-cards (#)

-share (nr crds)

-accept merch

-share merch�

1,300,000

47 %

57,000

100 %�

1,200,000

43 %

47,000

82 %�

200,000

7 %

42,000

74 %�

90,000

3 %

34,000

60 %��1994:

-cards (#)



-share cards

-cobranded









-merchants

-share merch�

1,600,000

(450,000 Postb)

50 %

app. 100,000 (klm, knac, mercedes, soc shop.)



55,000

100 %�

1,300,000

(300,000 vsb)

41 %

1,000,000 of which 700,000 anwb. (rest ohra, bmw)



50,000

91 %�

200,000



6 %

no









40,000

73 %�

80,000



3 %

no









37,000

67 %��1998:

-cards penetr. in NL of 22 % of 16 million�

Total volume�

of credit cards�

market stable at�

3,200,000 cards��



�Annex 2: Historical overview of developments in credit card market





1965-1975

Introduction of American Express, Diners Club and Eurocard. Cards are targeted at exclusive group of high-income consumers. As the activities do not involve taking deposits from consumers, bank supervision law does not apply. 



1974

Municipal giro services of Amsterdam consider merger with national giro services. Merger does not take place yet, municipal giro services decide to invest heavily in research for payment systems solutions (including automated teller machines, point of sale systems and credit cards) in order to improve bargaining position in the future.  



1976

Municipal giro services become a member of Visa and consider issuing a visa-based payment card. Plans are not realised as merger takes place with national giro services. After the merger the previous plans are not pursued.



1979

At the end of 1979 a group of financial institutions buys all shares in Eurocard Nederland from Eurocard International SA (Brussels). The group consists of the Dutch Bankers Association, the union of savings banks, and the central office of the co-operative banks. The group acquires a 4 % stake in Eurocard International.



1980

October 1, 1980, A spokesman for the Centrumbank announces that the Centrumbank has considered a membership of Visa, but has abandoned this plan, amongst others on the basis of a negative advice of the central bank. 



November 7, 1980, Da Fonseca (VISA) states in press article that three instances have occurred in which a Dutch organisation became a member of VISA, but then discontinued plans of issuing VISA cards due to pressure by other banks and the central bank. Da Fonseca specifically mentioned as examples: the municipal giro of Amsterdam, the national giro services and Centrumbank. Da Fonseca states that VISA might in the end even consider the extreme possibility of taking legal action in the European context (based on the possible monopolistic behaviour).



November 8, 1980, Dutch giro services also participate in Eurocard Nederland. Distribution of shares is giro services (30%), Dutch banker’s association (42 %), central office of the co-operative banks (21 %) and union of savings banks (7 %).



1981

March 21, 1981, financial economic magazine presents the central bank point of view that the number of different credit cards should be limited to prevent a disorderly market. 



October 29, 1981, Financiele Koerier, a magazine, presents the statement by Visa that a meeting between the central bank and VISA learnt that the central bank had no intention of obstructing VISA whatsoever.



1982

January 28, 1982, Resident vice-president of American Express, Duncan Hopper, states in interview the suspicion that a gentlemen’s agreement between Eurocard-banks exists, not to introduce other credit cards. Director of Eurocard denies existence.

�1984

June 5, 1984, Bank of America introduces Visa card in combination with the travel agent Holland International. 



1985

Introduction of private label credit card by the Bijenkorf.

Public announcement by Deltafin offering, private label credit card services to retailers.

Introduction of Comfort Card, private label credit card.



1987

In October, large banks and credit-card institutions agree on interoperability of automated teller machines and point of sale systems, both for debit-card and credit cards



Recommendation of European Commission with respect to interoperability establishes a free internal market with respect to offering card services



The Vernigde Spaarbank (savings bank, former Centrumbank) acquires the VISA license from Bank of America. Starts issuing Visa as part of payment package (account and card).



1988

Eurocard banks start issuing credit-card banks for more general use and a low fee. First company to issue a private bank credit card is NMB Bank (June 1988).



Recommendation of European Commission with respect to relationship between holders and issuers of cards.



1989

Da Fonseca repeats statement that the central bank in the past had issued a ban on the use of Visa. 



Visa issues co-branded card with BMW



1990

Insurance company Ohra issues free Visa cards in combination with insurances. Company will be legally fined for this in February 1994.



1991

Finance company (Finata Bank) issues aurora credit card, a private label card, to 45,000 customers (acceptance in 5,500 stores).



1992

June 16, Ministry of Economic Affairs abolishes non-discrimination rule. 

ANWB starts trial with 25,000 members with VISA card 



1993

February, 1993, A merger is announced between Eurocard, Beanet (the debit card service provider) en BGC (the Dutch ACH for banks) to form Interpay, the joint processing organisation of Dutch Banks.



1994

January 1994, ANWB will issue co-branded VISA card to all its members (700,000).

March 1994, Ministry of Economic Affairs rejects demanded exemption of non-discrimination rule

April 1994, credit-card organisations appeal against ruling of Ministry of Economic Affairs

June 1994, discussions on high fees related to credit cards as well as discussions on fraud possibilities

�

1995-1998

Continuing discussions on fee structure, non-discrimination rule (finally abandoned) and fraud risk. Also introduction of charity and affinity cards.
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�Electronic Payment Schemes in the Netherlands; history and overview 

(April 1998)



Dislaimer

This article sketches the history of  the electronic payment schemes in the Netherlands, in order to provide insight into today's developments in the purse scheme area. This paper should be considered a rough description of developments and driving factors. In its current format it should only be used for internal central bank purposes and not for publication.



History of EFTPOS development

In the mid-1980's banks in the Netherlands started to develop EFTPOS systems as a result of pressure of gasoil companies (that were increasingly robbed because of the large amount of cash at the stations). Development started with a common pilot at a gas-station in Eindhoven (south of the Netherlands) and banks agreed to operate together on the issue of EFTPOS systems. 



The development was not easy, since the newly privatized Postbank (former Postgiro, operated by state department, having 5 million retail customers) was more eager to develop a system that would suit the needs of the gasoil companies than the other banks. Although the need for an EFTPOS system was very clear, the other banks in the Netherlands reacted quite slowly, thereby creating a lot of irritation for consumers and retailers in the Netherlands. Irritated by the lack of speed of other banks, Postbank decided to break the bank agreement and set up a pilot with a major retail organisation (Albert Heijn, retail chain with many outlets and customers). Other parties in the market, that were irritated by the slow reaction of Dutch banks in general, wanted to set up trials with chip-based electronic purse schemes. 



Only when fraud figures with guaranteed cheques reached peik heights the banks realized the vulnerability of the guaranteed payment cheque systems that were used for retail payments at the point of sale. Stimulated by their own financial need and encouraged by De Nederlandsche Bank, the Postbank and other commercial banks joined hands to develop a nationwide uniform EFTPOS system, operated by a separate system operater, set up in 1988 for this purpose (all banks are stock-holders).



As a gesture to the market parties (those that had plans to develop a chip-purse scheme) it was decided that the banks would execute a chipcard pilot in Woerden (which went live in 1989). The chipcard pilot showed that the technology was available, somewhat unreliable, and that too much time was needed for execution of the payment transaction (30 to 40 seconds). Having invested heavily in the magnetic stripe based EFTPOS system, banks were not willing to continue the pilot, which subsequently ended quietly. 



The development of EFTPOS did not gain speed until the moment (in 1992) that a mass-contract was agreed between the banks and Albert Heijn (the big retailer mentioned before). This ensured a fixed amount of 50 or 70 million transactions per year, enough to give cricital mass to the EFTPOS development, which subsequently became a succes (check processing figures fell drastically as EFTPOS figures boosted). 

	1992		10.000 terminals	47 million transactions

	1993		25.000 terminals	67 million transactions

	1994		48.000 terminals	143 million transactions

	1995		74.000 terminals 	256 million transactions

	1996		96.044 terminals	371 million transactions

	1997		106.894 terminals	450 million transactions



A vital factor to understand the above market developments is the fact that all big three banks involved in setting up the EFTPOS-scheme had an equal market share. As a result the investment in a joint operator/scheme did not have the result that one competitor would sponsor the savings of another (bearing conversion costs, but not reaping an equal portion of internal benefits). This is not the case for the other electronic payments instruments (ATM’s, e-purses) in which market shares are different. For those instruments, cooperation is determined by the question whether an appropiate interbank arrangement can be agreed. 



History of ATM-schemes in the NetherlandsWhereas the Postbank focused mainly on substituting cheque-use for EFTPOS transactions (due to a government imposed contract with Post Offices, installation of ATM’s would not lead to any cost reduction but instead to cost increase; as a result Postbank’s strategy focused on EFTPOS), other banks invested heavily in ATM's. Starting in 1988, Automated Teller Machines were installed by the other banks to improve service to the customers (that usually had to wait in line during non convenient hours) and to improve efficiency at the bank branche teller desk.



The banks chose a certain security method which was based on local pin-verification. This method was too risky for the Postbank (with 5 million customers, the fraud risk would be too big) which held on to on-line systems for ATM's. Postbank developed their a more solid security for their proprietary ATM systems, which were not compatible with the other banks ATM's (that are interoperable). 



Due to both the different security philosophies and the cost/benefit aspects, the installation of ATM’s by banks proceeded faster than by the Postbank. This very much shaped the market shares of ATM’s, which are: ABN AMRO (2000), RABO (2300), Postbank (1100) and ING (270). When ING merged with Postbank (1991), the ING terminals became the only ATM’s that accepted all bank cards in the Netherlands (resulting in about 1400 Postbank accepting ATM’s). 



As the market shares in terms of retail (non-business) core customer base are (roughly): ABN 30 %, Rabo 30 % and Postbank 30 % (ING being very small), it can be calculated that the net effect of opening up all ATM’s for a certain interchange fee, would be that many Postbank customers would start to use other bank’s ATM's but the oppositte would not necessarily be the case. As Postbank pursues a low-cost strategy (it actually offers all its payment services free of any charge, possible as a result of centralized processing capabilities and competitive scale advantages) agreeing on interoperability would only be reasonable it would not increase operating cost too much.



In april 1998, Postbank announced that an agreement on the interchange fee with banks had finally been established and that from mid 1998 all ATM’s in the Netherlands will be interoperable. This allows bank customers to use the Postbank ATM and Postbank customers to use bank ATM’s. Press articles indicate that an interchange fee of 20-40 cents (US $cent: 10-20) has been agreed upon. An important factor that should be taken into account is the fact that the ATM’s are losing their importance due to the increased use of EFTPOS. 

Essential for understanding the interoperability issue is the understanding of diverging market shares and cost/benefit structure of the institutions involved. Although the relatively strong position of the Postbank with respect to retail consumers provides the economies of scope with respect to processing cost, this position also very much influences the economics of interoperability. 





90's: 	Chip card schemes

The development of card-based chipcard applications in the Netherlands, started in 1989 with a small scale chip-card trial in the town of Woerden. This trial was a joint trial of all banks, consumer organisations and retailers to gain experience with the use of chipcard-technology at the point of sale. When the trial ended in 1990, the banks decided not to pursue the introduction of chipcard technology at that point of time, but to promote the introduction of debit-payments at the point of sale with the magnetic stripe and the PIN-code. 



As a result of the monopolic position of banks in the area of EFTPOS, retailers were afraid that also in the future (when chips would be used) the tariffs of banks would be high. As a sort of insurance premium, a large retailer initiated the development of a retailer ic-card (Primeur Card) to be piloted in Alphen (since 1994). If banks would decide to introduce chipcards, the negotiating position of retailers would be very good. They could always threaten the banks to further develop their own system. 



Another relevant organisation is PTT Telecom , the Dutch telephone organisation that wanted to migrate from optical telephone cards to chipcards, to be used in telephone cells. They informed banks on their intention and asked whether cooperation on the use of a pre-paid electronic purse was possible. Sooner or later banks also had to switch to chips (because the magnetic stripe system has its security weaknesses) so why not combine the effort with Telecom?  This was however too early for banks, that wanted a good return on investment for their recently set up EFTPOS operations. Banks did not cooperate and Telecom pursued the introduction of telephone chipcards (and terminals in the telephone cells) by itself, thus creating a solid chipcard market position (both cards and suitable terminals).



The strategy of Telecom during these years has been to develop a lot of expertise by joining all types of projects with chipcards. The board of directors Telecom explicitly invested a lot of money in all these trials. Their motto was to have all 1000 flowers blossom (as in the Mao-quote) and invest heavily in new technology. Although it would not be clear which experiment or which technology would be the best, Telecom would be able to let unsuccessfull experiments die and to continue succesvol experiment. One of the more succesfull experiments has been with IBM (sponsored 2,5 million) and the privatized government agency that provides student funding. this latter agency could achieve large administrative benefits by replacing current procedures with a chip-card based identification card. Through cooperation with universities also two closed purse schemes were set up (one for each universitiy).



Due to the national (Primeur en Telecom) and international (Danmont, Banksys, Mondex) initiatives, the dutch banks felt quite some pressure on them. They could either sit back and relax (enjoying the EFTPOS income) or they could go into the chip card market and start competing. Although there were constant (bilateral) talks of everybody to everybody (bank and telecom, telecom and primeur, railways and Postbank) the Dutch banks decided to stick together and to develop a purse scheme together for defensive and efficiency reasons.



The intention of the development of the CHIPKNIP purse scheme was to show to the Dutch market that it would not make sense to think about developing a newchipcard purse scheme, since the banks would enter the market within a very short period (one year) after having announced the initiative. For time-reasons, the Dutch banks decided not to make their own system but to investigate existing systems. Therefore they bought the Banksys system and modified it for use in the Netherlands.



The development of the CHIPKNIP was a delicate process. The common goal of banks was to make sure that no other entrants would enter the market, but at the same time the banks were competitors. It was therefore very difficult to agree on the tariffs. As with the ATM's the costs and benefits of banks proved to be very different. Postbank would not generate much income, because it could not realize cost efficiencies in the merchant physical money logistics (which is highly concentrated by RABO and ABN/AMRO). The net result of a roll out of the chipknip would therefore be that Postbank would bear a lot of cost to realize benefits for their competitors. A result of the diverging cost structures of banks would also be that the intrests and goals of banks would not be the same. The use of ATM's for loading the purse was only efficient for RABO and expensive to ABN AMRO and Postbank. The use of separate loading devices was expensive for RABO but cost effective for ABN AMRO and Postbank. Etcetera...



As the introduction of the CHIPKNIP came nearby (oktober 1995) the banks were wondering what to do in the next phase. Should they stick together or would they try to outperform their competitors in the market? Again, everybody spoke to everybody, finding out what possible cooperations would be commercially smart. As the tension in the bank market increased (everybody imagined the competitor to be the first to announce a stategic alliance with Telecom, Albert Heijn or other major players) and rumours spread of banks going their own way, Postbank announced to join the Telecom efforts and decided to separately develop the Telecom/Postbank purse scheme (called CHIPPER), to be rolled out in the course of 1997. The other banks (ABN/AMRO and RABO) were very surprised and soon afterwards announced a deal with Albert Heijn (that Albert Heijn would accept the CHIPKNIP) and speeded up their roll out (at first they were in no hurry, but then they started hurrying to outperform the Chipper-initiative).



A national distribution of Chipknip has started in October 1996, the national distribution of Chipper started in May 1997. Chipknip-banks have issued 8 million hybrid bank-cards (stripe for EFTPOS and ATM, chip for e-purse). The Chipknip can be loaded only at loading terminals in or at banks (4,000). The number of payment-accepting terminals is currently approximately 80,000. Additional features that are planned to be introduced are: multifunctionality, issuing of a retailer card with a Chipknip purse and retailer loyalty functions.



Chipper includes a purse and also loyalty functions for the two main issuers (i.e. Postbank and Telecom). Both issuers are adding the Chipper chip to their existing card base (of 6 million bank cards and 3 million telephone cards respectively). Currently all payphones in the Netherlands (20,000) have been adapted to be able to process payments as well as load transactions. Roll-out of retailer payment terminals has followed, reaching a current number of 10.000.



From the outset, both Chipper and Chipknip announced that terminals at the retailers counter would be able to accept both schemes. In practice the realization of this statement took quite some time. Although a formal agreement as to joint specifications of interoperable terminals has almost been reached, banks have not announced this. Furthermore practice shows that the actual use of the chipcard-purse is very limited. Consumer research shows that 50 % of the population currently has a chipcard, yet only one third of this group is using the card sometimes. 



As a result of the lack of agreement between the banks, two large retailers (Edah and Albert Heijn) have each separately issued customer loyalty cards. Due to the fact that issuing retailer multifunctionality with either chipper of chipknip will only cover 50 % of the market (as long as banks do not agree on interoperabilty of multifunctionality) both retailers decided to develop their proprietary solution (which in due time may be integrated with chipper/chipknip).  



Role of De Nederlandsche Bank with respect to chip-card purses

In October 1995, De Nederlandsche Bank announced that issuing electronic money constitutes a banking activity and consequently is subject to supervision. Since that moment, all chipcard-schemes fall under the Act on Supervision of Credit Institutions. The non-banks which were issuing electronic purses at the time (such as Primeur Card and the IBM/Telecom experiments) were allowed to pursue activitities, provided that they made sure at which point in the future they would comply with the regulations. Given the existence of the current two schemes, all of these smaller are now stopping their operations. 



Although De Nederlandsche Bank acts not only as an overseer of the payment system, but now also as a supervisor for electronic purses (which it does not have for the other payment instruments ATM and EFTPOS) the position of the central bank with respect to uniformity of payments to the users has remained unchanged. De Nederlandsche Bank is the opinion that users (consumers and retailers) should not suffer from the fact that two competing payment schemes co-exist. In a practical sense, this means that one terminal should be able to handle both the Chipper and the Chipknip-payment. 

In the area of supervision of schemes, two security-issues are especially important: hybrid cards and multifunctionality. Hybrid cards (cards that contain a magnetic strip with a PIN code and a chip with a chip code) may introduce a security risk if these two codes are synchronised and no attention is paid to the level of protection that is needed for the different codes. The Bank holds the position that the PIN code should be protected in conformity with the relevant ISO standard (ISO 9564). If a decision is made to synchronise the PIN code with the chip code, the consequence is that the chip code should be protected like a PIN code.



As for multifunctionality (which is a part of both systems in the Netherlands) the Bank specifically wants to establish the fact that other functions on the chip cannot influence the purse functionality. Therefore the architecture of the chip, the design of the applications on the chip, the organisational responsibilities between different parties and the security policy/security risk analysis have to be adapted to reflect this evaluation criterion.







�Efficiency in Payment Instruments in the Netherlands; history and overview 

(June 1998)



Background

This article summarises the Dutch developments with respect to efficiency of payment instruments. An important background factor in this respect is the fact that in 1988 both the Dutch government (Ministry of Finance) and the central bank had issued a policy statement, covering Electronic Funds Transfer at the Point of Sale (EFTPOS) and payment systems in general. It read that the organisation of payment systems was both technically and commercially the province of the market (parties). 



Nevertheless, the central bank stated that attention should be paid to infrastructural uniformity, accessibility, adequate distribution of liabilities, prevention of fraud, privacy and cost-effective pricing, meaning that the costs of the total package of payment services per institution should, in principle, cover the costs incurred and should include elements which encourage the use of efficient payment methods. An important consideration in this respect was the high sensitivity of the payment services income to the interest rate. Introduction of a fee structure would reduce this dependence on the interest rate and create a more stable income-structure for payment services. 



Backed by these statements, the Dutch banks, having released the conclusions of two KPMG-reports (in 1988 and 1989) on the unprofitability of payment services, announced in 1989 that tariffs for payment services were going to be introduced. The first tariffs were aimed at business customers, subsequently tariffs were planned for private customers. Both types of customers heavily complained and directed their grieves towards government and European Commission. 



Declaration of Intentions

Both the pricing strategy of banks and the development of a single EFTPOS-scheme raised questions with respect to the monopolistic behaviour of banks. Even some special interest groups (such as: Action platform: no to banking fees) were formed. But as the government had recently stated that there was no need for regulation of the payments area of the banking sector (including the statement that these services should be adequately priced) the government and central bank did not change their previous stance. Yet, given the nature of the problem (high operational costs in the payments area, which were the reason behind introduction of tariffs) it was suggested that banks and representatives of private and business consumers might start an open discussion to seek ways to improve the efficiency of the payment services offered. 



A large enough section of interest groups responded positively to this suggestion, which led to a Declaration of Intentions, in which banks and these interest groups jointly issued recommendations to enhance the efficiency of the payment system in the Netherlands. The working group that evaluated the Declaration, consisted of representatives of respectively the consumer organisation, the retailer organisations, the small and middle-sized enterprises and the Dutch Bankers’ Association. In addition the group consisted of observers of the Ministries of Finance and Economic Affairs as well as the central bank, which also provided the secretariat. 



Content of Declaration of Intentions

The declaration of intentions stated that all parties involved agreed that the efficiency of payment systems was a worthwhile goal, to be achieved by establishing their intentions in this respect as well as a series of measures to be taken and evaluated. The declaration distinguished between non-fee measures and introduction of fees. 



Examples of the specific non-fee measures that were mentioned were a further rationalisation of cash handling, adaptation of some of the product characteristics for ACH-payments, demotivation of the use of guaranteed cheques, promotion campaigns for using the cheapest payment mechanism per situation.







As for the introduction of fees, the declaration stated that:

-	cost recovery for payment services is an important issue (banks stressed the importance of fees, other organisations stressed the importance of further innovation, rationalisation and education of consumers),

-	a differentiated fee structure is a possible instrument to achieve efficiency in payment services (it was noted that the price tactics of individual banks would remain different),

payment services should have a low entry barrier (de facto access to payment services should not be made impossible by substantial fees),

-	a better understanding of cost/benefits of payment services should be established,

-	if higher fees are to be introduced, this should take place gradually,

-	co-operation with respect to infrastructure is a benefit to all, monopolistic behaviour should be prevented.





Evaluation of the declaration of intentions

The declaration was signed in May 1991 and was evaluated in 1994, which led to a renewed version of the Declaration of Intentions. Also this newer version has been evaluated by a special working group, which resulted in a report describing the industry figures with respect to the use of payment instruments in the years 1990-1995. These trends indicate an increasing use of more efficient payment instruments at the expense of the less efficient instruments (see table 1 below). 



The table shows that as far as the remote payments are concerned, the inpayment transfers were replaced by direct debits and paper credit transfers were replaced by electronic banking and automated direct credits. Furthermore, the table shows that cash withdrawals at the bank branch were substituted for ATM-withdrawals and that payments with guaranteed cheque were substituted for Pin-based debit-card payments. 



As for the methodology applied to deliver the statistics in table 1, the banks decided to adopt a pragmatic approach, using figures from the first quarter of the year. Furthermore the distinction between collecting and distributing payment instruments has not been fully applied. Despite these limitations, the effort to produce the statistics, proved to be such a valuable excercise, that the Dutch banks decided to monitor the trends and developments in the payment sector on a more permanent basis. To this end an improved and more detailed reporting model was developed in a joint effort of the banks and De Nederlandsche Bank. De Nederlandsche Bank now acts as the administrative agency for monitoring both domestic and international transaction information. In 1998, the first regular reports with industry figures on payments will be established and made available to the banking sector. 



In general the conclusion of the Working Group was positive with respect to both the outcome of the evaluation as the fact that a good working relationship had been established in which banks and involved market parties (consumers, retailers etc.) could constructively discuss important developments with respect to payment systems in the Netherlands. For this purpose, the Working Group continued to exist after the final evaluation in 1995.



�Table 1: Development of volume of payment instructions, based on figures of the first quarters of each year, with the first quarter of 1990 as index base 100.



�1990-I�1993-I�1995-I��

‘Collecting’ instruments

�����-hand-written credit transfer�100,0

14,2 %�83,1

11,2 %�77,4

9,5 %��-standing order (automated periodical credit transfer)�100,0

7,3 %�105,2

7,3 %�121,3

7,7 %��-pre-processed inpayment  transfer (acceptgiro)�100,0

40,6 %�93,6

35,9 %�88,9

31,0 %��-direct debit

�100,0

37,4 %�127,6

45,1 %�159,4

51,3 %��-urgent transfers

�100,0

0,3 %�166,6

0,5 %�208,2

0,6 %��Total (collecting) �100,0�105,9�116,5��

‘Distributing’ instruments

�����-hand-written credit transfers�100,0

29,6 %�64,8

18,9 %�52,4

13,6 %��-automated multiple direct credits �100,0

68,7 %�105,0

71,3 %�120,1

72,4 %��-electronic banking

�100,0

1,7 %�572,1

9,8 %�917,4

14,0 %��Total (distributing)�100,0�101,2�113,9��

Point of sale instruments

�����-withdrawals at bank branch counter�100,0

36,1 %�55,7

19,2 %�41,0

11,8 %��-withdrawals at automated teller machines�100,0

18,5 %�223,6

39,5 %�276,2

40,5 %��-payments with guaranteed cheques�100,0

43,6 %�73,4

30,7 %�47,2

16,3 %��-payments with debit-card and PIN-code (POS)�100,0

0,7 %�1147,1

7,6 %�5123,5

28 %��-credit card payments

�100,0

1,1 %�287,0

3,0 %�387,5

3,4 %��Total (point of sale)�100,0�104,5�125,9��





Actual tariffs and discussions during these years

As stated, the Dutch banks did not have a joint pricing policy. Consequently, when in 1993 two large banks (ABN AMRO and RABO) introduced tariffs for retail customers (price per debit-card, for each withdrawal at the branch, for withdrawals at ATMs outside business hours, for using guaranteed cheques), the Postbank (former Post Giro) did not follow, but continued to provide a basic package of payment services (account, debit-card etc.) for free. Postbank only introduced some fees, basically for additional services (such as the provision of account statements after each transaction on the account instead of one cumulative account statement per week). In the business customer market Postbank did introduce fees on a larger scale, however with a certain threshold so that fees were only imposed on a small number of large customers. 



Two years after introducing the large number of fees for retail consumers, ABN AMRO and RABO decided (May 1995) to drop many of the transaction fees. The formal statement was that the introduction of fees had sufficiently contributed to changing the consumers behaviour (and improving the cost-benefit structure of the banks). Some articles in the press however suggested that this move had been also strongly motivated by the desire to be able to better face the price-competition of the Postbank. 





Conclusion

The analysis of actual usage patterns in the payment systems in the Netherlands, shows a clear move towards more efficient use of payment instruments. This can be seen as the result of the combination of efficiency-driven innovations by banks, the introduction of fees and increased consumer education with respect to efficient payment instruments. The formation of a joint working group of representatives of banks and involved interest groups has provided an effective platform to establish, evaluate and discuss the relevant developments and measures to be taken in this respect. 



The discussion of efficiency of payment systems in the Netherlands was closely related to the general issue of the introduction of a fee structure for payment products by the banking sector. When the Ministry of Finance and the central bank officially stated that the banking sector was well able to provide adequate payment services, as well as the principle that the cost of payment services should be fully recovered, banks may have decided that this was a good moment for introduction of fees.�
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�Standardization of retail payment instruments

(March 1999, adaptation of Working Group paper: to be published in book on IT-standardization)







Abstract

Based on the well documented development of different retail payment instruments in the Netherlands and the way in which standardization for those instruments occurred, this chapter describes the dynamics of standardization processes for that sector. It is concluded that, from a business perspective, the rationale for standardization is to achieve optimal efficiency by adopting technical standards and business standards, while limiting the necessary change to the internal processes. It is noted that governmental institutions increasingly use standards or standard-setting processes as a means to achieve perceived political goals. The argument is made that such behaviour is inappropriate, as it essentially constitutes randomly imposing cost-burdens on companies or citizens. Finally it is concluded that, given the consumer characteristics in the market of retail payments, standardization is not a significant choice factor for consumers.





1.	Introduction

The business of payments and the provision of payment instruments has a rich history, which can be drawn upon in a discussion of standardization. In the middle-ages, for example, the mere existence of a wide variety of foreign and local coins led to a flourishing business of money exchange offices and cashiers in the Netherlands. Malpractices of some of these firms, mostly in the form of physical tampering with coins and alloy, resulted in government regulation on a municipal and province level. Yet, as these type of regulations where hard to enforce, the Amsterdam municipal government decided in 1609 to establish a municipal exchange bank, ‘de Amsterdamse Wisselbank’, originally as a government monopolist.� Later on, in 1621, the regulations were adapted to the actual business practice and private cashiers were allowed – under certain conditions – to conduct business in the city of Amsterdam (van den Berge, 1939, p 34).



The example shows us how a diversity of specifications and a diversity of payment instruments, will lead to the development of separate companies which make money by reducing the confusion for their consumers. It illustrates that the abuse of technological know-how and abilities for the sake of increased economic benefits by a few private companies may lead to government intervention for the sake of public interest. Furthermore it indicates that strong market powers may prevail, even in the case of restricted government regulation. As such the example contains all relevant issues with respect to IT-standardization:

-	can it be assumed that the market will standardize if necessary?

-	what role should governments play in this process?

-	does the end-user play a role in this process?



In this chapter, I will examine the above standardization issues with respect to the non-cash retail payment instruments, developed and in use since the beginning of this century. It is my opinion that the standardization processes that in this area have occurred, can be seen as the ‘pure’ result of market forces, given the fact that standardized bank notes and coin have been widely available to the public as an alternative. The study of this process, applied to different types of instruments within one application and industry domain, will hopefully provide additional insight.  



The approach taken, is an inductive, bottom-up approach. I will try to highlight the elements of the standardization process, which from a practicioner’s view are of utmost importance for enterprises, governments and consumers respectively. In doing so I will outline my assumptions and implicit theoretic notions first, and then provide documented examples. I hope that this approach may stimulate the theory development by the scientific community on this subject. 

�2.	The business perspective

For a good understanding of standardization, it is useful to establish the different nature of:

-	implementations, 

-	technical standards, 

-	business standards,

-	business agreements.

In the above list, only the implementation can be seen as a fully specified set-up of people, machines, procedures and instruments which results in the transformation of input (payment instruction) to output (payment). The other items must all be seen as conditions or guidelines, which may somehow effect the implementation or guide the design of future implementations. 



Implementations of payment instruments are by definition firm specific. The business process of a bank has certain characteristics (centralised or decentralised, using certain processing equipment, assuming certain employee qualifications etc.) which will be different from that of its competitors. As a result, payment instruments which serve the same purpose for bank A and bank B will have, in many cases, different specifications, geared to the optimal use in those bank-specific business processes. These differences may relate to the account-number structure, the size of the instrument, the option to truncate information etcetera. The effect of these differences is that even small changes in the specification of the actual instrument (use of extra check-digit for example) may involve large changes (and high conversion cost) in the way that the payment product is implemented in the business process of the particular bank. 



As a result of basic economics, it may be assumed that every provider of payment instruments has standardized its internal processes. Using a similar lay out for all payment instruments of the same institution will for example reduce the number of errors made by customers, using these instruments. It can further allow optimalization and standardization of back-office procedures and processes. These in-house technical standards can be seen as guidelines, used to enhance or enforce similar specifications of payment instruments and payment processes within one single institution.



In addition to the in-house standards, competing providers may establish that a certain standard will be adopted as a common guideline for their implementations. The agreed standard (which can be technical but may also be of a legal or procedural nature) then becomes a business standard. Generally, business standards are established in the context of a domestic bankers’ association. Examples of those standards, which may cover more than just the technical aspects of payment instruments and processes, are:

-	a clearing house arrangement, in which payments are netted multilaterally before being settled between participants,

-	a code of conduct with business principles for issuing payment instruments and processing payments,

-	requirements as to the minimum content of contract terms,

-	the use of a similar lay-out for certain classes of paper-based payment instruments,

-	the use of a similar user interface for certain classes of electronic payments,

-	requirements with respect to key management in point of sale systems.



The benefits of agreeing to business standard can be diverse. A co-operative agreement on basic security requirements and certification for bank terminals for example, will allow IT-hardware suppliers to be able to manufacture more standardized equipment for the market, instead of developing separate individual solutions for different banks. Consequently, the market for this equipment may be larger and more open, which will result in lower prices for the equipment. Co-operative agreements on minimum contract terms and redress procedures could serve the purpose of generating trust with the public, by providing clarity with respect to conditions and customer complaint procedures. 



In practice only the largest providers of payment instruments have a say in the negotiations on the precise content of the business standards. If one of those large providers does not cooperate, a too significant part of the benefits of standardization cannot be achieved. So although the standardization process may formally involve many players, including government agencies, the large providers are actually the most important players. During the process, the large providers share technical information on the variety of solutions that may be allowed or facilitated in the standard. In general the outcome of the process will not be the standard which technically provides the best solution to the problem which has to be solved (which may be interoperability, but could also be the conversion to a different key management structure), but a technical standard which results in solving the problem under the constraint that the implementation of the standard in the firm-specific business processes of the banks amounts to the same magnitude of conversion cost for each of the large providers.



It is important to note that it is almost impossible to arrive at a proper technical standard if the institutions involved have no operational experience, nor a legacy problem, in the application domain of the standard. Only those institutions that have wrestled with the problem of converting a functional description into a working implementation are really able to appreciate the trade-offs that have to be made in the implementation of the standard. Such trade-offs typically result in a preference for a pragmatic, sometimes unlogic, technical solution to a logic but unexecutable solution. 



The importance of distinguishing a technical standard from the implementation is that it helps to understand that an agreement on a technical standard (with a specific purpose) does not imply that the specifications of the implementation are the same. If banks agree to use a similar message protocol in their Automated Teller Machines, this does not imply that they would all have to buy and use identical hard- and software. Each institution will determine their optimal way to comply with the standard, given its current technical infrastructure. Distinguishing standards and implementations further helps to understand that it is possible that two implementations, which are based on the same standard, do not have to be interoperable. Every standard requires some further decisions with respect to the specific implementation and the way to fulfil the requirements of the standard through a specific implementation of hardware, software and procedures. Those specific implementation decisions will be geared towards the infrastructures of the entities involved and will be unique for each issuing bank. Imposing a standard is therefore no magic bullet for achieving interoperability. 



Having discussed the business standard, I will now focus on a specific business agreement, which is closely related: the business agreement on reciprocal use of payment instruments (often called: agreement on interoperability). Although the existence of business standards will often go hand in hand with decisions to process other institution’s payment instruments, this is not necessarily the case. Further co-operation than standardization is a separate business decision, which constitutes of determining: 

-	the degree of co-operation; this may vary from acting as a remote mail box (sending all instruments and payments immediately to the issuing bank) to acting fully on behalf of the issuing bank itself (actually performing part of the processing of the payment),

-	the application and level of interbank fees applied to the co-operative activities (based on number of instruments / transactions involved). 

Both content and conditions of the co-operative agreement will reflect the underlying market position and bargaining power of the participants to the agreement. Consequently the stronger entity in the bargain (larger market share, greater negotiation skills) may exercise more influence over the outcome. 



In general it can be observed that institutions with a similar client base and a similar business process (same rate of centralisation/decentralisation, same hard/software platform, same cost/benefit sensitivity) will be the first institutions to agree on standardization and later also interoperability. Similar agreements between institutions that have both commercially and technically a different set-up are more unlikely and will involve longer and more complicated negotiations on both standards and fees when bargaining power is equally divided. Smaller providers will have limited market power and may be unable to significantly influence the standardization process or to negotiate sharp fees. Yet, their benefits in entering these agreements originate from the fact that the cost of provision of the related services by the small institutions themselves may be higher than by buying it from larger competitors.



An important factor, determining bargaining power for institutions is the de facto standard, which could be seen as a implementation which covers a substantial part of the market. In this respect, three important trends can be identified. The first is that the very important role of the IT-supplier has become smaller vis-à-vis the role of the institution that applies the information technology products. The second trend is that the battle for standards is increasingly taking place on an international scale, as some payment products have developed into regional or international products. The third is the increasing role of government institutions, notably the European regulators (Egyedi, 1996). The above trends increase the playing field and the number of players and make it more difficult to understand the dynamics of the standardization process. However, as far as the role of the provider is concerned, the dynamics remain unchanged and can be summarised as achieving optimal efficiency while limiting the necessary change to the business processes.



Case examples

In the years 1900-1925, the use of non-cash payment instruments increased considerably. The payment process was largely a paper-based administrative process. Private organisations involved in executing payments were the cashiers and banks (Westerman, 1920). The Municipal Giro Institute of Amsterdam was set up in 1916 and a nation-wide Postal cheque and giro-service was established in 1918. In this time-period both Vissering (1907) and Van Vliet (1923) promote the use of a uniform form lay out for executing payment transactions between banks and cashiers in order to execute these transactions more easily and with less errors. Van Vliet (1923) also points out that the use of machines would in the future further increase speed of processing. 



From 1925 to 1945, the centralised giro services gained a lot of market share in the retail payment market. Concentration in the banking sector led to a stronger position for a smaller number of nationally operating banks, while regional banks and cashiers slowly lost their business. Wolf (1983) describes how in 1937 the private bankers’ association finally adopted a proposal to introduce a uniform payment form, to be used by consumers of the banks. It was agreed that the payment form would not be promoted too actively, in order to prevent cashiers from losing too much business. As for the use of cheques, Hammerstein (1998) describes how the Geneva Convention of March 19, 1931 was the basis for the Dutch law on uniform cheques, which was applicable since 1934. 



After the Second World War, the Postal Giro was the largest player in the retail payments market. When in the 1950s, computer technologies allowed for the introduction of new processing methods and payment order forms, discussion took place between the private bankers and the Postal Giro, to determine if common ground could be found. The differences between the two parties were however too big. Whereas processing of the Postal Giro was centralised and uniform, the processing of payments by private bankers was still too diverse to be able to agree on a single payment form. The Postal Giro therefore decided in 1962 to start using punch cards as the payment form (Wolf, 1983, p 33). 



The use of the punch card in a centralised processing structure allowed the Postal Giro to expand its services in terms of volume and customer segments. As a result, the Postal Giro Services accumulated considerable deposits at the cost of the private bankers (who were actually in need of deposits, given the credit-restrictions set by the central bank). The banker’s reacted by setting up a banker’s giro, developing a unified bankers payment order form (not a punch card), introducing a unified bank number and introducing the guaranteed cheque for payment at the point of sale system (Wolf, 1983). Also, in order to prevent credit cards from entering the European market, the banks developed the Eurocheque, a guaranteed uniform payment cheque for cross-border use in Europe (Muns, 1974). 







Wolf (1983) describes how for a specific payment product, the inpayment (‘acceptgiro’), the private banker’s in 1966 decided to adopt the implementation of the postal giro and start discussions on adapting it to the banker’s needs later. These discussions led to a preliminary arrangement from 1974 to 1978 (adaptation of the postal giro cards for use by banker’s) and a final arrangement (introduction and use of a commonly standardized instrument) from 1978 onwards. 



Peekel en Veluwenkamp (1984) describe the characteristics of the centralised processing in the girocircuit of the Postal Giro Services as well as the partly centralised processing in the banker’s giro circuit. The standardization that took place to overcome the lengthy time-periods necessary for processing payments between these two circuits concentrated on determining standardized interbank message interfaces in order to allow the institutions to continue to process their payments in their own characteristic way. These interfaces were subsequently implemented for all kinds of payment instructions under the auspices of the steering group National Payments Circuit. The actual design and implementation of these agreements lasted more than twenty years (1975-1998) due to the fact that not only technical but also political and commercial difficulties had to be overcome. 



The development of new payment instruments or delivery channels such as automated teller machines and electronic funds transfer at the point of sale shows that differences in processing-structure as well as in cost/benefit structure determined the strategic choices of banks and Postal Giro (since 1986: Postbank). Postbank for example focused at first on substituting cheque-use for Electronic Funds Transfers at the Point of Sale (EFTPOS) transactions and later on Automated Teller Machines (ATM’s). This was due to the branch-contract with Post Offices, as a result of which installation of ATM’s would not lead to any cost reduction but to cost increase. Meanwhile other banks invested heavily in the installation and deployment of ATM’s. This resulted in a situation in which the Postbank, with the largest market share in number of customers, had the smaller market share in number of ATM’s. An interoperability agreement on ATM-use would thus result in large usage of bank-ATM’s by Postbank clients and a correspondingly large interbank fee to be paid by Postbank to other banks. Also, in the early stages of development, the on-line to issuer concept of Postbank’s ATM transactions was not easily to be implemented in bank ATM’s. The actual interoperability agreement on ATM-use was effected more than ten years later in 1998. 



The situation for the EFTPOS-application was somewhat different. All large players had a similar market share in terms of processing guaranteed cheques by retailers. Therefore, a collective investment in a common product would result in a similar change of cost/benefits for all players involved. Still the banks had to be stimulated by the large oil companies (Shell) and retailers (Albert Heijn) as well as the central bank in order to reach a final agreement on setting up a joint business operation for EFTPOS in 1989. The technical basis for the system was the implementation developed by the Postbank, which evolved into the interbank de facto standard for EFTPOS.



Similar observations can be made for the development of the electronic purse (Chipknip and Chipper), home banking on the Internet (I-pay) as well as the development of cross-border EFTPOS and ATM-use (edc, Maestro, cirrus). These would show that the international dimension of standardization becomes more important. As a result, interoperability technical business standards for future chip-card based debit- and credit card use have been established (the Europay Mastercard Visa-standard). Also industry initiatives have been set-up to ensure that future standards for electronic purses will take into account the local initiatives developed thus far. The most recent initiative in this respect is the plan to develop a standard that defines a PC-chipcard reader for use with financial applications. One of the driving forces behind this latter initiative is to limit the possibility that hard- or software suppliers with a large market share start the provision of less-secure chipcard readers, which may become a de facto standard. 







3.	The government perspective

First of all, it should be noted that the government perspective does not by definition have to be uniform. Governmental institutions which influence standardization can range from local government authorities, Ministry Departments, supranational institutions, central banks, secret services to national and international standards developing organisations. Each of these institutions has its own motivation for steering and guiding standardisation. In addition to these institutions, parliament might also exercise influence on the process by approving or disapproving legislation in this domain. The one thing however that most of these regulators have in common is a lack of implementation knowledge with respect to most domains of standardization. In addition some regulators also tend to make analytical and managerial mistakes, which will be discussed below. 



One of the most common mistakes made by regulators is what I would call: solving the problem of the observer. If an observer of payment instruments would list the wide variety of solutions and contract terms available in the market, this may appear to be confusing and may call for standardization. Yet, the existence of this variety of solutions may in itself not bother any user or provider. A user will choose the payment instruments that suit him and will not use all payment instruments available in the market. Similarly the providers may make some additional money by providing integrated or standardized solutions if the variety is too big. Still, some regulators find it hard too deal with the wide variety of solutions in the market and therefore urge for standardization. The actual message they are thus sending out is that solving their observers’ problem is more important than understanding the market. 



Another mistake made by regulators is to formulate interventions in terms of prescribing technical procedures or measures taken, instead of prescribing the desired outcome. A regulator could for example prescribe that certain maximum processing times for payments would have to be met, without specifying the means to arrive at that goal. Such an approach would leave the market parties to decide whether or not to standardize. 



As the effect of regulatory interventions may be that market parties have to bear conversion or implementation cost, regulators should be very careful in the nature of their intervention. Their action might result in an arbitrary, possibly very unfair spread of cost amongst market parties in the same market. If not motivated properly, it can be viewed as a random tax burden, imposed by the regulator. Regulators therefore have to decide whether they operate on the assumption that they have a full understanding of the market and its specific problems and characteristics or on the assumption that they are ignorant and that all entities in the market will try to influence and use them to achieve their individual interests. From a fairness point of view the latter assumption is more adequate than the former. Yet in practice the former appears to be more widely held than the latter. 



In essence, the challenge for regulators is to refrain from all interventions, which are different from stimulating market parties to standardize. Any other action should be motivated by a distinct problem in terms of a non-functioning market. Even then, the necessary intervention should not be to impose standards but to prescribe functional requirements that solve the problem at hand, leaving open the option to standardize. Regulators that act differently basically spend the tax payer’s money on either their own goals and problems (the observer problem) or on providing a competitive advantage to a market party that best succeeds in influencing the regulator. Although these latter expenditures are beyond the mandate of most regulators, some still find motivations to act this way.



Case examples

The prime example of the observer’s problem may be found in the domain of European harmonisation. Based on the perception that all different technical systems in the countries of the European Community constituted a problem for consumers and enterprises, the Commission focused on harmonising technical standards among countries. Although this may have helped to create a level technical playing field, it is still an open question to me if this technical issue is the most important barrier to create an internal market without trade barriers. 



An example of the requirement formulation problem can currently be observed in the discussions on electronic commerce and the payment instruments applied. Politicians as well as regulators tend to believe that a technical standard is necessary to ensure the availability of a very safe payment method. This can be viewed as a too technical formulation of the requirement or the desire that market parties start offering payment methods which are acceptable to users (leaving open if the acceptability is reached by security measures, fee structure or contract terms). 



A historical example of government ignorance is the attempt of secret services to prevent the Data Encryption Standard from becoming an ISO standard (Lelieveldt, 1989). One of the motivations was that this would prevent the widespread use of DES. Although the attempt succeeded in the end, it failed to have the desired effect as applications of DES were already being developed and applied on the basis of the available FIPS standards. 

 

Another example of the same problem is the sponsoring by the European Commission of projects and standardization of a common European electronic purse. As a matter of politics (one electronic euro-purse as well as one physical euro) the goal is understandable. From a business perspective however, there is no business case. Only some 5 % of retail payments are cross-border ATM and EFTPOS transactions, which provide the consumer with sufficient cash or payment options. As a result, within Europay the decision was initially made to not standardize the electronic purse. The initiative to develop a Common European Purse Standard (CEPS) was taken up however in reaction to the announcement of Visa, which stated to develop a worldwide purse. Given its political goals, the European Commission became a willing sponsor for this activity. 



Examples of process interventions can be observed in the developments of the National Payments Circuit and the EFTPOS system in the Netherlands. Both Ministry of Finance and the central bank stimulated market parties to reach agreement. Similarly the central bank declared to favour a deployment of electronic purses which would make technical differences transparent to the user. As for the interoperability of ATM’s no regulatory pressure has been exercised on banks and Postbank to reach an agreement. 



4.	The user perspective

Although in economic theory the user perspective plays an important role in determining the success of products and services, it should be noted that payments do not constitute a primary need, but are essentially a derived need. Both Aders (1984) and van der Have (1972) describe banking and making payments as a convenience or an experience good as opposed to a search good. Once the choice has been made for one or the other bank, the use of this bank becomes a habit. Its services are used often and the customer has little motivation to spend time and effort in reconsidering this choice. A strong motivation is needed to change the initial choice. This motivation can be for example a serious problem with the financial services rendered or a ‘role change’. Van der Have describes these role changes as getting the first job, getting married, moving to another house, owning a car, moving in with the partner etcetera. These occasions may give rise to changing the former habit.



In practice, the choice of a bank account is still very much determined by the proximity of the bank branch (which ensures easy access) and by the choice already made by the parents of the client (which ensures familiarity with and trust in the services offered). Consequently, the strategy of banks towards retail consumers is focused on increasing the number of services offered to current clients, which increases the burden of changing to another bank. As for future clients of the bank, the focus is to approach those at switch moments in their lives (moving out, getting a job etc.) starting with approaching the very young consumers. 



Aders (1984) points out that the homogenous character of bank services and the importance of proximity of the branch to the consumer, leads to a situation of homogenous oligopoly. In combination with the fact that retail payment and banking services are a convenience good, the effect of price of specific services on consumer behaviour is rather limited. The role of standardization as a factor of consumer choice is even smaller. The primary choice factors -within the range of instruments available in a certain purchasing or payment situation- are risk, control of payment moment and convenience. Of course standardization helps to increase the convenience for consumers, yet convenience and ease-of-use can also be achieved through other means (self-explanatory form layout and interfaces). 



As stated earlier, the efficiency considerations of providers will lead to a level of in-house and inter-organisational standardization that is good enough for users. As standardization is not a significant consumer choice factor, providers do not have to consider other than internal efficiency considerations in determining the necessary degree of standardization. Consumers won’t switch from bank A to bank B because an instrument is not standardized. In cases where the diversity would really become a burden, some providers will definitely start providing integrated or standardized solutions. 



Case examples

In practice, most forms and methods used within a bank are standardized. Also, for the most important external interfaces such as the direct debits, inpayments, standing orders, dialogues for electronic funds transfers and cash withdrawals, business standards are agreed and applied. Yet, the payment form used by the Postbank differs substantially from the forms used by other banks. Even though some 60 % of the population have an account at both Postbank and another bank, standardization has not taken place. Similarly, home-banking applications, Internet-applications and voice-response applications are not standardized between banks. From a technological perspective, two different types of electronic purses are available on the market (Chipper and Chipknip) and where this might pose a problem for the merchant, this is solved by providing a combined terminal which accepts both types of cards, not by standardizing the chipcard-purse itself. On an infrastructure level, the Dutch banks investigate, however, the development of a standard for a chipcard reader, to be used with the Personal Computer for all sorts of chipcards, including those for financial applications and transactions over the Internet. 



5.	Conclusion and recommendations

Perhaps the most important lesson that can be learnt is that the characteristics of a specific market have a large impact on the dynamics of the standardization process. As payments are a derived convenience good, the importance of standardization to the consumer is rather limited. The dynamics of standardization in this area are therefore heavily influenced by the dynamics of competition between providers in this sector. In this process, providers try to achieve optimal efficiency by adopting technical standards and agreeing on business standards, while limiting the necessary change to the business processes. Important trends that can be observed are the diminishing role for the IT-provider as the supplier of the de facto standard, as well as an internationalisation of the battle for standards between providers. A final trend is the increasing role of government institutions, notably the European regulators.



In my opinion the factor which most complicates the standardization process, as far as the market of payments is concerned, is that many regulators tend to assume that standardization can be seen as a useful regulatory tool. Those regulators fail to recognise that they lack the implementation experience in the relevant domain, as well as a good understanding of the dynamics of competition in the market. As such, regulators may become tools in the hand of influential market parties instead of the tools of the taxpayers. Furthermore the priority of regulators may be biased towards solving observer problems and perceived political problems instead of trying to contemplate whether the market at hand is sufficiently competitive (in which case standards will evolve). 



So if we are to look at the IT-standardization process and how it can be optimised in theory, the most important recommendations concern the behaviour of companies and regulators. In general regulators should refrain from using standardization as a regulatory tool, as it can be assumed that in a well functioning market standardization will take place as a matter of economics or non-standardized solutions will be available to solve any diversity problems in the market. Companies might want to try to be more open in explaining their motivation for joining and influencing certain standardization processes. This will provide regulators as well as users with a better view of the market and the intention of its players. 



In practice however, companies and regulators will have few external incentives to change their current behaviour as the consumers and citizens lack the knowledge as well as the market and political power to really affect the behaviour of those institutions. Any change in the current standardization practices of companies and regulators therefore rests on the intrinsic motivation of these organisations to shape their responsibilities to the consumer or the citizen in an appropriate way. 
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�SECTION ON POLICY ISSUES FOR CENTRAL BANKS 



This section contains:

1-	a discussion on the different regulatory approaches of central banks with respect to payment systems 

2-	a description of the historical development (1900-1998) of the role of De Nederlandsche Bank with respect to the retail payments sector

3-	an overview of the current DNB position with respect to a number of policy issues

4-	a normative policy position for central banks with respect to retail payments

















Public policy goals and the role of the central banks with respect to retail payment systems	

				 		   (december 1997)



Introduction

In this discussion paper I will try to illustrate which assumptions with respect to the position and tasks of the central banks in combination with choosing certain public policy goals, can determine whether a central bank chooses for a very active role in the field of retail payment systems or on the other hand for a ‘hands-off’ approach. The purpose of this paper is not primarily to find a single right answer to this question, but to provide a framework for discussion. I hope that it will be possible, by making the assumptions explicit, to understand why different approaches of different central banks can be correct.



Position and tasks of the central bank

There are different approaches with respect to determining whether or not certain activitities should be undertaken by a central bank. I would like to label the approaches as:

-	the democratic approach,

-	the historical approach,

-	the extensive approach.



In a democratic approach, a central bank only undertakes those activities, which it has been explicitly (and legally) assigned to do. Based on a certain democratic purity, the underlying reasoning might be: “The central bank has been chartered to a certain duty by a political decision, only new political decisions can change this duty. The central bank should not itself play the politician and extend its role and duties beyond those explicitly specified.”  Given the natural tendency for any organization to extend its role and task, I personally favour such an approach. In general one can observe that the organization of Reserve Banks in the Federal Reserve System comes close to falling in this category.



In a historic approach, a central bank undertakes activities to which it has been assigned to by law, but also takes into account the intention of the law and the developments since that law has been written. The central bank may then enter into certain activities without a real legal basis, but will do so restrictively. For example, a central bank task to promote smooth functioning of payment systems (formulated in the 50’s) will need to be interpreted different, depending on the actual changes taking place in the market (more international payments, more interdependency). 



In the extensive approach, a central bank will perform and claim a sort of general role such as: maintaining stability, integrity or trust in the financial system. This role is on top of the legally established duties, and may involve pro-active behaviour with respect to financial markets and institutions. Although in many cases there may be good reason for acting this way, it may also involve performing activities without having a solid legal base for doing so. An example of such a borderline case could be the opinion that issuing electronic money could be considered banking, and that consequently these issuers should be supervised. Such an interpretation is not wrong, but on the other hand it’s also not really right and may blur the question of central banks roles and duties. It’s like expanding the role of the central bank to a maximum. 



Public Policy Goals

The discussion of public policy goals with respect to payment systems is somewhat difficult, because sometimes these goals may be implied by assigning an operational task for the central bank (printing bank notes, operating as the commercial bankers’ Bank). Furthermore part of the public policy goals can also be assigned to other institutions in a country, such as an Anti-trust Authority or a Ministry of Finance. 



If we try to distinguish the different public policy goals for central banks, one could formulate these as:

-	ensuring a sufficient level of standardization,

-	ensuring adequate security of payment instruments,

-	ensuring availability (access) of payment instruments to the public,

-	ensuring availability (access) of settlement-structure to commercial banks and designated institutions.

These goals are in practice achieved by providing bank notes and by operating the settlement infrastructure for commercial banks. 



Some goals that can also be mentioned are:

-	promoting efficiency of payment systems,

-	ensuring adequate competition and a level playing field,

-	ensuring adequate consumer protection.

Central banks vary as to the extent to which they committ themselves to these goals. 



Role of the central bank

Discussions of the appropiate role of central banks with respect to payment systems and retail payments tend to focus on the actual regulation that is necessary, and the most apparent reasons for introducing this regulation. It might - in addition - be useful to also establish which assumptions are used with respect to the approach of a central bank (democratic, historical, extensive) and with respect to the public policy goals (standardization, security, availability/access,efficiency, competition, consumer protection).



Given the fact that the actual approaches and policy goals for central banks differ per country, it can not be expected that one good role for central banks with respect to payments systems exists. The good role for a central bank would be the role that is agreed upon within the national environment, meaning that both parliament and involved regulators agree on the sort of approach, policy goals and activities to be performed by the central bank.



 

�Development of the role of De Nederlandsche Bank with respect to the retail payments sector (1900-1998) 							(September 1997)





Introduction

This paper is a summary of research into the role of De Nederlandsche Bank, the Dutch central bank, with respect to the retail payments sector. It describes the role of De Nederlandsche Bank, as presented in its annual reports. This role is analysed against the background of the actual developments in the retail payments sector, as covered in literature and other public sources, to conclude with a list of the de facto policy principles which are pursued by De Nederlandsche Bank. 



Role of central bank according to its annual reports

The role of De Nederlandsche Bank with respect to payments services has long been an extension of its operational role as a provider of bank notes (circulation bank). In the 1900-1920 period, book-entry payment and settlement systems were promoted through various practical measures, in order to achieve the most effective solution for the Dutch economy as a whole. As the availability of giro payment services lead to the emergence of considerable monetary assets in the banking sector, the attention of De Nederlandsche Bank focused on the equal treatment of these funds. This prevented unfair competition between institutions, holding those assets.



The latter monetary approach of De Nederlandsche Bank, which appears to be rather limited from a retail payment perspective, changed in the mid-seventies. Due to developments in parliament and politics, De Nederlandsche Bank was involved in the issue of a national payment circuit. This project aimed at establishing standard operating procedures to ease and speed up the payments between consumers in the bankgiro circuit and in the postgiro circuit. The involvement in this project, resulted in closer contacts with the banking sector. When in the 1987 discussions between banks about a national debit-card system at the point of sale appeared to come to a standstill, De Nederlandsche Bank managed to get the conversations going again. The result was an agreement between all banks (the so-called: protocol on electronic payments) to set one standard and to set up a joint organisation for processing these payments.



The developments with respect to electronic payments in general (concern for fraud and the liability for consumers) induced the Ministry of Finance and De Nederlandsche Bank to establish an explicit policy with respect to retail payments. As a result the basic policy principle is laid down that banks are well equipped to organise the retail payments, yet attention was asked for:

-	uniformity of the infrastructure towards the user,

-	cost recovery (preferably transaction tariffs, geared towards promotion of efficient payment instruments),

-	contract terms (availability of payment services to all and transparency in services offered),

-	prevention of fraud and awareness for possible security problems.

The observing role of De Nederlandsche Bank, aimed at the promotion of a smooth functioning payment system, remains unchanged.



In the period 1975-1995, retail payment services do not receive much attention from De Nederlandsche Bank’s supervisory department. The supervisory department of De Nederlandsche Bank does however issue general rules and guidelines, due to the increasing use of information technology in the banking sector. One guideline establishes conditions, which apply when banks outsource some of their dataprocessing to non-bank services companies. The issue of managerial and operational responsibility for the continuity and reliability of dataprocessing is dealt with in a memorandum, addressed to the management of all banks.



The annual reports of De Nederlandsche Bank in the 1990s, show that the attention of the bank, in the area of payment systems is devoted to the introduction of phase 3 of the European Monetary Union, the implementation of European directives into national law and the monitoring of risks in payment and securities settlement systems. As for the retail payments, special attention is paid to the question whether the use of retail payments becomes more efficient. 



The consequences of payment with chipcard-purses are stated in the Annual Report of 1995. The report states the formal position that these payment instruments will fall under the supervision of De Nederlandsche Bank, given the fact that issuing these instruments comprises attracting deposits from consumers (a banking activity). As a result, De Nederlandsche Bank now has a supervisory role for pre-paid payment products and an observing role for all other payment products. As for this observing role, the Annual Report of 1997 states that the question of possible or necessary supervision of all payment instruments will be further investigated. 



Comparison of actual development in retail payments with the position of De Nederlandsche Bank

Until the end of the 1980s, the involvement of De Nederlandsche Bank with issues in retail banking and payment services appears to be geared towards monetary issues. This is illustrated by the fact that studies of De Nederlandsche Bank on developments in retail banking in the sixties, especially focus on the amount of savings balances available in the sector, its turnover rate and the question which inflationary or deflationary effects these assets have. It is also illustrated by the fact that developments with a major impact on the organisation and development of payment systems services remain unmentioned (the introduction of punch cards, the establishment of the bankers’ automated clearinghouse, the introduction of credit cards).



Other sources than the Banks’ Annual Reports however, show that De Nederlandsche Bank has been involved in discussions on payment system issues. For example, shortly after WW II, De Nederlandsche Bank initiated a Joint working group to reach agreements on standardisation of interfaces between the existing 5 giro-circuits. These sources also indicate that De Nederlandsche Bank did not approve issuance of the guaranteed cheque (for payment in retailer environment). Sources also state that in the beginning of the 1970s, De Nederlandsche Bank has had express discussions with all banks on the interest rate to be applied to the balances of sight accounts, used for payments. 



It may be assumed that for a long time, De Nederlandsche Bank has not treated retail payments as a separate policy area with its distinct dynamics. A separate chapter on payment services appears in the annual reports only as of the 1990s. A discussion of the privatisation of Postal Giro Services appears in the annual report after the privatisation in 1986, despite the fact that the issue has been subject of a lot of debate in the previous years. The segments in the annual report on the privatisation are, however, short and only deal with the composition of the capital of Postbank. This confirms the impression that the monetary and supervisory angle has been most dominating in the approach of De Nederlandsche Bank. 



An analysis of public statement of De Nederlandsche Bank with respect to retail payment services shows that an explicit policy on this issue has been phrased in 1987 and since remained unchanged. 



Policy of De Nederlandsche Bank with respect to payment and securities settlement systems

The de facto policy of De Nederlandsche Bank with respect to payment and securities settlement systems could be worded to be:

1-	De Nederlandsche Bank has an operational role as provider of payment services on the basis of her legal responsibility, 

2-	De Nederlandsche Bank will not act as a large scale provider of giro payment services to consumers or companies,

3-	De Nederlandsche Bank favours, in order to achieve optimal efficiency for the economy as a whole, a design of trade processes and payment services which is as efficient as possible,

4-	Equal rules should be applied to equal activities (level playing field),

5-	(Credit) institutions are and remain responsible for an adequate design and operation of internal processes. Involvement of De Nederlandsche Bank may not be explained as taking any responsibility for the behaviour or risks of individual institutions.

6-	Risks which exist as a result of the design and organisation of a payment or securities settlement system should not implicitly be transferred to certain parties involved, but should be made explicit and should be allocated as such. Providers of these systems should actively manage the security and fraud risks.

7-	Costs and income, related to the design and organisation of a payment or securities settlement system should not be implicitly allocated to certain parties involved, but should be made explicit and be allocated as such. Full cost recovery as well as a tariff structure which favours more efficient payment methods, should be aimed for. Furthermore, the systems should preferably not depend on indirect or incidental revenue. 

8-	Provision of payment and securities settlement systems is, within the above framework, the responsibility of the market. A reconsideration, expansion or formalisation of the above role for De Nederlandsche Bank may be considered if necessary due to developments in market or society.
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�Survey: DNB policy objectives for retail payments in the Netherlands 	 (June 1998)

This working paper provides information on the policy stance of De Nederlandsche Bank with respect to a range of policy objectives in the area of retail payments. 





Efficiency 

Efficiency relates to the productive efficiency of service provision in payment system networks as well as the allocative efficiency of payment services among users.



Is there a legal basis for the pursuit of this objective?

No. Not as such, although the central bank act states that the central bank has the task to promote the smooth operation of payment systems



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

In the past, the central bank has acted as the chairman to the so called National Payments Circuit Project. This project has integrated the two former payment circuits of banks and giro services by establishing common standards and procedures to be used for interbanc clearing and settlement of payments. Currently, the central bank promotes efficiency informally and acts as a secretary to a working group ‘efficiency retail payments’ of consumers, merchants and banks. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

A Representative of Payment council of Dutch Bankers’ Association acts as representative spokesman for all banks on the issue of efficiency in the working group ‘efficiency retail payments’. Central bank acts as statistical administrator for the Banker’s association and reports on domestic and cross-border retail payments market.



Competetiveness

Competition is a means to achieve allocative and productive efficiency



Is there a legal basis for the pursuit of this objective?

The Competition Act designates a role for the Dutch Competition Authority (competent for financial sector after the year 2000). 



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

There is no formal role. The central bank judges possible negative effects of mergers on competition in its role as a supervisor. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

See above.



Standardization

Standardization can improve productive efficiency through uniformity of payment information, faster processing, lower error and greater interoperability among systems; however it can also diminish allocative efficiency if standard become sufficiently stringent and exclusionary as to limit potential competition.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

The central bank encourages voluntary standardization of technical procedures and interfaces to ensure interoperability and to achieve a maximum level of efficiency. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The European Commission has issued a  Recommendation (1987), encouraging interoperability of card payment systems. The Dutch standardization body (Nederland Normalisatie Instituut) is involved in the ISO-standardization process, among others in the payment systems area. The central bank participates in this work.The Commission on Standardization of Information Security in the Dutch Bankers’ Association establishes common technical standards and best practices, based on the relevant ISO, ESCB EMV- and nationally agreed standards. 



Transparancy

Transparancy implies access to relevant information for making an informed decision with a high degree of confidence in (and possibly lower uncertainty about) the likely outcome, which contributes to allocative efficiency. It also improves the safety of the payment system when risks are clearly presented.



Is there a legal basis for the pursuit of this objective?

An adaptation of the supervision law is under preparation which allows the Ministry of Finance to issue rules with respect to information that has to be disclosed to consumers. 



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

De Nederlandsche Bank has no formal role. It has however issued a policy statement outlining the need for transparant pricing in retail payments sector.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

In the future, the Ministry of Finance may issue rules with respect to information that has to be disclosed to consumers. 



‘Free’ access

‘Free’ refers to open and non-discriminatory access for qualified participants to networks for the provision of retail payments instruments and the clearing and settlement of related payment obligations. 



Is there a legal basis for the pursuit of this objective?

The Competition Act designates a role for the Dutch Competition Authority (competent for financial sector after year 2000). 



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

The central bank informally -in its role as a overseer of  the payments systems- requires fair and open access.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The EMI-policy allows non-domestic banks remote access to central bank systems. The second coordination Directive of the European Union allows non-domestic banks remote access to the Dutch clearing house (Interpay).



Level playing field

Once in a retail payment network, all payment providers are subject to the same set or rules and procedures, regardless of institutional type and structure when the playing field is level.



Answers: see answers of competition and free-access.



Safety

Safety refers to the magnitude and management of various settlement risks – counterparty risks, legal risks, operational risks and possibly (broadly defined) systemic risks.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

In its role as a supervisor of banks, the central bank has issued a Memorandum on reliability and continuity of information processing. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The Dutch Bankers’ Association establishes policy and measures to be taken in this respect through various Committees and Working Groups.



System integrity

Integrity generally relates to the capacity of the system to withstand shocks  - operational breakdowns, for example – and its ability to ensure the authenticity, security and accuracy of payment information.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

In its role as a supervisor of banks, the central bank has issued a Memorandum on reliability and continuity of information processing. As overseer of payments and settlement systems the central bank endorses measures that aim to reduce systemic risk. Furthermore the central bank acts as an observer in the Information Security Working Group of the Dutch Bankers’ Association.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The Commission on Standardization of Information Security in the Dutch Bankers’ Association establishes common technical standards and best safety practices, based on the relevant ISO, ESCB, EMV- and nationally agreed standards. Furthermore calamity procedures have been established to coordinate response of banking industry in case of large fraud or labour disputes in the retail payments area.







Comprehensive legal framework

A comprehensive legal framework that validates the contractual arrangements in payments instruments and clarifies the right and obligations of the various participants and entities in the payemtns process is fundamental to the safety and soundness of the retail payments system.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

As overseers of the payment and settlement systems the central bank favours a sound legal basis.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

A legal working group under the Payments Council of the Dutch Bankers’ Association elaborates implementation of relevant laws and regulation into terms of contract and/or codes of conduct. Consumer complaints may be brought before the Banking Industry Complaint Committee or may be addressed in court.



Effective risk management

Since many retail payment clearing and settlement systems involve deferred net settlement and intraday credit, procedures to manage counterparty risk are critical to the sound functioning of the system.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

Settlement instructions originating from the clearing process are settled on a real-time basis in the real time gross settlement system of the central bank. The operational risk management of the clearing process is the responsibility of the clearing house (Interpay). 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The clearing house and individual banks have to operate the link to the RTGS-system according to the instructions of the central bank. No other institutions are involved in relationship to this policy objective.



Moral hazard prevention

Moral hazard problems refer primarily to the incentives for private sector participants to monitor and control risks and to adhere to loss allocation mechanisms.



Is there a legal basis for the pursuit of this objective?

Not as such, yet the central bank act states that the central bank has the task to promote the smooth operation of payment systems. The further implementation of this role will be described in separate legislation on payment systems. The content and scope of this legislation is still under discussion.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

In its role of overseer of the payments and settlement system, the central bank aims at increasing awareness of the private sector participants. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place?

Other than the participants in the clearing house and the Dutch Bankers’ Association (the deposit insurance scheme is an agreement between banks of the Dutch Bankers’ Association) there are no bodies that intervene.



Preventing money laundering

To the extent that money laundering can be considered a retail payment issue rather than a legal issue of fraud, it would be closely related to payment system integrity and implies that the system can accurately track payment flows.



Is there a legal basis for the pursuit of this objective?

Yes, these are the Financial Services Identification Act, the Disclosure of Unusual Transactions Act and the Exchange Offices Act. 



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

The central bank acts as the supervisor of Exchange Offices. Other than that it has no formal role.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

Within the legal framework, the Dutch Bankers’ Association establishes operational measures to detect unusual transactions and coordinates joint actions against financial crimes and fraud.





Consumer Protection

Is there a legal basis for the pursuit of this objective?

No.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

No role. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The European Commission issued Recommendations with respect to the relationship between card holder and card issuers (1988, 1997). The Dutch Banker’s Association established a code of conduct with respect to the relationship between card holder and card issuer adopted and translated into contract terms for electronic payments.





Privacy

Is there a legal basis for the pursuit of this objective?

Yes, the Data Protection Act establishes role of Data Protection Authority to register data protection statutes of companies, supervise companies and judge customer complaints.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

No role whatsoever.  



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

The Dutch Bankers Association has established a Code of conduct with respect to privacy of customer information on chipcards, in addition to complying with the rules in the Data Protection Act.



Disclosure of terms

Is there a legal basis for the pursuit of this objective?

An adaptation of the supervision law is under preparation which allows the Ministry of Finance to issue rules with respect to information that has to be disclosed to consumers. 



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

De Nederlandsche Bank has no formal role. It has however issued a policy statement outlining the need for transparant pricing in retail payments sector.



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

In the future, the Ministry of Finance may issue rules.





Payment availability

Is there a legal basis for the pursuit of this objective?

No.



What is the role of the central bank in the pursuit of this policy objective? 

Which instruments are used?

No role, except issuing bank notes. 



Are there other public or self regulated bodies which intervene significantly in the pursuit of the policy objective concerned? Which instruments do they use? Does cooperation with the central bank take place? 

No.



�normative policy goals for central bankS                    (April 1998)



Introduction

The discussion on policy goals for central banks can take place by comparing current domestic regulatory frameworks, which is a comparative approach, based on current reality. Another useful approach would be to determine, by concentrating on the economic rationale behind the role of a central bank in society, thus determining the normative policy goals. The latter approach, which is followed here, abstracts from current reality, yet demands a good desciption of underlying assumptions.



Assumptions

For the purpose of discussion, it is assumed that the central bank operates in a representative democracy, amidst a number of similar countries. The countries’ financial markets are open and competitive. We assume that the central bank is charged with the responsibility:

-	to create and maintain a unit of account and a means of exchange in the whole country with the goal of facilitating trade processes,

-	to supervise the financial markets and its participants, with an aim to safeguard the integrity of the financial system and institutions (supervision of institutions could also be performed by a non-central bank authority),

-	to stabilize the value of the country’s unit of account.

In the discussion below the focus is on the first responsibility only.



Policy goals of the payment sector of a central bank

Taking into account that financial institutions and systems are supervised to safeguard their integrity, the conditions that must be satisfied in order to create and maintain a unit of account and a means of exchange (payment instruments) are:

-	the uniformity (to the users) of payment instruments, 

-	the integrity of the payment instruments,

-	the finality of the use of the payment instrument,

-	the ‘de facto’ accessibility of these instruments to the intended users.

These conditions can be seen as the policy goals of the central bank with respect to the payments sector. 



These policy goals are put into practice by:

-	providing a unit of account and the core infrastructure to use this unit of account, by issuing bank notes to the public and by providing settlement services in the central bank account system,

-	stimulating the private sector provision of additional payment services (means of exchange), which facilitate trade processes,

-	monitoring the activities of all private sector or government developments which may negatively influence the uniformity, integrity, finality or accessability of the payment instruments offered to the public.



It could be argued that, given the assumption of an open competitive market, there would be no need for the central bank to provide bank notes and operate the settlement system. We should therefore also point out that the task to create and maintain a unit of account and a means of exchange essentially constitutes the provision of a base infrastructure which is vital to the economy of the country. The assumption here is that with respect to the provision of such a vital infrastructure, parliament is not willing to take any risk by allowing the provision of this infrastructure to be the result of the well functioning open, competitive and international market. As a result the central bank is charged with that responsibility.

�Uniformity

The policy goal of uniformity to the user does not encompass:  similar technical implementations or obligatory interoperability between systems. The essence of the policy goal is to ensure that similar means of exchanges appear similar to the user. For example all bank notes have different, yet similar characteristics. This enhances the acceptance and use of these instruments. 



Preferably also the payment instruments provided by the private sector should have different, yet similar characteristics. In a open, competitive market, both standardization of the features of payment instruments as well as interoperability of these instruments is in the benefit of all providers and can be expected to be established after the battle for market share has been fought. 



Integrity

In order for a payment instrument to be used and trusted, the integrity of the instrument and the system in which it is used is vital. Intergrity of the payment instrument to a large extent relates to its safety features. Integrity of the system in which a payment instrument is used, encompasses continuity, reliability and auditability of the system as a whole. 



For large value systems, especially the continuity of the system is important. The system should continue to operate in exceptional circumstances, such as liquidity problems or defaults of one or more of the participants.  For payment instruments, safety problems are the most important feature. Yet it should be noted that safety problems with a payment instrument will not affect other instruments, if sufficiently safe alternatives exist. A breach in the security of a 50 guilder bank note will only lead to reduced use of this bank note, not to the reduced use of other bank notes.



Finality

In order to perform the intended role of facilitating trade processes, the finality characteristics of the instruments used must be clear to all users and participants and in some cases must be guaranteed as a condition for a reliable system. 



De facto accessibility

The policy goal of de facto accessibility is based on the motivation that the economy of a country will not adequately function if legitimate participants in economic transactions are denied access on arbitrary grounds or by means of needlessly discriminating tariffs. Although it may be expected that a competitive market will have economic incentives to ensure a maximum access to payment facilities, the possibility exists that non-profitable segments of this market will not be adequately served. The criterium in this respect should not be whether access is denied formally, but whether this is in practice denied (by tariffs or extra requirements). The term ‘de facto’ serves to underline this.







Discussion of list of policy objectives

Using the terminology of the list of policy objectives, the conclusion would be that the primary policy goals for the payments sector of a central bank (originating from the economic rationale behind its role) are:

-	uniformity,

-	integrity of the payment instrument and the system in which it is used,

-	finality (or clear legal rules as to non-finality),

-	access.



As can be noted, issues with respect to a good functioning market are not considered to be the policy goal of the central bank, unless it affects the goals stated (uniformity to the user, safety, finality and accessibility). Consequently the central bank has no normative policy with respect to consumer protection, competitiveness, transparancy, privacy, level playing field.





Efficiency is not considered a policy goal. Given the assumption that the financial markets are properly supervised, open and competitive, any in-efficencies will be resolved by either domestic or international competition. 



A moral hazard may exist if the central bank does not fully consider the continuity risks in payment systems. These risk may be caused by operational problems, failing institutions or inadequate legal provisions. Instead of choosing the goal: prevention of moral hazard, it would be better to stress the importance of the integrity of payment systems (including continuity aspects).



Money laundering prevention is not the primary policy goal of the central bank. Any means of exchange may be susceptible to criminal or illegitimate use. The responsibility for enforcing criminal law or tax rules does not rest with a central bank. 











�METHODOLOGICAL SECTION



This section contains a short methodological paper on the collection of retail payments statistics, a note on the validity of network economics when studying retail payments as well as a list of references. 



















Statistical information for retail payments (Red Book stats)			March 1998



Sources

The sources for the Red Book statistics of the Netherlands are:

-	internal data of the payment sector of De Nederlandsche Bank for cash, clearing and settlement figures (no use is made of the information of the supervisory sector, as the secrecy provisions of the supervision law prohibits this),

-	external data for payment instrument figures (based on public data from the clearing house and banks).

Informal contacts with individual banks and the clearing house serve as the basis for estimations with respect to the percentage of paper-based or non-paper based transactions, as well as the percentage of on-us items. As a result the red book statistics with respect to the retail instruments can be considered the experts’ best guess. All other information in the tables is straightforward and correct.



Additional data available

Under the auspicies of the Dutch Bankers Association, two task forces have been formed in 1995, to establish more in detail, the exact data with respect to payments in the Netherlands. Two groups have been formed, one for registration of domestic payments, the other for registration of cross-border payments. De Nederlandsche Bank acts as an observer in these industry working groups.



The goal of both groups is to collect payment data from individual banks and provide an overall-picture of payments per instrument, media and type (incoming, distributing). As a result, individual banks can better monitor their competitive position. As the banks are very concerned not to disclose their individual position to their competitors, De Nederlandsche Bank has offered to act as an independant administrator of data. This has been agreed upon by the commercial banks, provided the central bank does not disclose any data without the prior consent of the Payments Council of the Dutch Banker’s Association. 



The development of a reporting framework for the two groups has taken about two years of discussion on the specific definitions and adequate  reporting procedure. As of 1998 we have a stable situation and will be delivering our first reports to the Dutch Banker’s Association shortly. The data for the domestic report are very detailed (product level, media type) and allow the banks to monitor not only their competitive position but also the shift towards more efficient payment instruments. The data for the cross-border report is more generic and serves as an indication of payments composition and volume.



In discussions of the distribution of the payment data, the Payments Council of the Bankers Association has chosen a very restrictive approach, ensuring that only a limited set of managers have access to the data. As a matter of fact, even some working groups of the bankers’ association have been denied access to this information. In this context, it may be assumed that disclosure of this information to the Retail Working Group will not be approved of.



Considerations 

Even in a small and homogenous country as the Netherlands, the delivery of pretty straightforward information on payment instruments involves the use of estimations. This also seems to be the case for the larger G-10 countries. Consequently, the value of these figures must be seen as limited, being illustrative for the major developments only.



Refining the Red Book statistics will involve the use of even more estimations. It will also raise the question if the Blue Book tables must also be changed and if other European countries will agree on the content of the change. 



It is possible to establish more detailed reporting procedures, yet this involves the explicit committment of the banking industry as well as sound agreements as to confidentiality. Even though the Dutch payments industry is well organized and homogenous, it has taken quite some time and effort to agree on the technicalities and procedure of reporting statistics.



Position of De Nederlandsche Bank

De Nederlandsche Bank is of the opinion that the Working Group on Retail Payments should not focus its energy on redefining or adding to the tables of the Red Book. The value for cross-country analysis is seen as limited whilst the effort is considerable and also requires coordination with other European central banks (and possible the ECB).



De Nederlandsche Bank is not at liberty to disclose the more detailed information on the situation in the Netherlands and with respect to cross border payments, since in this respect it acts as an administrator for the Banker’s Association only. The information serves to validate the estimates made for the delivery of the current Red Book tables and a total figure with respect to cross-border payments. 



The cross-border payments amount to a total number of 71 million payments with a value of 6638 US dollar; thus constituting 2.2 % of the total number of retail transactions and 0.4 % of the value. The main payment instruments used are the credit card and the debit card. Each of these two instruments account for approximately one third of the cross-border transactions. 







�Methodological remarks on the network economy approach of retail payments

(January 1998)



Introduction

Some fundamental methodological problems may exist when applying generic economic theory and network economy concepts to retail payments issues.  I will sketchs some of the main problems of the restricted economic approach as well as some of the issues that are too often overlooked. 



The economic approach: some observations

My main objection against applying the general economic approach is the aggregated level of analysis, which is based on the assumption that the choice of a payment instrument can be considered equivalent to the purchase of a (network) good. It is assumed that this purchase takes place by a well (or fully) informed consumers, who will optimize their behaviour in a rational way (lowest price, maximum convience etc.). The aggregate data on payment behaviour are assumed to be the addition of all the individual rational choices.



What I miss in this type of modeling is the answer to the question: is it correct to apply the economic (rational, market based) or econometric framework with respect to this subject: payments. I think the answer to this question is no. And not just a little no, but a big no.  



No market for payment instruments as such

First of all, there is no market for payment instruments, in which a consumer will choose the best payment instrument to pay for or to be paid in a certain situation. There is a market for banking and there is also a market for consumption of goods. The conditions in these two markets determine the available decision options for consumers who want to effect payments. The base level of possible decisions for consumers are formed by the legal rules (cash until certain amount, non-cash under conditions) but in practice the conditions of the enterprise that provides the goods or the payment facility to the consumer determines the choice. 



In general the hierarchy in consumer behaviour is to determine the good to be bought first, then to choose the payment instrument (within the restrictions that are determined by the enterprise offering the good: cash only, credit cards yes or no, debitcards, bank cheques accepted yes or no). Therefore, if one is to make a study of the use of payment instruments, those studies should not assume one market of payment instruments to exist, but should acknowledge the fact that on a micro-level this market is a combination of the financial market (where does one bank) and the goods market (where does one buy stuff). Doing such a study will show significant differences in use of payment instruments over certain sectors in the economy.



No full information or rational choice

As stated above, in practice, the consumer will not be able to choose the payment instrument which in an economic sense would be his best buy, but will be limited by the options available in the segment of the market he is in. As a result the choice of the payment instrument will not be fully optimized but within certain constraints. 



However, even if the consumer would not be limited by constraints, the question arises if consumers are able to determine the optimal choice of payment instruments. Due to the in-transparancy (and perhaps in some markets: unavailablity) of relevant information, the consumer choice cannot be assumed to be the most optimal instrument in the economic sense (time-needed for transaction, price, risk, finality). 



What happens in practice is that the consumer chooses the perceived optimal payment instrument. In a financial services environment (paying bills, transfer of money) mostly liquidity and risk considerations will dominate this choice, in a retail payments environment other factors may also come into play (retailer loyalty programs, making the consumer choose not an efficient but to them rewarding type of payment). By studying one type of consumer payment area in depth, one will be able to distinguish the different types of consumer patterns with respect to the choice of payment instruments in segments. The following specific segments of consumers can be identified:

-	innovators (will go any efforts and pay any amount just to be the first to use an innovative instrument),

-	risk avoiders (reduce risk to a mimimum),

-	budget keepers (will go every effort to tie ends together),

-	control keepers (will never authorize anyone for automatic payments).



Consumer spending and income pattern

In general consumers use the balance of the current account for their expected day to day expenses. This balance is correlated with income (in general one month’s of income will be used as a liquidity basis), time of year (seasons’s pattern of income and spending) and in times of high interest with the interest rate. Over time, spending and income patterns remain pretty stable. 



If one categorizes spending of money into two categories: (getting cash at bank and spending money at retailer) one can observe that during the last ten years no real changes have taken place in spending patterns. However, if one categorizes by means of payment instrument, one would see the rapid decline of checks against the rise of debit-POS payments and the decline of counter-withdrawals against ATM-transactions. So, both the conclusion that the market is changing rapidly, as the conclusion that nothing really changes can be seen as valid.



As for the choice of the bank by the consumer in the Netherlands, it can be observed that this is not necessarily a rational choice either. Research indicates that a large proportion (two thirds) of consumers generally stick with the bank that they are familiar with (i.e. the bank their parents banked). A switch from banks will take place after an incident or when number or nature of household changes (moving, living together with partner leading to switch to other bank). Price is not the major reason for moving to another bank (A major tariff introduction at a large bank led to a limited outflow of consumers). 
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� Interbank clearance and settlement services had previously been provided free of charge to banks that were members of the Federal Reserve System.

� See: Discussion paper 1; Payments Systems in Canada: An overview of Concepts and Structures, p 18-19. 

� An interesting remark has been made by the representative from retailer organisations, who was heavily involved in all the discussions and deliberations on efficiency (and fees) in payment systems. At a conference on the developments in payment systems (1994), this representative stated that sometimes his organisation had the impression that the Dutch Banks used the declaration of intention (which aimed at four goals: rationalisation, innovation, education of consumers and if necessary introduction of fees) as an alibi to achieve the already determined goal of introduction of fees. 



� The motivation was: to prevent the regular price-increases of the good coins, to eliminate confusion to the public and to facilitate trade by providing good coins.
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