








processing in-Taxi non-cash payments. Therefore, the Commission has given weight to
submissions that fovour the opague cost and business mode! of rideshare against Thoses
operating under the Tax business model with regulated fares.

To base its decision on litfle or no evidence is inadequate, unsatisfactory and falls well short of
the Commission satisfying its statulory cljeciivas.

b) Submissions that misunderstand the difference between a surcharge and a service fee

From the summary of the submissions received by the Commission, it is clear that there is o
fundamental misunderstanding by many in the public of the difference between a surcharge
and a service fee charged by Tax payment processors.®

The submissions referred to by the Commission compare the service fee charged by Taxi
payment processors with surcharges by non-Taxi payment proceassing businesses such as banks
and supermarkels, staiing “many other businesses have no surcharge™ and "the 5 per cent
maximum surcharge is far beyond the incidental surcharge of most other industries”. 10

This is largely due fo the Commission's mischaracterisation of the service fee as a surcharge inits
“Taxi non-cash payment surcharge review 2019 Consultation paper” dated 11 December 2018
to which persons were responding. On the one hand Taxis foce regulated prices that include
payment costs and on the other, processors cannot benefit from the underlying Taxi fare.

Due to the fundamental difference between a surcharge and a service fee (further explained
in section 4 below], the Commission should not give weight to these submissions.

c) The ESC has accorded undue weight to Visa's submission

In the section of the Draft Decision fiflled “Five per cent is higher than what other merchants
charge”, the Commission outiines Visa's recommendation that the service fee be removed and
failing that there should be a reduction in the maximum service fee.!! We would highlight that
A28 is not a merchant in this ervironment but o processor.

The Commission also cited Visa's contention that the 5% maximum service fee is significantly
above the cost of acceptance as reflecied in the RBA's data on average merchant fess for
debit, credit and charge cards in September 2018.

However, in the same section, the Commission neglects fo mention Mastercaord's primary
contention that Taxi non-cash payment surcharge is infended to cover more than just the costs
associated with accepling card payments.’? Mastercard consequently reasoned that the
“surcharge™ should, in actuglity, be a service fee which has been A2B's position throughout the
Review,

There is no apparent basis for the Commission preferring to feature Visa's pasition saliently while
not stafing Mastercard's position as o counter view especially as both are equally significant
participants in payment systems. This gives the impression that the Commission has given
considerably mare weight to Visa's submission without reasons for doing so.

! Dyofi Decision, poge 89

# Drofl Decision, poge 90

1 Dralt Deciion. poge 90

" Dol Decikion, page 14

2 The Commission anly menfions Mastercard's posilion peripherally in Appendix 1 of the Drafi Decision. Mastercand,
subrnission received 14 Felwoary 2019, pp.2-3.


















The Comrmission furibher recsoned that the Two Terminagl Assumpfion is “consistend with [ifg]
obligofion, under section 8A of the Essenfiad Services Commission Act 2001, to have regord fo
the degree aof and scope for competition within the foxd poyments industry. "0 and that “If {the
Cornmission] did not aliow for two ferminals in [ifs] benchmarking, the conseguences might be
fhat faxi drivers would have no choice buf to use the ferminals provided by fheir networks "

AZB subrmils thal The Commission will more accurately have regard o the “degree of ond scope
for compefition within the taxi payments industry™ by using 4-5 terminals for ils benchimarking.

Towd poyment processors like A28 cannot require Drivers 1o use their lerminals, as this gives rise o
compelition issues under the Compefition and Consumer Act 2010 [Cth). The relatively large
number of terminals in g typicol Tox is o reflection of the intensity of compelifion in the industry
expenenced by payment processors, which i beneficial o consumers,

The Commission also appears to assume that deploying o ferminal in g Towd allows payment
processors fo necessarily generate revenue through that terminol. This is an incomrect assumption
because, o Taxi Driver nead nol use thal terminal af alf and con choose fo use one of the other
ferminals to process the Tax fare,

Based on A2B's conservative estimates, its terminals process approximately only [jfjiend a
lower perceniage in maojor cilies) of non-cash Toxi fares.

The lack of a guarantesd revenue siream per terminal s one reason why banks do not provide
in-Taxi payment processing services,

The cost of capital beta would be higher for AZB becouse it is a higher risk business, A reqson for
ihis is because of the abundonce of electronic payment devices and opfions in a Tax
compeiing with AZB's. AZB can deploy copital but will not necessarily get o return e.g. i the
Driver does not ever use AZB's termingl and wses another terminal instead. The volatility in the
volume of fares baing processed by eoach ferminal would further confribule to The riskiness of
AZB's paymanis business,

b) Ihapproptiate benchmarking
The Commission's benchmarking exercise is incomect and misinformed for o number of reasons.

s The Commission incomectly used small businesses with revenues similor fo Taxis for ifs
benchmarking.?

On this basis, The Commission's benchrmarking suggesis thal Taxis could process non-cash
payments for o service fee as tow as 2.5%.5 This comparison is incomrect,

"Benchmarking uses information on prices or costs from comporable moarkefs fo assess
reqasonable costs. An obvious benchmark . is the charge for similor services oufside of the
faxi povments indusiry. The underlving cost of processing non-cash poyments should be
quite similar and the market in which such services are supplied is likely 1o be competlifive,
The technology in poyment lerminols is aimos! idenficol and {with the excepfion of
Cabcharge payment insfruments! the same kinds of payment insfruments are used in faxis
as for other smalf businesses™H

= [yoft Decision, page 41
A Draft Dacision, poge 41, See also page 57,
= Dl Dacision, poge

# Draft Decision, poge 40
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The Commission has used “charges from poavment processors to small businesses for
processing non-cash payments' as o benchmark, The Commission has ossumed that 1f is
sufficiend to use thal benchmark for small businesses having revenues similar to Taxds s if
revenues atone [usiify the use of that benchmaork 23 This is not corect.

tUnlike traditional merchants, Taxi payment processors do not determine, nor do they receive,
arny component of the Tox fore. This means that Taxi payment procsssors cannat recover
their costs through means ofher than the Service Fee. Other payment processors have
extremely diversified businesses where they con ollocate costs in different areas of their
businessas,

Even though the Commission acknowledged thof Tax payment processors are of o smaller
scale than some other payment processors included iks benchmarking and s o result may
face higher costs in some areas™, the Commission "has not adjusted ifs benchmarking o
reflect this becouse it does nof have informafion on the scale of toaxd payment processors
and ofher payment processors. ™ AZB considers that fofling to fake info account this factar
results in @ maieral difference to the Commission's benchmarking.

s The Commission incomrecily used banks and other payrment providers for its benchmaorking.

The Commission considers payment termminals from banks and merchant aggregataors 1o be
lhe appropriale services for its benchrmarking exercise and the Commission considers fhat
these poymeant ferminals provide the same service o consumers that payment ferminods in
Tends provide 1o Passengers; making them comporable. # This is an incorect assumption. The
dearth of bank issued poyment fermingls in Tauds is not co-incidental. Bank models and their
costs as benchmarks are unsuitable because:

The prevalence of bank and aggregator ferminals in Taxis is fow, precisely becouse thase
are not suitable for Taxs, or offer cost models which become prohibitive for the Toxd indusiny,
Bank cosl models impose mintmuom charges, typically minimum maonthly over along contract
rmaking them unsuited fo seasonal and casual work. Banks reduce cradit risk by declining fo
work with those withoul trading history. Banks will clso not serve customers who are not
permanent residents (unlike many Tax Brivers with student work rights].  The mojority of
customers for the prices benchmarked, conduct oiher lines of business with the banls and
lhey cross-subsidise.  The entire environment for Taxi ferminals; mobile, low usoge, high
maintenance, is unlike o typical customer environment for o bank benchmaork product,

The benchmark models are not installed in vehicles. Installation of terminals s an important
feoture and gives rise to reasonable bud significant cosls. Inglalled ferminals:
o Alow greater usage — can be used by mulliple Drivers,
o Provide greater conneclivity — ontenna on the roof of vehicle provides betler
performance in black spols and under awnings or in carparks.
o Provide greater accuracy of localion information - improves service and
chorgebock performance and outcomes.
o When fixed fo the car, terminal doess not run out of battery power and,
o A fixed terminal is nof lost or forgotten.

The Commission incorrectly compared Tax poyment processors ability fo recover costs
against Toxi Drivers” ability fo recover thelr cosfs in its benchmarking exercise,

¥ Draft Docison, poge 10
I Droli Decision, paoe 56
¥ Dot Decisdion, pooe 56
3 Droft Decision, poge 10
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s The Commission incarrectly looked at and used other jurisdictions in Draft Decision.®

Comparing the landscope of the non-cash payment surcharge in Ausiralia to other
jurisdictions is not appropriate for many reasons. First and foremost, the banking sector and
in particular, “non-cash payment surcharges” in other jursdictions are regulated very
differently to those in Australia. By comparing Taxi only, the Commission's conclusions are
misleading, incorrect and suggest that there is some comrelation between regulafion of the
banking sector and structure of the personal paid fransport industry in Australia and other
juriscictions.

For example, the Commission concludes that the prevalence of non-cash payments is higher
in jurisdictions where acceptance of non-cash payments is mandatory and non-cash
surcharging is not allowed. 0 The Commission used anecdotal evidence from New York and
Las Vegas as evidence.® These jurisdictions cannot directly be compared fo Australia where,
unlike the Commissions observations about the United States, credit card acceptance is
high'? even in a non-mandatory and surcharge allowable environment,

The Commission also concluded ihat mandatory non-cash payment acceptance has been
introduced in otfher jurisdictions to increase Driver safefy but that there is a reluctance by
Drivers to accept these payment methods as they may be charged a fee for processing
card payments, To help deal with this issue, regulators in other jurisdictions have intervened.
While it is true that non-cash payment promotes Driver safety, most intervening jurisdictions
have mandated credit cards in the interasts of promoting tourism, it is not frue that there is o
reluctance for Drivers to accept these payments in Australia. The reason is twofold; firstly, the
Commmission has provided evidence thot card payments represent at least 3% of ail
payments made in Australia; and secondly, Drivers are not charged any fees by Taxi
poyment processors in Australia.

in addition, unlike in the other jursdictions mentioned, the Commission has nof taken any
ciction to assist those in the Tax industry o recover any associated costs. Rother, he
Commission has not increased Taxi fares since 2014 and is now proposing 1o lower the
"moximum non-cash payment surcharge™.

it is ciso inappropriate for the Commission to compare States and Tenitories* without Taking
into account the different regulatory and competitive settings.* The approach taken by the
Commission does not satisfy its duty to consider consistency between states on o national
bsis.

¢} Bank presence in in-Taxi payment processing

The Commission considers that banks and merchant aggregatars service many small businesses
using less than four terminals. It also observed that all of the major Tax payment processors use
the major banks as their acquirers and so the major banks effectively already service the T
payments industry, Banks have aiso said that some Drivers can and do use their payment
terminals. A2B queries the Commission's conclusions as it is not aware of any bank which
services the Tais. The only bank A2B is aware of that serviced Taxis was Suncorp via aggregators.

#® Droft Decision, poges 26-31.

A1 Draft Decision, page 26 and 30,
4 Dyaft Deckion, pooes 3031,

42 Dpoft Decision, poge 17,

A Draft Decision, poge 2%,

# Dvafl Deckkion, poges 19 and 23
5 Draft Decision, poges 40 and 71,
# BSC Act, saction BA[f).

47 Dt Decision, pags 55
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d) A2B's model is characterised as o rental model

AZR submits that the cost of deployment of equipment should be taken into account in the
Commission's assessment of costs.

The Draft Decision alludes fo Driver ability to recoup costs for the ferminal. However, AZB
considers this is not applicakle to the Tax poyment processor business. In fact, AZB does not
charge Tax Drivers for the use of its ferminals.

e} The Commission has not isolated costs

The Commission acknowledges thal it has not isclaied “all cosfs relafed to non-regulated
services with accuracy™ . This indicates that it may have isolated costs that should be inciuded
o8 reasonable costs of processing non-cash payments.

f} Three and Four Party Schemeas

The Commission justifies The exciusion of issuing costs from ifs defermination of AZR's reusonable
costs of non-cash payment processing on the basis that “In payment systerms these costs are
generally recovered through account fees and interest charges™* Rather than allow A28 1o
recover the costs it incurs as an issuer of Cabcharge card products, the Commission instead
cllows AZB 1o include as a cast of payment acceptance, a notional interchange between ihe
issuing and acquiing side of its business set at the RBA regulated weighted average rafe of
.5%.

It is not clear what the Commission considers the ‘acquiring' side of AZB's payments business to
be or why it considers the application of a notional interchange fee to be appropriate in the
context of a three party card scheme. interchange fees are not a feature of three party cord
schemes such as the Cabcharge card scheme because ihe issuer and acquirer of card
transactions is the same entity, It is therefore not necessary for one to pay the other in order 1o
transfer rents between schems parficipants,

what the Commission seems o overlook s thot poaymen! processors {who are neither issuers not
acauirers in the context of cord schemes) pay merchant services fees in respect of the
transactions they process. Thase fees compensate issuers and acguirers in both four and three
party card schemas for the costs that they incur. The merchant services fees paid by AZB and
presumably all other payment processors are considerably higher than 0.5%. It is therefore not
clear why the Commission considers it appropriate to limit AZB from recovering its issuing costs in
the manner that it has.

Since the relevant costs are determined not by reference fo notions such as issuer but by the
broad CPV! stafute, qll costs associated with issuing, acquiring and merchant services need 1o
lbe included in o cost stack when determining Ihe reqsonable level of the Service Fee,

g) The Comimission has mistaken economic efficiency for compedilive efiiciency

The proliferation of smariphone bosed booking, dispotch and payments applications is very
strong evidence of the ease of providing an altermative way fo book and pay for personal

4 Draift Declsion, pogae §
< Droft Decision, poge 34,
= Drorft Deciion, pogs 39,
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fransport services. In addition, there are some smartphone applicalions (ke ingogo) which
provide the ability to pay for the frip in-Toxt as opposed fo linking the booking and payment. This
provides Drivers and Passengears with a competitive altermnative o stand-olong in-Tax payment
devices such as AZB's,

To suggest thot two poyment ferminols per car is o good proxy for the number of options in o
Taxi is misinformed and completely incorrect. Not aonly can a Taxi have any numiber of Drivers
with their own termingl but any smart phone with an app (or numerous agges) from o competilon
in the personal transport sector is o real and potential suibstituie for the Cobecharges Payments
terminals.

AZB's products have different end-customers and arg nof mutuolly exclusive. A Towd Driver or
Passenger can wseA2B's booking and dispatch system without their payment system and vice
WErSC,

There are many alternatives on the market for both booking and dispaich as well as paymenis,
These are on expected and essenlial hall mark of o competitively efficient ecosystem that
provides choice fo Passengers.

However, somes of AZB's competitors, like Uber or Ola use producis that lock out the use of any
ather payment systerns including cash. For example, when ¢ Passenger uses Uber to book aride,
ihe driver is completely unable to use AZR's or any other paymeni system for the payment and
charges relafing 1o the poyment are not disclosed.

To use an issuer model and an RBA methodology to determine the reasonable cost of
acceptance o determine the appropriate level of the Service Fee completely ignores the
compelitive landscops ond realifies of the sector. Further the Commission has ignored ils
responsibility to ensure the viability of the essential service and prefered the unregulated and
opaaue Hde-shore business modsl.

h) The Commission ploced too much reliance on the 2012 Taxi Industry Inguiry

As o result of the 2012 Towd Industry Incuiny (2092 Inguiry], the non-cash payment surcharge was
capped at 5% (including GST) in 2014, The Commission asserls that the “faxi non-cash payment
tromsaction industry hos been successtully operating on fhat bosis since 2014757

The Commission has not conducted any research inta the effects of this change in the 5 yeors
since it has faken effect and provided no evidence that Tax pavmeni processors have been
succassiully operating since 2014, Rather, the Commission has relied on the conclusions of the
012 Tax Industey Inguiry in making its assertions.® That 2012 Inguiry did not conduct any research
orior to making its dedision fo cop the Service Fee lo 5%. Nor did the Inquiry seek fo define or
understand the difference between o Servics Fes and a surcharge.

The Commission stated that “This reduction was made on the basis that half of the surcharge
was being rebated to drivers as commissions.” 33 With AZB's 40 year history in Taxi payments we
can categoricolly state that this wos never the case for Cabcharge poymenis. In addition, our
cost informofion was neither requested not considered as part of the Fels review,

Futting aside the CPV Reforms ond sfructural changes fo the personal paid transport industry
that have occurred since 2014, the Comirmission has not taken info account increasing costs and
growth of the Australian or Victorian economies. Taxi payment proceassorns are nol immune to
changss in the economy especially increasss in cost inputs. Tax payment procsssor revanueas

81 et Decision, noge 4.
52 Orof Dacison, paoes 8 and 70-71,
% Dot Deciion, poge 37.
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are based on o percentage of the Tax fare. The Commission has not increased Taxi fares since
2014 limiting the ability of Taxi payment processors 1o recover the increasing costs due fo growth
in the Victorion economy over that fime.,

Conclusion

The Commission has been fasked with an imperiant ond difficult task of determining and
measuring the Service Fee. The Service essentially removes the obligation of the Passenger for
paying the Driver at the conclusion of a fip. This service is not a surcharge and cannot be
megsured as one,

The Commission's difficulty essentially commenced in 2012 with the release of the Fels report on
the Taxi industry. The key recommendation of concern to the Commission thaf sprang from that
report was that the fes for processing non cash payments in Taxis was to be capped af 5%, No
data was gathered or analysed from the industry to justify the recommended 5% cop. In
addition, the Service Fee was mischaracterised as something akin to a surcharge.

To property discharge its duties the Commission first needs to define and understand what the
Service Fee is. The Commission's next task is to create a tool fo properdy measure the Service
Fee. In coming to a recommendation in its Draft Decision, the Commission has done neither of
these two things.

when measured by the AZB methodology, os provided inits 1 March 2019 submission or by using
the Commission's own methodology, A2B's reasonable costs exceed 5%.

Clearly, there is o lot that the Commission needs o understand, consider and take info account
before it can confidently give proper weight fo iis overarching statutory objectives with regard
to the price, quality and reliability of this essenfial service, and discharge its duly to comply with
its stafutory objectives,

Further, the environment within which the Commission has been asked to make these decisions
is subject to unprecedented technological, regulatory and competitive changes that are still
shaping the Personal Paid Transport sector and its participants. To this end the Legisiative Council
is currently conduciing public hearings and will be making recommendations in relation to the
impact of the Victorian Government's regulatory framework on the commercial passenger
vehicle industry.

In this context and considering the current level of understanding of the sector and the Service
Fee the Commission should extend its self- imposed projected fimeframe so that it can make a
properly informed decision and discharge its overarching duty than fo promote the tong ferm
interests of Victorion consumers,

Claim for confidentiality

This submission is confidential and commercially sensitive to AZB and AZB would suffer a
detriment it the Commission were to releass the Confidential Information.

AZB is of the view that the Confidential Information contains commercially and competifively
sensitive information which discloses, amongst other things, A2B's business operations, cost
model and financial position. The Confidential Information is not in the public domain and is
presented af a level of granularity in the Submissions that is not available publicly.

Disclosure of the Confidential Information would provide AZB's competitors and key customers
access to information they would not otherwise have and allow them to adjust their own
competitive position in a way they would ordinarily be unable to do. in addition o causing
detriment fo A2B's competitive position, this will likely have the undesirable effect of dampening
competition.
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In accordonce with section 61 of the Essential Services Commission Act 2001 {ESC Act] and
consistent with the Commission's submissions policy® and Consultation Paper,® AZE asks the
Commission 1o freat as confidential the Confidential informafion.

Should the Commission decide to disclose any parf of the Confidential Information, A28 asks the
Commission 1o provide it with adequate opportunity {and nof less than 10 business days) before
disclosing any part of the Confidential Information fo provide reasons why AZB considers the
information is of o confidential or commercially sensitive nalure and why the public benefit in
disclosing the information does not outweigh the delriment caused to AZE.»

Yours sincerely

e .
General Counsel & Company Secretary

s pooilatle ot httpssf fweeew g0 vic gov . aufabout-usfou-polkcies four-sobmission-policy

5 Consuliotion Paper (p. 4, “wWe real off submissions s publc informafion undess the sutbmifler has asked us to freat
sorne or aff of o sebyrission o confidentiofl or commerncialiy senstive.”

i A7R understands that informoafion provided in response 1o the nformation Bequest will e recied o3 if i & covered
by seciion 38 of he Essentiol Senvices Commission Act, aocording 1o the pogs 4 of the Inforrmnation Reguest.
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IMTRODUCTION AND SUMMARY

1 have been asked by AZB Australia Lid {A21) to review and comment on the bottom-up
costing analysis prepared by the Essential Services Commission of Victoria (ESC) in
support of its draft decizion fo reduce the maximum non-cash payment surcharge for taxis
fram 5% o 4.5% (Including G5T).

The non-cash payment transaction industry is a regulated industry in Victoria that is
overseen by the ESC. Under the Commercial Passenger Vehicle Act 2017 (the CPWI Act),
the ESC is tasked with role of setting the masximum fee that persons facilitating the making
of non-cash payment fransactions can impose on consumers that hire commercial
passenger vehicles by way of a non-cash payment surcharge.! In determining the
maximum non-cash payment surcharge payable by consumers, the ESG must ensure that
persons facilitating the making of non-cash payment transactions are able to recover the
reasonable cost of accepting and processing such transactions. 2 This is consistant with the
ESC's objective of promoting efficiency in the non-cash payment transaction industry as
well as its broader reguiatory objectives, including ensuring the financial viability of that
industry in the long-term interests of Victorian consumers.?

In its Taxi Men-Cash Payment Surcharge review 2019 Draft Decision {Draft Decislon), the
ESC determined that the maximum non-cash payment surcharge for taxis be reduced from
5% to 4.5% (Including GST) from 1 January 2020.% This decision was. in part, based an
the ESC's bottom-up cost assessment, which indicated that the reasonable costs incurred
by taxi payment processors in accepiing and processing non-cash payments ranged
between 2.7% and 4.3%.5

AZB has asked me to review and comment on the ESC's bottom-up cost assessment as it
applies to AZB and provide my own estimate of AZB's reasonable costs of processing non-
cash payments.

For ease of reference, in the remainder of this report | refer to the ‘non-cash payment
surchargs’ as the Service Fee. This terminclogy more acourately reflects the nafure of the
fea that is paid by consumers for the processing of in-taxi non-cash payments, i.e.. a fee

See Commercial Passenger Vehicle Industry Act 2047 {CPVI Act), 5122 A ‘non-cash payment surcharge’ i
gefined as a fee or charge:

{a} =dded to the amouni ciheredsa payabla by the hirer in raspect of the hiring of a commercial passenger
vehicle because the payment of the amount cthersize payable is made whadly or partly by means of 2 non-
cash payment frangaction; or

{0 pevable by the owner or driver of 8 commercial passengar vehicle or by all or any of them Decause he
payment of an amound payable in respect of the hiring of the vehicls i made whally or partly by means of 2
nan-cash payment ransaciion,

CPWI Act 2017, 5. 122(2)L
CPWI Act 2047, 5,122 and Eszential Services Commission Act 2004 (Vic), 5.8 and BA,
ESC, Taxi Mon-Cash Payment Sercharge review 2099 Draft Decision, 30 May 2018, (Drafi Decision), p. 1.

Draft Decision, p. 8.
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for the services provided by in-taxi payment processors, which are independent of and
separate to taxi operators and drivers that supply taxi services.

1.1, Approach o sstimating AZE's reasonabie cosis of non-cash payment
procaessing
6. When businesses produce multiple products or services there are a range of measures that
can be usad to establish the costs they incur in producing just one type of product or
senvice:

a. Af one end of the spectrum is incremental cost — this is & measure of the additional
cost of producing the product or service given ali the firm's other products or services
arg glready being producad,

b. Atthe other end of the spectrum is sland-alone cost — this is a measure of the cost of
producing the paricular product or service if that were the only product or service
being produced.

7 In between thess two messures is what is commonly referred to as fully aiocafed cost
measures. These cost measures recognise that some costs are comman fo the production
of different products or services and so should be allocated in some way between lhose
products and services.

B. I consider a fully allocated cost measwe o be appropriate for detarmining AZE’s
reasonable costs of intaxi payment processing, A fully allocated cost approach is
consistent with the principle that in-tax payment processors shouwld not be reguired to price
in & way that may jecpardize their ahility to recover alf of their costs {38 may occur with
incremental pricing) and is also consistent with the principle that in-taxi payment procassors
not be able ta “double recovar” any costs (as may occur with stand-alone cost pricing).

3, Inapplying a fully allocated cost measure | first consider whether each cost that AZB incurs
iz associated with an activity that facilitates the processing of non-cash paymants. Where
the cost is not associated with an activity that facilitates payment processing, | exclude i
from my anatysis. For all other costs | consider whedher it is:

a. A cost that can be directly aftributed to AZB's in-faxi payment processing aclivities in
Victaria; or

b. A common cost associated with AZB's activitiez in Victoria amd other states of
Australiz; andfor

c. A common cost associated with AZB's aclivities as an in-taxi payment processor and
as an issuer of Cabcharge card products.

10, For those costs that are common across AZE's operations across Ausiraliz or its activities
as a payment processor and as an issuer of card products, | have identified what | consider
to be the most appropriate mechanism to attribute or allecate that cost to A2B's non-cash
payment processing activities in Victoria.

11. | note that my approach to estimating A2B's reasonable costs differs from that applied by
the ESC, The ESC does not set out in its Draft Decision the framework it has applied to
assess the reasonable costs of in-tzxi payment processors. However, in its assessment of
AZB's reasonable costs the ESC excludes some costs associated with aclivities that
facilitate the processing of non-cash payments on the basis that:
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1.2
13,

4.

1.2.1.
18.

17.

a. AZB outsources thwse activilies but can and does provide them in-house (eg.
payments to Meltbourne-based tax networks); and

b. They are not considerad by the Reserve Bank of Australia (RBA) as costs of payment
acceptance in the context of the RBA's merchant surcharging rules {e.g., installation,
training and administration costs).

Itis not clear to me why the ESC considers it appropriate to exclude from its bottom-up cost
analysis costs that AZB incurs that are related to activities that facilitate the processing of
non-cash payments or why it considers the RBA's merchant surcharge rules fo be an
appropriate basis on which to prohibit AZB from recovering such costs through the Service
Fee, In my opinion, in determining A2B's reasonable costs of non-cash payment
processing, some allowance should be made for all direct and commen costs that A2B
incurs engaging in activities that facilitate the processing of non-cash payments.

Comments on the BSC's estimates of 42R's reasonabls costs

Adopting the framework | outline in section 1.1 sbove, | estimate A2B's reasonable costs
of in-taxi non-cash payment processing to be in the range nf_to

for the six manth period ended 31 December 2018, My esfimate is considerably mgner
than that of the ESC, which estimates A2B's reasonable costs to be onl, | INGNGNGG--
this six month period.

The main reasons for the difference betwean my estimate and that of the ESC is that:

a. | aliow for a greater portion of AZB's issuing cosis to be included as reasonable costs
of non-cash payment processing. Whereas the ESC allows AZB to recover a notional
interchange fee equal to 0.5% of the valus of Cabcharge card ransactions processed
| allow AZB to recover a marchant services fes equal tn- tr:- of the valus
of all Cabcharge card fransactions pracessead,

b. | consider all payments that A28 makes to faxi networks to be reasonable costs of
non-cash payment processing. The ESC excludes from its estimate of AZB's
reasonable costs those payments made to taxi networks that operate in Melbourne;
ard

¢. Forthe purpese of estimating a return on capital 1 apply the post-tax weighted average
cost of capital (WACC) estimate derived by AZB's advisors PWC, adjusted to a pre-
tax rate -| The ESC estimates its own range for A2B's pre-tax WACC based
on an analysis of A2B's asset betz and applies the mid-point of its range of estimates
{9.5%).

| disagres with the ESC's reasoning in respect of each of these aspecs of its Draft Decision.

Application of a notonal interchange fee for the recovery of issuing costs

Iy my opinion the ESC's application of a nofional interchange fee in respect of Cabeharge
card payments, which limits the proportion of A2B's issuing costs that it can recover through
the Service Fee, is inappropriate both in concept and in its practical applicatian.

First, payment processors such as A2B do not directly pay interchange fees, they pay
merchant services fees. The merchant services fees that A2B pays in respect of the credit
card fransacfions it processes is, on avermr for MastarCard credit cards (excluding
MasterCard International cards) and for Visa credit cards (excluding Visa
International cards), which is almost [Jjj the notional interchange fee that the ESG
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15.

20.

21

intends to aliow for the recovery of A2B’s issuing costs. Tha merchant services fees that
AZE pays in respect of third part scheme cards is higher at-anr:l is higher again in
respect of MasterCard, Visa and UnionPay International cards at between I and

These merchant services fees are not regulated by the RBA and, for third pary
cards, do not invelve an interchange fee component,

The application of a notional 0.5% interchange fee would effectively result in AZB being
traated more harshly than all other issuers and acquirers in four and three party card
schemes in terms of the manner in which they are able to recover their costs. Such
inconsistent or differential treatment of A28 is likely to lead fo perverse putcomes, For
axample, if the Service Fee was set at a level equal to AZB's reasonable costs of payment
processing, under the ESC's approach:

a, Other third party card schemes would have an advantage over A2B in the offer of
fravel card products to conporate customers as they would not face any regulatory
restrictions in terms of the proportion of their issuing and acquiring costs that they
could recover from in-taxi payment processors through the imposition of merchant
service fees; and

b. AZB would not be capable of recovering its reasonable costs of non-cash payment
processing if were 1o lose Cabcharge account holders following the imposition of
account fees or interest chargas. If Cabcharge account nolders were to cancal their
account following the imposition of such charges but payment for some of the taxi trips
that employees of these account holders take were still processed by AZB as bank
issLed or third party card transactions, then AZB:

i. Would eam less revenue as a result of procassing fewer taxi fares;

i. Would be reguired to pay merchant services fees in respect of those lost
Cabcharge card fransactions that it managed fo recapture, which would rangs
anywhere fmm-tc-:nf the GST inclusive value of the taxi fare; but

iil. would not experiance any significant reduction in the other costs it incurs as an
issuer and acquirer of Cabcharge cards.

As a result, AZB's reasonable costs would increase as a proportion of the value of tax
fares processed.

The ESC must take account of both of these potential outcomes given the requirement for
it fo ensure that intaxi payment processors are able to recover their reasonable costs of
payment processing and its broader regulatary objectives of ensuring the financial viability
of the in-taxi payment processing industry.

Second, there is no clear conceptual rationale for applying something akin to an
interchange fee in respect of payments made in a three parly scheme. Interchange fees
are not required in three-party schemes where the issuer and acquirer of card fransactions
are the same entity. In three party schemes issuers are able o decide how they recover
their issuing costs from merchants on the one hand and cardholders on the other through
the imposition of merchant services fees and account fees or other charges imposed on
cardholders respeciively. There is therefore no naad for an operator of a three party card
scheme to pay itsalf a notional interchange fee in order to recover a portion of its issuing
costs from merchants.

In my opinion, rather than allowing for @ nofional interchange fee the ESC should allow AZE
to recover a notional merchant services fee when estimating A2B's reasonable costs of
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23

1.2.3,
24.

25,

1.3,

28.

27,

28.

non-cash payment processing. In determining the value of the notional merchant services
fee that should be applied. regard should b had to;

a. The merchant services fees that AZB and other merchants in the taxi indusiry pay their
acquirers in respect of cards of other three party card schemes,

b. The size of A2B's Cabcharge card customer base as well as the scope and value of
transactions over which AZB ¢an recover itz costs: and

c. The nature of Cabcharge card products and the costs incurrad in producing or
providing those products relative to those incurred by other three party card schemes
in the offer of their own card products.

Exclusion of payments made to texi networks in #Melbourne

In my opinion, the ESC has no basis on which to exclude from A2B's reasonable costs the
payments that AZB makes fo taxi networks that operate in Mealbourne {13CABS and
Silveriop), The payments that AZR makes to t2xi networks in Melbourne are for services
that A2E would otherwise undertake itself to facifitate payment processing. The costs
associated with the outsourcing of thess services should therefore be included ax
reasonable costs of non-cash payment processing,

The ESC's aceeptance of the full value of the payments that AZE makes fo taxi networks
in regional Victoria but none of the payments that AZE makes to taxi networks in Melbourna
for the provision of the same services is logically inconsistent.

ESL s estivnate of 428's WACE

The ESC has provided no basis for its estimation of A2B's WACC using A2B's observed
assef beta, The approach adopted by the B30 is inconsistent with the approach that ofher
regulators and consultants take o the estimation of a company’s WACC in other contexts,

Absent any clear basis for adopting a different approach, in my opinion the ESC should
adopt the WACC esimate provided by A2B, which was prepared by is extemal
consuitants, PwC Australia.

Implications of excluding issuing costs for the determination of the
Bervice Fes

The exclusion of issuing costs from AZB's cost stack in the ESC's Draft Decision and the
inclusion of a notional interchange fee sef at only 0.5% of the value of taxi fares processed
suggests that the ESC conziders that AZB should recover a large proportion of its issuing
costs from account holders in the farm of account fees, inferest charges or ofher fzes.

| agree with the ESGC that only @ porion of the costs that A2B incurs as an issuer of
Cabcharge card products should be included as & reasonable cost of non-cash payment
processing. However, | recognise that AZE does not currently charge Cabcharge account
holders any such fees other than fees on late balances. As a result, if the Service Fee was
set at & level that reflected AZB's reasonable costs of procassing nen-cash payments,
AZB's payments business would make a loss equal to the value of that portion of its issuing
costs that it cannot recover through the Service Fee. For the six months ended 31
December 2018, | estimate this losz tobe h-etweer_ and

| also recognise that if A2B was to charge account holders for the services it provides it
would lose some custom. If AZE were to impose additional fees on Cabcharge account
holders some may cancel their account altogether and others may either reduce the scope
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1.4,

3.

of services they acquire from A2B or reduce the volume of Cabcharge cards they are
issued. Both of these potential outcomes will result in a reduction in the value of taxi fares
that AZB processes relative to the value of fransactions that it would process if it did not
charge accowunt holders cne or more additional fees.

Any reduction in the value of taxi fares that AZB processes will have implications for the
minimum Service Fee that AZB requires fo recover s reasonable costs of non-cash
payment processing, This is because a significant portion of AZB's costs are fixed or fixed
over a certain valume of transsctions, As a result, A2B's costs will net decling in line with a
reduction in the volume or value of taxi fares that it processes. In determining the minimum
Service Fee that AZB requires to recover its reascnable costs, the ESC must take this
inevitable loss of volume into account.

| note that if A2B was to charge account holders additional fees for Cabcharge card
services, this would also likely have a broader effect on the faxi industry. |f Cabcharge's
corporate customars were to cancel their account, their employees may opt to take work
relatad trips using rideshare services as opposed to taxi servicas or may opl to pay in cash
rather than by card. To the extent that this occurs, the imposition of additional fees in
respect of Cabeharge card products will result in a reduction in the number and total value
of taxi fares taken by consumers as well a5 a reduction in the volume and value of taxi fares
processed by non-cash payment processors.

Structure of repori
The remainder of this report is structured as follows:

a, In Secfion 2 | set out my interpretation of the term reasonable cost’ as it applies in the
context of the CPM Act and the basis on which | estimate A2B's reasonable costs of
proeessing non-cash payments in taxis, and

b, In Section 3 | identify the costs incurred by A2B in respect of Hs non-cash payment
processing activities in Victoria, comment on the ESC's treatment of these costs inits
bottom-up analysiz and set out my proposed freatment of each cost item. At the
conclusion of this saction 1 set out my estimate of AZE's reasonable costs of nor-cash
payment processing.
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33

34,

2.1,

35,

37,

DEFMITION OF THE TERM ‘REASONABLE COBT

Whan setiing the maximum Service Fae payable in respect of non-cash payments in taxis,
the ESC must ensure that taxi payment processors are able to recover the reasonabie
costs that they incur in accepting and processing non-cash fransactions.® The term
‘reasonable cost' is not defined in the CPVI Act, but is considersd to include any fees
payable for the acquisition of transactions involving the use of debit, credit or charge cards.?

The term ‘reasonable cost' is not a term of art in economics. Rather, it is a term that must
be considered in the context in which it is applied. In the sections belaw 1 first explain the
various cost measures that could be applied to establish the reasonable cost of accepting
and processing nor-cash payments. | then set out my understanding of the confiext in
which the ESC Is required fo set the maximum Service Fee levied on consumers in respect
of non-cash payments made in faxis.

in light of that context, 1 set out my proposed approach to establishing A2B's reasonable
costs for the purpose of determining the minimum Service Fee that AZB would require to
recover its reasonable costs of in-taxi payment processing. This can be used to inform the
ESC's determination of the maximum Service Fee to be applied from 1 January 2020,

Range of cost measures that could be applied to establish the
‘reascnable cost’ of accepiing and processing non-cash payments

In-taxi payment processors in Australia carry out a range of different business activities in
addiion to payment processing. For example, AZB, GM Cabs and Ingogo each offer
consumers taxi booking apps. AZB and GM cabs also operate their own taxi networks. AZB
and Ingogo both offer payment products fo corporate customers and provide those
corporate customers with a credit facility.

When businesses produce multiple preoducts or serve multiple customer segments there
are a range of measures that can be used to establish the costs they incur in producing just
one type product or service or in serving just one customer sagment:

a. At one end of the spectrum is incremental cost — this is a measure of the additional
cost of producing the product or serving the customer segment, given all the firm's
other products are already being produced and ail its other customer segments are
already being served;

b. At the other end of the spactrum is sfand-afone cost — this is a measure of the cost of
producing the particular product if that were the only product produced or serving the
customer segment if it were the only customer segment served,

The differsnce between incremental cost and stand-alone cost is costs that are shared
between products and/or customer segments and would not be avelded if any one product
or ahy one customer segment were no longer served. In an incremental cost measure
thasa costs are excluded as they are not incremental to any product or customer group. In
a stand-alone cost measure these costs are included and allocated in full to each product
and customer segment.

CPVT Agt 2017, 5.122(2).
CPVEAct 2017, £.122(3).
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z.2.

40,

41,

Where many of the costs incurred by 2 business are shared between different products or
customer segments, the difference between incremental cost and stand alone cost can be
substantial, In such a circumstance, neither incremental costs nor stand-alone costs are
likely to be appropriate cost benchmarks for the purpose of establishing “cost-oriented”
prices for particular products or services;

a. [Ifincremental cost is used as the relevant cost benchmark for pricing purposes a firm
may neot be able to recover its shared costs, which may threaten its long-term viability:
wheraas

b. If stand alons cost is used as the relevant cost benchmark for pricing purposes a firm
would be able to recover all of its shared costs from the provision of a single product
or customer segment. As 5 result it may be able to over-recover its shared costs by
charging a price equal to stand alone cost for more than one product or service,

In between incremental cost and stand-alone cost are measures of cost that allocate shared
costs in some way across the products and customer segments that share the costs. These
measures are often called fully alfocated cost measures,

Appropriate cost measure for determining the maximum Service Fae
for processing non-cash payments in faxis

in determining the maximum Service Fee that may be levied on consumers for the provision
of in-taxi payment processing services, the ESC is required to ensure that in-texi payment
processors are able to recover their reasonable costs.® The ESC is also required to have
regard to its broader regulatory objective of protecting the long ferm interests of Victorian
consumers.? In doing so it must take into account the price, quality and reliability of
essential services as well as other factors such as:1?

a. The efficiency of the industry and incentives for long term investment,
b. The financial viability of the industrny;

o

The degree of, and scope for, competition within the industry;
d. The benefitz and costs of regulation; and

g, Consumers and users of products and gervices, including low income and vuinerable
CONSLMErs.

Althouah the CPVI Act does not define the term ‘reasonable cost’, in my opinion the broader
objectives of the ESC lend themzelves to application of a fully allocated cost measure for
the purpose estimating the reasonable costs of in-faxi payment processors. A fully
allocated cost approach is consistent with the principle that in-taxi payment processors
should not be required to price in & way that may jecpardise their ability to recover all of
their costs {as may ocour with incremental pricing) and is also consistent with the principle
that in-taxi payment processors not be able to "double recover” any costs (as may ocour
with stand-alone cost pricing).

10

CPYI Act 2017, 5. 122(2).
Eszential Services Commission Act 2001 (Wic), s.8.

Egzential Sendices Commission Act 2001 {Vic), s.84
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42 Under a fully allocated cost approach, costs should, as far as possible, be atiributed o the

43,

products or customer groups that cause them on the basis of relevant cost drivers. Some
costs can be aftributed to products or customer segments directly.  Other common costs
are only indirecily attributable (i.e, costs that are common to more than one product or
customer segment but increaze when addilional customers are served) or not attributable
at all {i.e., shared costs that do not vary with the number of products or customers served,
such as some head office and 1T costs).

For the purpose of my analysis | have estimated AZB's reasonable costs of providing in-
taxi payment processing senvices in Victoria by first identifying whether each of the costs
incurred by AZB are cosis associated with an activity that facilitates the processing of non-
cash paymeniz, For those costs that are associates with such an activity, | then consider

a.  Whether the cost item iz directly attributable to A2B's payment processing aclivities in
Victoria; or

b, Whether the cost item is common cost across:
i. A2B's payment processing activiies in Victoria and the rest of Australia; and/ar

ii. AZ2B's activities as a payment processor and as an issuer and acguirer of card
products.

For those costs that are common across AZB's various business activiies andfor
gecgraphies and can be aftributed to thesez activities and geographies on the basis of a
cost driver, | have identifizd the cost driver that has been used to aitribute these costs o
A2B's nan-cash payment processing activities in Victoria.

For those common costs that are truly shared costs, and 2o cannot be attributed to any one
businesz segment or gecgraphy on the basis of a cost driver, [ have allocated these costs
o

i. AZ2E's activilies in Victoria on the basis of reavenue (or a prowy for revenue); and

i, AZ2B's payment processing activities and, separately, its issuing activities, on the basis
of the groportion of all direct and commeon costs that have been attributed to each of
these activities.

Although my estimate of A2B's reasonable costs can be usaed to determine the minimoem
Service Fee that AZB requires to recover its costs based on current market conditions, in
determining the maximum Service Fee that it will allow in-taxf payment processors to levy
on consumers the ESC should allow sufficient headroom above this level fo ensure that
AZB and other intaxi payment processors can recover their reasonable costs over time.
Such headroom should be sufficient to take account of;

a. Potenfial changes in market conditions that may have an effect on the volume and
value of taxi fares processed by one or more payment processars = a reduction in the
value of fares processed will lead to an increase in the Service Fee that payment
processors requing to recover their reasonable costs;

b. Potential changes in the cost of the products and services used as inputs into payment
processing, e.g., merchant services feas, labour costs, ete; and

c. Potential changes in consumers’ use of parficular payment products — if consumers
start shifting to the use of payment products that invelve the imposition of higher
merchant service fees, this will increase the reasonable cost of payment processing
without changing the value of taxi fares processed and so necessitate an increase in
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the minimum Service Fee required for payment processors to recover their reasonable
costs,

47, Maintaining sufficient headroom above payment processors ressonable costs is also
consistant with the ESC's broader objective of protecting the long term interests of Victorian
consumers. In paricular, the maximum Seevice Fee should be sat at a level that allows for
2 sufficient margin above payment processors reasonable costs 50 as tor

2. provide payment processors with incentives to invest in the in-taxi payment industry
and develop new products and services;

k. ensure the financizl viabifity of effident players in the industry; and

¢, not put &t risk the provision of ssrvices under the MPTP, which payment processors
may cease to offer if the Service Fes is set at a level that does not alfow them to
recover their reasonable costs over fime.
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449,
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50.

&1

82,

COBTE INCURRED BY AZE IN ACCEPTING AMD
PROCESSING NOMN-CASH PAYNHENTS [N TAXIS

in the context of the ESC's Taxi Non-Cash Payment Surcharge Review, A2B identified the
range of costs that its subsidiary, Cabcharge Payments Pty Lid {Cabcharge Payments)
incurred in the provision of non-gash payment processing services in Victoria for the six
manths ended 31 December 2018, These included:

a. Merchant services fees payable in respect of taxi trips paid for using bank issued and
third party cards;

b. Costs associated with the issue of Cabeharge cards including the cost of printing single
use Cabcharge e-fickets and other Cabcharge cards, labour costs invelved dealing

with account holders and the administration of the Cabcharge card scheme and the
holding of working capital te fund Cabeharge account holder credit;

c. Payments to taxi networks for the installation, repair and maintenance of payment
terminals, administering payments made to drivers, frip investigations and other
services provided to AZEB;

d. Payments to taxi drivers to compensate them for the costs they incur in maintaining
terminals and leaming to use terminals;

e. Direct and indirect [abour costs associated with A2B's payment processing activities
and its activities as an issuer and acquirgr of Cabcharge card products;

i. Other operating costs such as costs associated with maintaining payment
infrastructure, the cost of sales and promotional activities and the cost of fraud;

g. Depreciation of assets;
Retumn on capital; and
i Tax expenses.

This saction identifies the nature of these cost tems and discusses the manner in which
the ESC has freated each for the purpose of determining A2EB's reasonabls costs of
accepfing and processing in-taxi non-cash payments in Victoria, Where | disagree with the
ESC’s approach, | set out my reasons and provide the basiz for my own estimate of A2B's
reasonable costs.

flerchani services fees

AZB pays merchant service fees to acguirers in respect of all taxi fares paid for by way of
bank issued and third party cards.

The ESC considers the merchant services fees paid by A28, which totalled just over [JJ|j
for the six months ended 31 December 2018, to be a reasonable cost of accepting
and procassing non-cash payments.

| agree with the ESC’s treatment of merchant service fees as a direct cost of nen-cash
payment processing. | have enly included in my analysis the merchant services fees paid
by AZB that were paid in respect of fares processed by way of AZB's FAREWAYplus and
Spotto Terminals.
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54,

55.

g7

Izsuing cosis
AZB does not pay merchant service fees in respect of taxi fares paid for by way of

Cabcharge card products. However, it does incur 8 number of costs as both an issuer and
acquirer of Cabcharge cards, These costs include:

a. the costs asscciated with producing disposable Cabcharge cards;

b. the direct and indirect labour costs associated with the operation of the Cabcharge
Card scheme {2.9. dealing with account holders, maintzining IT systems, billing ato);
and

¢. the use of working capital to fund account holder credit.

The ESC does not accept the costs incurred by AZEB as an issuer of Cabchargs card
products to be ressonable costs of non-cash payment processing.1? It therefore excludes
the costs that AZB incurs as both an issuer and acquirer of Cabcharge card products from
its bottem-up analysis of A2B's reasonable costs.12 The rationale provided by the ESC far
the exclusion of AZB's issuing costs in particular, is its view that 'in payment systems thess
costs are generally recovered through account fees and interest charges.’ The ESC
pravides no support for this assartion,

Although the ESC does not consider issuing costs o be reasonable costs of non-cash
payment processing, it allows for the recovery of a portion of AZB's issuing costs by way of
a notional interchanga fee in respect of paymenis made using Cabcharge cards. It sets this
notional interchange fee to the REA regulated weighted average fae (0.5%) that applies in
respect of cerfzin cards transactions in designated four party card schemes, namely
transactions paid for by way of Visa and MasterCard credit cards and American Express
companion cards issued by paries other than American Express.

Mo rationale was provided by the ESC in its Draft Decision for the inclusion of a notional
interchange fee, although in subsequent correspondencea the ESC noted that the majority
of cards processed in taxis are from four party card schemes and that issuers of these
cards must generally recover their issuing costs through account and interest charges,
The ESC acknowledged that the situation is not guite as straightforward for thres party
schemes such as the Cabcharge card scheme (where interchange fees are not charged by
issuers to acquirers as they are the same entity) but provided no indication of how this fact
wasg relevant fo its decision to 2pply a nofional interchange fee in respect of Cabcharge
card fransactions.

In itz bottom-up cost analysis the ESC applied the notional interchange fee to its estimate
of the Service Fee income generated by AZB in respect of taxi fares paid for by way of a
Cabecharge card product. However, we understand from further correspondence that the
notional interchange fee was intended to apply to the value of taxi fares processed by AZB

11

12

13

i4

Draft Decision, p. 38.

Given thal AZE is both an issuer and an acquirer of Cabchargs card products, it is nod easy o distinguizh the
easls il incurs as an Esuer from thoss It curs a8 an acquirer,

Draft Dacision, p. 38,

Emall from Jonalhan Robards, Project Manager al the ESC 1o Adrian Lucchese, Group General Coonsel and
Company Sacretary of AZE, dafed 17 July 2013,
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b. The merchant service fees that AZB pays in respect of ather debit and prepaid cards
range between [N =nd I

¢. The merchant services fees that AZB pays in respect of fransacticnz made by way of
those credit cards that are the subject of the RBA's 0.5% welghted average
interchange fee cap (i.e.. Visa and MasterCard credit cards) range from it
- which are atmosi-mrmnaffniemhange fee fhat the ESC infends o apply
in respect of Cabcharge card fransactions. Thase fees are higher than the RBA
weighted average fee cap because:

i. LUnderthe RBA'z interchange fee reguiation, issusrs may charge any cna acquirer
up to 0.8% of the value of fransactions made by way of these cards (i.e., issuers
must not charge more than 0.5% on average but are free to charge different
interchange fees fo different acquirers); € and

_The total merchant service fee charged by NAB is not regulated
by the RBA

d. The merchant service fees that AZB pays in respect of transactions made by way of
cards that are not the subject of the RBA's interchanae fee regulation are [ for
three party card schemes and range between-and-in respect of Visa,
MasterCard and UnionPay internztional cards, 17

81. Given that AZB pays merchant services fees that are considerably more than 0.5% of the
valuz of taxi fares it processes to compensate its acquirers far the interchange fees that
are charged by issuers {which may be more than 0.5%) and the cosis they incur as
acquirers, thers ig no basis on which the ESC should imit A2B, as an issuer and acquirer
of Cabcharge cards, from charging its related payment processing business more than
0.5% of the valus of taxi fares processed that are paid for by way of a Cabcharge card
product. By limiting the value of the costs that A28 incurs as an issuer and acquirer of
Cabcharge cards that can be recovered through the Service Fee to just 0.5% of the valug
of taxi fares it process that are paid for by way of a Cabehargs card product, the ESC s
effactively;

a. imposing more stingent regulation on AZ2B than the RBA imposes on other issuers
and acquirss in four-party card schemes; and

b. treating AZB differently to other operators of three party card schemes that are not
subjsct to the RBA's interchange fee regulation.

2.  Such inconsistent or differential treatment of AZB is likely to lead to perverss oufcomes.
For example, if the Service Fee was sat at a level equal to AZB's reascnable costs of
paymant processing, under the ESC's approach:

18 See REA Cruestions & Answers in relstion fo Card Payments Regulafion at

pavments-requlation-ga-cordu - rape IlnnlgieEnoe-leesnd

7 The ESC's own benchmarking analysis demanslrates thal for smaller merchanis, merchant service fees for
aoezptance of Amercan Exprass and Diners Club Cards are in the range of 2.33% to 2.84% per transaclion
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a. Other third party card schemes would have an advantage over AZB in the offer of
travel card products to corporate customers as they would not face any regulatory
restrictions in terms of the proportion of their issuing and acquiring costs that they
could recover from in-taxi payment processors through the imposition of merchant
service fees (i, these third party card issuers would not be required to recover a large
portion of their issuing costs from corparate customers in the form of account fees or
interest charges); and

b. AZE would not be capable of recovering its reasonable costs of non-cash payment
processing if were to lose Cabeharge account holders following the imposition of
account fees or interest charges. If Cabcharge account holders were to cancsl their
account following the imposition of such charges but payment for the taxi trips that
employees of these account holders take were still processed by AZB as bank issusd
or third party card fransactions, then AZ8;

i. would be required to pay merchant service fees in respect of thase transactions,
which would range anywhere fﬁ:m-tq-nf the GST inclusive value of
the taxi fare; but

ii. would not experience any significant reduction in the other costs it incurs as an
issuer and acguirer of Cabcharge cards, since these costs are largely fixad.

The ESC must take boih of these potentizl cutcomes into account given the requirement
for it fo ensure that intaxi payment processors are able o recover their reasonable costs
of payment processing and its broader regulatory objectives of ensuring the financial
viahility of the in-taxi payment procassing industry,

Second, there is no clear conceptual rationale for applying something akin to an
interchange fee in respect of payments made in a three party scheme. As noted by the
RBA, the raticnale for inferchange fees iz that they encourage the growth of payment
networks by redistributing revenues between participants to induce them to join.1® Unless
issuers in four party card schemes are able to recover the costs they incur (i.e.. the cost of
card production, funding cardholder interest free credit periods, administration costs and
the cost of fraud) they will not have #n incantive to join that card scheme. tn the early days
of payment networks, the impasition of interchange fees was the method by which issuers
could recaver the costs they incurred not just from their cardholders but from mearchanis
that also valued their participation in the card scheme. This had the effect of encouraging
take-up of credit cards by cardholders as it reduced the cost to them of using a credit card
to pay for goods and services (ie, both cardholders and merchants valuad the use of credit
cards but unless merchanis contributed to the costs incurred by issuers in providing credit
and other associated servicas to cardholders there would be limited take-up of cradit cards
by cardholders).

Unlike the case for four-party card schemes, interchange fees are not required in three-
pariy schemes where the issuer and acquirer of card transactions are the same entity. In
ihres party schemes issusrs are able to decide how much they charge their cardhalders
and the merchants that accept their cards. That is, they can halance the means by which
they recover their costs of issuing and acquiring so a5 to grow their card scheme. There is

18

RBA, Debit and Cradit Card Schames in Australia, A study of interchangs fees and access, QOctaber 2000, p. il

Page 15



Agsassmant of AZE's Reasonable Costs of Frocessing Mon-Cash Paymants
12 August 2019 Strictly Confidential
Charles River Associates

g6,

&7,

&8,

therefore no need for an operator of a three party card scheme to pay itself a notional
interchange fee in order to recover a portion of its issuing costs from merchants.

Third, sven if the ESC was to consider regulation akin fo fhe RBA's interchange fee
regulation to be appropriate to apply in respect of Cabcharge card payments, it would not
be apprapriate to simply apply the same weighted average fee cap that the REA applies in
respect of Visa and MasterCard card payments, The RBA weighted average interchangs
fee cap of 0.5% was put in place in 2005 based on an analysis of the issuing costs incurred
by financial institutions in respect of Bankeard, Visa and MasterCard credit cards. ' This
interchange fee cap was set at a level that would compensate financial institutions for the
range of eligible issuing costs they incurred including authorisation and processing costs,
fraud-refated costs and the cost of funding the interest-free period in respect of the cards
thay issued.2? The fee cap was determinad on the basis of an estimate of the portion of
these costs that should be recovered from merchants as a percentage of the valus of
transactions procassed by way of these cards.

Hewever, there is no reason to expect the issuing costs that financial institutions incur in
respect of Visa and MasterCard cards, which are used by consumers fo purchase a wids
range of gocds and services, to be same as those incurred by AZB in respact of Cabcharge
card products, which are used solely by employees of account holders to pay for taxi
services, Winereas the REA's analysis, which was conducted in the year 2000, indicated
that the eligitle izsuing costs of financial institutions represented approximately 0.89% of
the swerage value of credit card transactions, an anaiysis of AZBs costs indicates that the
total issuing costs it incurs represent-:nftha value of all Cabcharge card transactions
that it processes, with the costs that it incurs in funding credit representing -:nl‘ the
value of these transactions 2!

Given the potential for significant differences in the issuing costs of major financial
institutions and those of AZB as a proportion of the value of the Visa/MasterCard and
Cabcharge card transactions that they process respectively, it is not appropriate for the
ESC to apply the same weighted average interchange fee cap that it applies to issuers of
Visa and MasterCard cards to AZB as an issuer of Cabcharge card products,

19

20

21

Sse RBA Payments Syslem Board Annval  Repornt = 2005 Credt and Charge Cards a2l

Tha cost sludy undertaken by the REA in 3000 considered the cosis incurred by four major banks and some
smaller mstituticns fhat together accounted for arourd 85 par cerl of crodi cand Iransactions in Austrelia, See

See; REA Common Benchmark for the Setifing of Credit Card interchange Feos = Movember 2005, Guidance
MNate at: Blps Het b oy Sulpoenes] sanglafrasineh paicrecit-rardalfion-fees-benchmackiquidaice: il

The RBA nobted that the average credit card payment in 1992 was argund S840 per transaction. It estmatad
issuing cosls 10 be approdimately $1,93 per fransaction, of wiich $0.82 relaied to funding of the Interest free
peniod, credit losses. fraud, authorisation and processing. See RBA, Deblt and Credit Card Schemes in Australia,
A stedy of nferchange feas and access, October 2000, pp. 42— 47,

| esfimate A2B's issiEng cosls a5 they rafate Lo ks Victerkan operations 1o be approvimately -fnr the
sbe months ended 31 Dacember 2018, of whic! [ = = =t on worting capital caleuated on the basis
of a pre-tax WACT of | To= mta o5T inclusive vatue o taxi rares that ware paid for by way of 2 Caboharge

card product in Victaria for thal same six manth perod was_
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value of tax fares processed to be appropriate, based on the reasons set out in paragraphs
56 to 86 above, it may alse not be appropriate to cdassify all of A2B's issuing cosfs as
reasonable costs of non-cash payment processing, If all of A2E's issuing costs were to be
considered reasonable costs of payment processing and included in AZE's cost stack, the
maximum Service Fee may be set at a level that would aliow all other in-taxi payment
processors that are not also issuers of card products fo earn revenues in excess of their
reasonable costs,

The question then arises as to what proportion of the costs incurred by A2B as an issuer
and acquirer of Cabeharge cards is appropriate to includs as a reasonable cost incurred by
A2B in the processing of non-cash payments, That is, what noticnal merchant service fee
should be applied in respect of Cabcharge card transactions to allow AZE to recover from
merchants (in this case, taxi payment procsssors) a proportion of the costs A2B incurs as
an issuer and acquirer in a three party card scheme?

There is no one correct approach to determining the notional merchant service fee that
should apply in respect of Cabcharge card transactions, with @ ‘reasonable’ fee likely to sit
within a wide bound, This is raflected in:

a. The wide range of merchant services fees that AZB currently pays its acquirers in
respect of the various cards it orocesses, As demonstrated in Table 1 above, AZB
pays I:letween-lzmd- of the valus of all credit card transactions to its
acquirers in the form of merchant services fees.

b. The wide range of merchant services fees charged by acquirers in four and thres party
schemes fo different sized merchants, For example, whereas AZE pays merchant
service fees of betweer oo I\ o process Visa and MasterCard credit eard
transactions, the ESC's benchmarking analysis suggests smaller merchants may pay
up to 1.76%.22 Similarly, whereas AZB pays American Express and Diners Club
merchant services fees of [ the ESC's benchmarking analysis suggests that
smaller merchants are more likely to pay somewhere in the range of 2.33% t0 2.97%.%%

The reasonablenass of the merchant services fees charged in respect of a card scheme is
likely to depend on the size of the scheme in tarms of the volume and valug of transactions
over which issuers and acquirers can recover their costs. Three party schemes have more
scope to lower their merchant services fees when their cards are widely accepted by
merchants snd consumers can and do use them to purchase high value goods. The higher
the value of fransactions processed, the lower the merchant services fee has to be to
enable iszuers and acquirers to recover their costs,

The reasonableness of the merchant services fees charged in respeact of a card scheme is
alsa likely to depend on the magnitude of the benefits provided fo cardholders and
merchants under that scheme. Card products that are costly to provide because they offer
cardholders andior merchants significant benefits are likely fo involve higher merchant
services fees.

22

See ESC  bonchmarking  analysis  ab  hiles dhaeie oue vic Qo gsiTaNSnori comman; sl passernoar:
whdanamineroalpassenaer-velicle-nneesAng- N0 LaRL PRty harge-ren ew-200 Stabs-Lontapner g

See ESG  benchmarking analysis  ab [ ey @an wig ooy auidransporic Srimieicinl S0 sser e

vahiclas/oammercral-passa e eicl i G @ nen-C Ash-prument-surcharag 1 gy i 2 T B Rs-Lodmners
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Although | have not come to & view on the magnitude of the nofional merchant services fee
that should be applied in respect of Cabeharge cards, in estimating A2B's reasonable costs
of payment processing | have had regard to avallable information in relation o the merchant
zervices fees payable by AZB and other merchants in respect of bath four party and thres
party cards. In particular

a, Data provided by A2B indicates that the merchant servicss fees it pays in respect of
the credit cards it processes fall within the range of - te [l or four-party cards
{Miza and MasterCard) and-fnr three party cards {American Express and Diners
Club); and

b. The ESC's benchmarking analysis indicates that smalier merchants pay befwesan
0.80% and 1.76% in respect of four-party cards (Visa and MasterCard) and batwesan
2.33% and 2.97% in respect of three-parly scheme cards (American Express and
Diners Club).

For the purpose of my analysis | adopt two different point estimates for 2 notional merchant
sarvices fas to apply to Cabcharge card transactions:

a. The first is- which is the merchant senvices fee that Cabcharge currently pays
in reszpect of transactions processed by way of other three party scheme cards,
American Express and Diners Clul,

h, The second is 2.33%, which is the lower bound of the ESC's own estimate of the
lowest merchant services fee that merchants the size of taxi drivers would be required
to pay an acquirer to process American Express and Diners Club cards.

Although | have adopted these twa point estimates for the purpose of my analysis, thers
are & number of reasons why it might be appropriate ta apply a notional merchant services
fee greater than -in respect of Cabcharge cards:

a. First, both the American Express and Diners Club card schemes are larger than the
Cabcharge card scheme in terms of their customer base the total value of transactions
from which these schemes can recover their costs. Given that there are scale
economies in issuing and acquirng, other things agual, schemeas that process a
greater value of transactions will require a smaller merchant servicas fee to recover
their costs.

b. Second, the average value of American Express and Diners Club card transactions is
likely to be larger than the average valus of Cabcharge card transactions. This iz
because American Express and Diners Club cards can be used to purchase a range
of goods and services such as meals, flights and hotels. By confrast, Cabcharge cards
can only be used to purchase travel by faxi.

¢. Third, AZB provides Cabcharge =ccount holders with tailored products that involve
significant labour costs in the context of a card scheme. In particular, AZB offers
account hoiders single use tickets that may specify certain oriteria in regard to their
use, 2.g., days and times of day that they may be used by staff. Loading these cards
with the particuar specifications of an account holder invaolves some manual iabour,

The proporion of costs that A2B incurs as an issuer and acquirer in respact of the
GCabcharge card scheme that would be recovered through a notional merchant services fee
ol -would be-land that the proportion that would be recoveread through a notional
merchant services fee of 2.33% would be fo .I-{:, That is, even applying & notional
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merchant services fee of 2.33%, AZE would still be required to recover almﬂst- Jfits
isguing costs directly from income derived outside of the Service Fee.

If A2B were required to charge Cabeharge account holders additional fees for the services
it provides, it could expect to experience a reduction in the volume and value of Cabcharge
card transactions that it processes. This is because, when faced with an additional charge,
some account holders may seek to cancel their account whereas others may reduce the
scope of services fhey acguire from Cabcharge. Such a reduction in the value of
transactions processed would have implications for the minimum Service Fee that AZB
would require fo recover its reasonable costs. Given fhat many of the costs incurred by
AZB do nat change with the volume of fransactions precessed, a reduction in both the
volume and value of transactions processed will put upward pressure an the Service Fes
A2B requires to recover its reasonable costs.

Fayiments to taxi networks

AZE pays taxi networks fees for the provision of various services that facilitate the making
of non-cash transactions in taxis including:

a. the insizllation of FAREWAY plus terminals in taxis — the installation of FAREWAYpIus
terminale invalves the removal of parts if the taxi to enable extensive cabling wark,
which connects the payment terminal to the battery of the vehicle. This requiras the
taxi to be taken out of operation, with the works completed in an authorised workshap,

the maintenance and repair of FAREWAY plus terminais; and

c, other administrative activities invalved in the processing of non-cash payments such
as facilitating payments fo drivers and assistance with fransaction investigations.

AZE puisources these activities to taxi networks because they are better placed than AZB
to deal directly with taxi operators and drivers. Because taxi networks already deal directly
with drivers in the provision of their own services, they are able to carry out these activilies
more efficiently than A2E could if it was to conduct these activities in-house.

The ESC considers costs associated with the maintenance and repair of payment terminals
ta be reasonable costs associated with the processing of non-cash payments.2¥ However,
it remains silent in the Draft Decision as to whether it considers the costs associated with
the other services that taxi networks provide to AZB (=.g9., installation of payment terminals,
facilitating payments to drivers and sssistance with transaction investigations) to also be
reasonable costs of payment procassing.

Although the ESC accepts the maintenance and repair of terminals to be reasonable costs
of payment processing, it doss not include all payments that A28 makes to taxi networks
in its bottom-up analysis of A2B's costs. Rather, in its boitom-up analysis the ESC includas
as reasonable costs:

a, All payments made by AZE to taxi networks in regional Victoria, which amounted to
I = six months to 31 December 2018; but

b. None of the paymenis made by A2B to taxi networks in Melboumne {13CABS and
Sitverfop), which amounted to almos - in the six months to 31 December 2018,

24

Draft Pecision, p. 27
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The ESC accepis as reasonable costs the paymants made by AZB to taxi networks in
regional and rural Victoria on the basis that thiz arrangement replaces the workshops that
it has in larger cities. 2 In subsequent correspondance, the ESC has informed A2B it has
excluded from AZB's cost stack the payments that it makes to taxi nebwerks in Melbourne
because 8

a. AZB has its own workshops in metropolitan Melbourme.

b, The ESC understands that AZB has separate contracts with metropelitan nebeorks for
mzintenance, repair and installation of payment terminals.

¢. Other payment processors are able to install, maintain, repair, and administer their
terminals as well as train drivers without paying a commission to networks.

d. Training, installation, and administration costs would generally be considered
merchant's intermal costs. The RBA does not include these costs as costs of accepting
non-cash payments in the context of its merchant surcharging rules.

e. Taxi networks provide a range of services to taxi operators and drivers, including the
disbursement of fare revenue and fit-out and repair of vehicles. Taxi drivers pay taxi
networks a fee for these services (network feas), which they recover through tad fares.
Taxi networks also offer taxi driver training courses, for which taxt drivers pay a fee.
Given that these services, which are paid for by drivers, are the same senvices that
A2B pays taxi networks to provide, the fees paid by AZE for the provision of these
services should not be recovered through the Service Fes, ig, the cost of these
services should not be recovered from consumers through both taxi fares and the
Service Fes,

MNone of these explanations support the ESC's decision to exclude from A2B's reasonable
costs the totzl value of payments made to the 13CABS and Silvertop faxi networks, ie,
denying A2B recovery, through the Service Fee, of any cosls associsted with the
inztallation, maintenance and repair of terminals installed in Melbourne-based taxis and the
other activities carried out by these taxi networks on A2B's behalf in the Melbourne area.

First, whether or not A2B has its own workshops in Melbourne, caries out 2 subset of the
activities that it pays taxi networks to provide and can do so more efficiently than the taxi
networks is irrelevant to the question of whether the costs assoctated with these activilies
are, by their nature, reasonable costs of processing non-cash payments,

All of the activities undertaken by taxi networks for which they are paid a fes by A2B are
activities that facilitate the accepiance and processing of non-cash payments. in paricular:

a. The installation of payment terminals within taxis is an efficient means to distribute
terminals under a network model. Each taxi that belongs to a network may be used by
muitiple drivers over the course of 2 day. By installing the payment terminzl within the
taxi, AZE can minimise the number of payment terminals that it needs to distribute to

26

Cradt Declsion, p, 37.

Drait Becislon, p.37 and Email from Jonathan Roberts, Project Manager at the ESC to Adnian Lucchess, Group
General Counsel and Company Secratzny of A2B, dated 17 July 2015,

The ESC also nofed that AZB provided the ESC with avidensa that il was cheapar for regional networks 1o nepair
and mainiain eominals ralhar than for A28 10 provide thoss senices in house, which was cormborated by regional
netvorks,
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each taxi network 27 | understand from AZB that the instaliation of its FAREWAY plus
payment terminalz within taxis also has other benefits for both taxi networks and
drivers over the use of handheld terminalz including lower rigk of power outage, greater
refiability in terms of terminal recepiion, particularly in non-metropolitan areas, and
greater accuracy of frip reporting {i.e., greater accuracy in the recording of the point of
origin and destination and the ime taken for each taxi trip). | understand from AZB
that this latter benefit is particularly important for the investigation of frip queries.

b.  As zecepted by the ESC, the maintenanca and repair of both installed and handheld
terminals is & cost that payment processors must carry out as part of the businass of
payment processing.

c. Putting systems and arrangements in place to facilitate the payment of taxi fares to
drivers and investigating transaction queries are also nacessary activitizs that all non-
cash payment processors need to undertake in order to provide in-taxd payment
processing services. As outlined in A2B’s submission to the ESC dated 5 April 2019,
the investigation of gueries relating to taxi trips is considerably more complex than the
investigation of transactions in other contexts 78

Given that the activities carmied out by faxi networks, for which they are paid a fes by AZB,
are activities that facilitate the processing of non-cash payments, some allowance should
be made for the recovery of the costs incured by AZB in relation to these activities through
the Service Fes. Under the ESC's approach, none of tie costs associated with these
activitias as they reiate to taxis that belong to either the 13CARS or Silverfop networks have
been included in A2B's cost stack as reasonable costs of non-cash payment procassing.

Whether or not A2B separately provides a senvice of installing, maintain and repairing
terminals to taxi networks in Melbourne {and =o generates revenue that covers the cost of
this activity) is imelevant to the question of whether the payments made by A2B's payment
processing businsss to Melbourne-based taxi networks are reasonable costs of processing
non-cash payments. The payments made by AZB fo taxi networks are for a bundle of
services which taxi networks may carry out themselves or arrange to be carried out by third
parties. The fact that some taxi nebworks contract the installafion, maintenancs andfor
repair of terminais to AZB does not deny that thers is a cost associated with this activity
{and the arrangsment of this activity), which AZB's payment processing business pays for
as part of the payments it makes to taxi nefworks. If AZB was not able to recover this cost
thraugh the Service Fee, it would be incurring a cost in providing payment processing
servicas for which it would not be compensated (i.e., AZB would incur 2 cost in the form of
the fee paid to the taxi network, receive a portion of this fee back from the f2xi natwork for
carrying out the installation and also incur the costs of the installation). The cost of
instaliation, repair and maintenznce of terminals must therefore be recovered from
consumers through the Service Fee, irespective of whether the arrangement of those
services are conducted in-hause by payment processors or outsourced to taxi networks.

27

28

Ir A2B's FAREWAYRius terminals were not instalied in faxis, networks would need to ensure that the mobde
payment ferminal that i allocated to each tad is handed over from one driver to anather at tha beginning and end
of thei shift (which woudd nvobse some adminkstrative costs and possibly atso loss of terminals from time to fime)
of raguire each driver 1o have their own terminal. In either case, the numiper of tarminals that A28 would nead o
diatribote 1o nefworka is likely fo be higher if its terminals wera nof insialled in the faxi.

See AZE Submission io the ESC dafed 5 Apd 2049, pp. 6—7.
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To darify, | understand that AZB does not install, maintzin or repair payment terminals for
the Silvertop taxi network. Although it does provide these services for 13CABS from its
workshop in Melbourne, none of the cosiz associated with the activifies undertaken at
A2B's workshop in Melbourne are included elsewhere in its cost stack.

Whether or not other intaxi payment procassors have arrangements in place with taxi
networks for the provision of these services is also irefevant to the question of whether
they are reasonable costs of in-taxi payment processing. Unlike A2B, other payment
processors primarily provide drivers with mobile payment terminals. These payment
terminals are not as widely distributed as A2B's terminals and are used by drivers in
addition to the FAREWAYplus payment terminais installed in their taxdis. Although the
mobile terminzals provided by other payment processors do not reguire installation, they do
require repair and maintenance. The costs incurmed by A2B and ofher payment processors
in repairing and maintaining these terminals should be considerad a reasonable cost of
nor-cash payment processing, irmespective of whether payment processors arange for
such repairs and maintenance themselves or cutsource this funchion to taxi networks,

Whether ar not terminal installation, training and administration costs are acceptad by the
RBA as costs of acceptance under its merchant surcharging rules is also irrelavant {o the
guestion of whether such costs are reasonable costs of in-taxi payment processing. The
REA's merchant surcharge rules apply to merchants that charge consumers a fee
associated with card paymants for goods and services which the merchant alse supplies. 28
ajthough merchanis may be resricted from recovering cerain costs associated with the
acceptance of card payments, they do not prohibit merchants from recovering these costs
fram consumers through the prices they set for the underlying goods and services that they
provide. By exciuding the cost of terminal installation, fraining and administration from
AZB's cost stack, the ESC is effectively prohibiting A2B from recovering these costs at all,
since there is no other practicable means by which A2B can recover these costs from
CONSUTMETS.

Finally, whether or not a subset of the services provided by taxi networks to AZB can alse
be characierised as zervices provided by taxi networks fo taxi operators and drivers, for
which they are paid a fee from taxi operatorsidrivers, is also irrelevant to the question of
whether the feas paid by AZB fo taxi networks are reasonable costs of non-cash payment
processing. Taxi networks carry cut @ bundle of services for taxi operators and drivers for
which they are paid neiwork fees. Because network fees are for a bundle of services, it is
not possible io attibute & paricular portion of the fee paid to any one service provided.
Ewvan if ong could, this would nat imply that taxi networks are being over-compensated for
the zervices they are providing both A2B and taxi operatorsidrivers or that those networks
would continue to provide these services in the same manner if they did not receive a fee
from A2B. It is not uncommaon for firms that provide the same service to more than one
party to recover only a portion of the cost of providing that service from both.

There is also no reason in principle wiy consumers should not pay for the costs incurred
in relation to the services provided by taxi networks fo both A28 and taxi operatorsfdrivers

29

I nofe thal the RBA's merchant sweharge rules are designed to ensure that consumers are given appropriate
price signals abeut the relative costs of the peyment instruments that they vee. Sech concams do not arise in the
comtext of the taxi industry given the desirsbility of having a singla Service Fee (hat applies 1o all types of card
fransactions. Sea Drafi Decizion, p. 15, It s therefore nol clear why the ESC has had reference to the RBAs
merchant swcharge niles in its aesessment of the reasanable costs incurrad by in-taxi paymant protassors.
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through both taxi fares and the Service Fee. To the extent that Taxi networks recover a
poriion of the costs that they incur in the provision of these services from AZB and another
portion of these costs from their members, then i is appropriate that these costs be
recovered from consumers through both taxi fares and the Service Fee. To the extent that
taxi networks are earning excess profits from the supply of services to both AZB and taxi
operators/drivers, this should be addressed through regulation of taxi networks, not
regulation of the Service Fee.

Absent any evidencs that the payments made by AZB to taxi networks exceed the amount
that A2B would incur if it was to carry out those same activities in-house, the full value of
the payments made by A2B o all taxi networks should be included as reasonable costs of
non-cash payment processing.

| consider A2B's payments to taxi networks to be a direct cost of non-cash payment
processing. AZE has advized that total payments made fo faxi networks in respect of its
Wictorian operations tntadlec_’ur the six months ended 31 December 2018,

Payments to taxi drivers

As is the case for taxi networks, A28 alzo pays fees to taxi drivers with hand-haid Spotto
terminals. This fee is intended to compensate taxi drivers for the various activities that they
need to undertzke to process payments, including record keeping, day-to-day maintenance
of the terminal and fraining and development, the cost of which they cannot recover through
taxi fares.® The fee paid to drivers does not cover the cost of repairing Spotto terminals,
which is the responsibility of A2B.

The ESC does not consider commissions paid to drivers fo be a reasonable cost of
processing non-cash payments 31

| agree with the ESC that paymants to drivers are not reasonable costs of non-cash
payment processing. Although drivers may incur costs in relation to their use of Spotio
terminals, which they cannot recover through taxi fares, these are not costs that A2B would
be required to incur if it did net make payments to drivers. AZB also does not compensate
drivers that use FARBEWAY plus tarminals for the costs they incur in undertaking these same
activities.

Direct and indirect labour cosis

AZE employs 2 number of staff that are engaged in activitiss that relate solely to its
Cabcharge Payments business. These staff are engaged in the following broad aclivities:

a, Cabcharge corporate accounis - staff that support account services including call
centre staff, the marketing and sales team and staff that deal with invoicing and

collections;
b. EFTPOS depantment - staff that assess and maintain faulty hardware and decide
whether it requires repair or replacement;

30

31

See AJE Submission 1o the ESC daled 5 April 2014, pp. 8-5.

Draft Decision, p. 37,
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¢. Card production — staff that produce all types of Cabcharge cards, inciuding MPTP
cards, 32

d. Merchant pariners - staff that provide client support and engagement with taxi
networks that are looking to install FAREWAY plus terminals in their fleet;

a. Spotio - staff that provide client support and engagement with taxi drivers that are
iooking to access a Spotto terminal,

f. Management - the CEO of Cabchargs Payments;
IT Switch — staff that oparate A2B's switch;

IT Spotto - staff responsible for developing the Spotto terminal product and App and
ensuring that the Spotto terminal complies with regulatory requirements; and

i. IT Cabcharge corporate accounts = staff involved in developing new products for
Cabcharge account holders and supperting billing activities in refation to these
customers,

AZB also employ staeff that are engaged in suppart functions across the whole of its
business, These include the CEQ of AZB as well as the staff that worll in AZB's legal,
finance, human resources and IT depariments.

The ESC considers the cost of staff that are engaged in activities that relate solely to
payment pracessing (i.e. staff in the EFTPOS, Merchant partners, Spetio and IT Spotto
depariments), to be reasonable costs of non-cash payment processing and has accepted
AZB's attribution of the cost of these staff to Victoria on the basis of:

a. The number of terminals deployed by AZB in Victoria as a proportion of the total
number of terminals deployed by AZB nationally. This allocation mechanism was usad
to atfribute the cost of staff in the EFTPOS, Merchant Pariners and Spotto
departments, or

b. The GST inclusive value of taxi fares processed by AZB in Victoria as a praportion of
the GST inclusive value of taxi fares processed by AZB in across Australia. This is a
proxy for the share of A2B's payments revenue which is generated from its Victorian
operations and was used to attribute the cost of staffin the IT Spotto deparimeant.

However, consistent with its view that AZB should not be able to recover, through the
Service Fes, all of the costs it incurs as an issuer of Cabcharge card products, it excludes
from its battom-up analysis of AZB's costs the cost of those staff engaged in activities that
relate io AZB's role as an issuer. More specifically, it excludes the cost of staff in the
following departments: Cabcharge corporate accounts; Card production; and IT Cabcharge
corporate accounts, The ESC allows AZB to recover only a portion of the cost of these staif
through the Service Fee by way of the notional interchange fee that it includes in its
analysis, a2 discussed in section 3.2 above.

Of the remaining categories of staff, the ESC considers:

a. Cabcharge Payments management and the cost of staff that operate the AZB switch
te be shared costs within A2B's payments business that should be:

az

The cost of E-tickets is labour intensive a5 stall are reguivad 10 loed the ticket with the specified raguiremants of

T — ]
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i. Allocated to AZB's Victorian activitizs on the basis of the GST inclusive value of
taxi fares processed by AZE in Victoria as a proportion of the GST inclusive value
of the taxi fares processed by A2B across Australia; 2nd

ii. Allocated to AZB's payment processing activities, and separately, its issuing
activities, on the basiz of the split of all afiributable costs incurred by AZB in
relation to these two activities.

b, The cost of A2E staff that provide broad management or support functions across all
of AZB's activities to be a shared cost across all of AZB that should be:

i. Allocated to A2B's payments business in Victoria on the basis of the proportion
of all A2B revenue generated from Cabcharge Payments’ Victorian oparations;
and

ii. Aliocated to AZB's payment processing activities, and separately, its issuing
activities, on the basis of the split of all attributable costs incurred by AZB in
relation to these two activities.

104. | broadly agres with the ESC's approach to the treatment of AZB's direct and indirect staff
costs, with the following exceptions.

105, First, | understand that the information AZB provided the ESC in relafion to the value of taxi
fares processed included dats in relation to AZR's Giraffe terminals, which are used in hire
cars, not taxis. | have identified the number of terminals deployed and the value of taxi
fares processed by termingl type and have attrihuted:

a. the costof staff in A28's EFTPOS and Merchant Pariners department on the basis of
the number of FAREWAYplus and Spotio terminals deployed by AZB in Victoria as a

proportion of the total number of terminals deployed by A2B nationally:32 and

b. fthe cost of staff in A2B's IT Spotio department on the basis of the GET inclusive value
of faxi fares processed by AZB wsing its FARBEWAYplus and Spotto terminals in
Victoria as 2 proportion of the GST inclusive value of all taxi fares processed by AZB

across Australia.®

106. | also use the cost attribution mechanism described in paragraph 28105.b to allocate the
cost of Cabcharge managament to AZB's Victorian operations.

107. For staff in A2B's Spofto department, | have aliocated the cost of these staff on the basis
of the number of Spotte terminals deployed in Victorla as & proportion of the total number
of Spotto terminals deployed nationally.3® This is because these staff solely conduct
activities in retation to AZB's Spotto terminal,

108. Second, | also understand that AZB's switch is used to facilitate the processing of ail taxi
fares paid for by way of bank issued and third parly cards. It is not used to facilitate the
processing of taxi fares paid for by way of 2 Cabcharge card. | therefore consider the cost

23 Thiz results in a slhghily smaller attribution of this cost item to AZB's in-taxi payment processing activities in Victoria
than that zpplied by the £SC [l comear=c « I}

34 This resuffs in a slighily smalles aftribution of this cost item 10 A28's in-laed payment processing activities inVictons
than that spplied by the ESC [ covvoarec o I .

35 This results in & shighily greater aliribution of this cost {iem o AZE's In-taxi payment processing activilies in Wicora

than that applied by the ESC -.';ompﬂ.red «[J
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of staff involved in the operation of A2B's switch to be a direct cost of non-cash payment
processing that can be fully atiributed to A2B's payment processing activitizs. | allocate this
cost to AZB's Victorian activities on the basis of the cost aftribution mechanism describead
in paragraph 105.b above.

108. In addition, | understand that for internal reporting purposes A28 allucates.ﬁ: of the cost
of staff that provide management or support functions across all of AZB's activities to its
payments business. A2B considers this to be an accurate reflection of the time spent by
ihese staff on matters related to ite payment business, including bolh its payment
processing activities and activities as an issuer of payment products, For the purpose of
my analysis | have adopted the same approach as the ESGC in first allocating indirect labour
costs to AZB’s payments business for all of Australia (ig, on the basis of Cabcharge
Payments revenue as 3 proportion of total AZB revenue, which for the six months ended
31 December 2018 was Il but note that an activity-based allocation mechanism, if one
wiare to be developed, may justify a larger proportion of these costs (possibly up tcl.m
being allecated to AZB's Cabcharge Payments business.

3.6, Other operating cosis

110, AZE incurs & range of other operating costs in the provision of payment processing
sarvices, including:

a. Payment infrastructure costs;
b. Sales and promotion costs; and
c. [Fraud costs.
111, Paymant infrastruciure costs include: 38

a., the cost of mobile communications, including the provision of third party infrastruciure,
sim cards and mobile data;

b. the cost of operating A2B's switch;, and

c. costs associated with EFTPOS installation, testing, repair, consumables such as
cabling, brackets, print rolls and postage and freight costs (note that this does not
include the costs that AZE incurs installing, maintaining or repairing its terminals at its
warkshop in Melbourna),

112, Sales and promaotion costs primarily comprise costs associated with the prometion of Spotto
terminals to taxi drivers, although the precize nature of sales and promotion costs may
differ from year to year,

113. Fraud costs relate fo chargebacks that A28 is not able to successfully challenge or recaver
from drivers.

114, In the cost information it provided to the ESC, A2B had:

B A28 subimission tothe ESC, 1 March 2018, po 11,
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115

116,

117.

118.

119,

3.7,

120.

a. Atributed Payment infrasiructure costs to its Victorian operations primarily en the
basis of the number of tarminals deployed in Victoria as a percentage of the number

of terminals deployed nationatly; 3

b, Afiributed Sales and promotion costs to its Victorian operations on the basls of the
number of Spotto terminals deployed in Victoria as a percentage of the number of
Spotto terminals deployed nationally; and

6. Adtributed fraud costs to its Victorian operations on the basis of the number of terminals
deployed in Victoria as a percentage of the number of terminals deployed nationally.

The ESC has accepied each of these costs as reasonable costs of non-cash payment
processing. It considers paymeant infrastruciure costs and the cost of fraud as being direcly
attributable to AZB's payment processing activities. The ESC accepted the figure provided
by A2B in respect of the cost of fraud but thought that the figurs provided by AZB in respect
of its Pavment infrastructure costs to be for the whole of Austraiia.?® It therefore included
nnly- if these costs in AZB's cost stack,

The ESC considers sales and promotion costs to be a shared cost and allccates ihis cost
to AZB's activities as a payment processor and separately, to its activities as an issuer, on
the basis of the split of all atiibutable costs incurred by A2B in relation 1o its payment
processing and issuing activities.

| agree with the ESC's treatment of Payment infrastructure costs as being directly
asttributable to A2B’s paymeant processing activities but have included the amount advised
by A28 as being attributable to Victoria, with a small downward adjustment to take account
of the fact that a small proportion of the terminals deployed in Victoria are Giraffe

terminals,3®
| also agres with the ESC's treatment of Sales and prometion costs as a cost that can be:

a. Atiributed to AZE's Victorian operations on the basis of the number of Spotto terminals
deployed in Victoria as a percentage of the number of Spotte terminals deployed
nationalky, and

b. Allocated o A2B's payment processing activities, and separately, its issuing activites,
on the basis of the split of all attributable costs incurred by AZE in relation to these two
activities,

Finally, | agree with the ESC's treatment of Fraud costs as being directly atiributable to
A28's payment processing activities. |1 have not applied any downward adjustment in
respact of this cost given that A2B earns rental income from Giraffe terminals, not Service
Fes income, and so chargebacks do not apply in respect of these terminals.

Return on and of capital

A2E has invested in a number of assets including its FAREWAYplus and Spotto terminals,
its switch infrastructure and various other assats required to facilitate non-cash payment

37

38

]

The ohe exception was Communications costs, which were caloulated besad on 2ctual number of FAREWAYplus
and Spaotio ferminals mutiplied by the average sim coat,

Email from Jonathan Roberls, Project Manager at the ESC to Adrian Lucchese, Group General Counsel and
Company Sacretany of A28, dated 17 July 2018,

| have therefore tzken tha figure of [ == s0vised by A28, mutitied this by 25.830138.6%).
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121,

122,

123.

124,

processing. AZB also requires working capital to support its payment product business.
This is becauss there is a timing difference between the time that A2E pays taxi drivers
fares paid for using a Cabcharge card and the time that A2B receives the funds in respect
of such fares from Cabcharge account holders,

In its bottom-up cost analysis the ESC allowed A2B a return on and of capital for a portion
of its physical assets. However, it did not allow A28 a return on its working capital as it
considers this to be a cost associated with AZE's activities as an issuer of card products, %0

In caleulating a return on and of capital for AZB, the ESC.

a. Classified AZB's assets as those that are directly attributable fo its payment processing
business, directly atiributable to its activities as an issuer of Cabcharge cards or
shared between these two parts of A2B's business;

b. Accepted the depreciation charges identified by AZB in respect of those assets that
ara directly attributable to its payment processing activities and those that are ghared
between its payment procassing and issuing activilies,

c. Estimated the portion of A2B's assets and the proportion of depreciation on those
assets that can be attributed to AZB's Victorian operations based on the number of
terminals deployed in Victoria as a proportion of the total number of terminals deployed
across Ausiralia; and

d. Caleulated a return on capital in respect of these assets based on its own estimate of
A28's pre-tax weighted average cost of capital (WACC), which it estimates to be
between 9% and 10% (mid-point of 8.5%) based on the following parameters:

i. Currentten year risk free rates;
ii, Agearing ratio of between zero and 15%:;

iiil. A debt risk premium of just over 2% based on the refum available in respect of
BEB rated bonds; and

v, An esfimate of AZB's aquity beta, which varies around 0.8 depending on whether
the time period chosen for the analysis is five or ten years.

The ESC adopts a pre-tax WAGC in order to account for tax expense.*1 It does not include
s separate allowance for income tax in its assessment of A2B's costs, although does
include an allowance for some tax costs that it could not distinguish from cther costs
incurred by AZEB,

Although | agree with the general approach adopted by the ESC, | do not agree with the
parameters that the ESC has chosan to estimate a return on and of capital for A2B. In
particular, | do not agree with:

a. The ESC's identification of assets that are direcly attributable to AZB's payment
processing activities, directly atiributable to AZB's activilies as an issuer of card
products or shared between A2B's payment processing and issuing activities, or

b. The ESC's eslimate of AZB's WACC,

a0

41

Draft Dacision, p. 38,

Draft Dacision, g 39,
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125,

128,

127,

128,

129.

3.7.2
130,

131,

AZE's asset hase

Of the assets that A2B has identifled as relatina ta its nayments business across Australia,
which collectively had a net book value of as at 31 December 2018, the ESC
estimaies that

a. > - < civecty atributabie to A22's payment processing activities:

o. e I oic<cty atiributable to A2B's issuing acthvities; and
c. [l -support both A2B's payment processing and issuing activities,

The basis on which the ESC attributed assets to A2B's payment processing and issuing
activities is net clear. In conducting its bottom up analysis the ESC did not seek clarification
from A2B as to the nature of its assets and the exient to which they supported one or other
of its payment pracessing or issuing acliviies or both of these activities.

A28 has advised that the net book value of its assets as at 31 December 2018 should be
attributed as follows:

o o cecty atriouabie o A28's payment processing activities;
and

o. [l -are directly attributable to A2B's issuing activities.

The main difference between the ESC's attribution or allocation of assets and AZB's
attribution of assets is the treatment of A28's switch, which had a net book value of-|

I =t 31 Oecember 2018. The ESC identified this as an asset that supports both

AZB's payment processing and issuing activities, However, this asset is used solely in
refation to the processing of taxi fares paid for by way of bank issued and third party cards,
|t Is therefore an asset that can be directly attributed to A2B's payment processing activities.

| have altributed those of AZB's assels that are directly sitributable to its payment
processing activities to Its Victorlan operations on the basis of the number of
FAREWAYplus and Spotto terminals deployed by A2B In Victoria as a propertion of the
total number of terminals deployed by A2B nationally (including Giraffe ferminals)

L2B's WACC

The ESC was provided with an estimate of AZB's posttax WACC as determined by s
advisors PWC as at 30 June 2018.42 PWC estimates A2B's WACC on a regular basis 1o,
among ofher things, inform A2B's impairment testing for financial reporting purposes. 43

it is not clear why the ESC chose nof to adopt PWC's estimates of A2B's WACC for the
purpose of determining an appropriate return on capital for A2B and other in-taxi payment
processors for the six month period fo 31 Decamber 2018, The ESC provides no
explanation in its Draft Decision as to why it considers PWC's estimate to be inadequate
for this purpose.#* The ESC has also not responded to AZB's requast for clarification of the

42

43

AZE Submission 1o the ESC daled 10 May 2048,
PWE, Cabsharge Australia Limited, Weighted Average Cost of Capitat, 26 July 2018,

Drafi Decision, p. 38.
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133

134,

basis on which the ESC chose to deviate from the assumptions adopted by PWC in its
assessment of A2B's WAGC. 43S

As part of its bottom-up analysis, the ESC derived its own pre-tax WACC estimates for AZB
and other payment processors and applied the mid-point of the range of estimates that it
derived, which was 95%48  Although wa have not been provided with the ESC's
calculations®?, we understand that one of the main differences between the approach
adopted by the ESC and that adopted by PWG is the methodology used to estimate AZB's
asset beta and hence, eguity bata, Whereas PWC estimated an asset beta for AZE based
on an average of AZB's asset beta and the asset bela for 2 range of comparable
companies, the ESC uzed A2B's actual equity beta without regard o any benchmark basad
on the assat bata of other firms that operate in the same indusiry. 48

It iz not clear why the ESC considers the astimation of A2B's WACC based on AZB's asset
beta alone to be appropriate for the purpose of estimating the WACC for AZE and other
payment processars, The uze of observed asset betas for a single firm far the purpose of
estimating that firm's WACC has been specifically rejected by other regulators in other
contexts. For example, in its recent Review of Auckland Intermational Airport's pricing
decisions and expected performance (July 2017 — Juns 2022), the New Zealand
Commerce Commission (NZCC) rejected Auckland Airports’ claim that the NZCC should
use ihe most recent estimates of Auckiand Airport’s observed asset beta to reflect the
impact of its forecast capital expenditure plan, and the increase in operating leverage {hat
this will infroduce over time.*® In response to this suggestion the NZGG noted: 5"

Althaugh Auchland Airport's observed assef bela is a ussful reference poird, we
consider fhat assef bele eslimales for a single company and over shorfer reference
periods are unreliable. Asset betas are aisy, and fhere is a significant risk of
eslimation error when focussing on the observed bata for an individual comparny.
For thiz raason, we have wsed a2 comparafor sample approach when determining
assel bela esfimalas in the s

The NZCC noted that its approach of establishing an asset beta based on a sample of
comparable firms {an approsch which it also applies in the context of telecommunications
regulation), has support from other economic consullancies. In parficular, in the context of
its WACC determination for Chorus' unbundled copper local Feop and unbundled bitstream

LI

47

48

43

a0

On 42 Juiy 2019 AZE asked the ESC o advise # of the rafionale and basis upon which the ESC astmated an
averags aquily baia far AZE of 0,82 and a preax WACC of 9.5. AZB also requesind that the ESC set ouf the
basls onwhich It considersd it reascnable to deviate fram the assumplions adopted by PWC in ils sssessment of
AZB's WAGC, The ESC responded that it used AZB Ausitraliz’s actusl equity beta rather than an average of
comparators, slthough proviged no basts for prefering this approach to that sdopted by ihe ESC.

Draft Decizion, p. 36,

AZB requestad thal the ESG provids s WACT caloulation on 28 July 2013, Ths has not yel been provided fo
AZB.

Emall from Jonzihan Roberts, Project Manager at the ESC 1o Addan Lucchese, Group Genarel Counsal and
Company Secretary of A28, dated 17 July 2075

MZC.C, Review of Auckland Intermationad Alrport's pricing decisions and sxpected performarnce (July 2017 - June
2022y, A181 — A1D4, pp. 138 — 141,

NECC, Raview of Auckland International Airpon's pricing decisions and expecled performance (July 2017 — June
2022}, MBS, pp 189,
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135.

136.

5.8,
137,

138

accass sarvices, the NZCC received submissions that emphasised the importance of using
a comparator sample when considering asset bela, rather than focussing on a single
company. For example, the NZCC roted: 51

CEG submitled that "bata is subjact to vary significant measurement error and can
changs materially over fima. This makes it prefarable to have regard fo asset befa
estimales from a farge sample of companies”,

PwC submilfed that “due fo the high level of esfimation emor around & single
compam's bela, the befa analysis shouwld always be bazed on a group of
comparabla firms, rathar than relying on direct observafions of the regulated firm's
ol beta”,

Frontier Economices submitfed that “regwialors rarefy rely on 8 single firm fo
estimate beta; rather, reguiators prefer to rely on 8 sample of firms fo minimize the
effeet of estimation arror from any single comparator influsncing the overall beta”.

Ahsent any strong rationale for adepting AZB's actual equity beta as opposed to the aquity
bata estimated by PWEC, | consider it appropriste to use the WACC estimates derived by
PWOC as &t 30 June 2018 for the purpose of estimating an appropriate return on capital for
A2B for the six month pariod endad 31 December 2018, For the purpose of my analysis |
have adopted the Vanilla Post-tax WACC that was the mid-point of the range of WACG
estimates derived by PWC assuming 15% gearing and have converted this to an Officer
Pre-tax WACC assuming:

a. Acompany tax rate of 30%; and
b, A gamma of 0,585,52

On this basis | estimate AZB's pre-tax WAGCC to be- Had | adopted PWC's mid-
peint Vanillz Post-fax WACC estimate assuming no gearing, the equivalent Officer pre-tax
WACC would have been [ 1 have taken a conservative approach and used the lower
of the two estimates, although note that given that the return on capital compeonent of AZB's
total costs is quite small, due to the low value of its asset base, doing so does nat have a
significant effect on the resuits on my analysis.

Tax expenses

AZE incurs income tax expenses as well as other tax costs, such as the cost of GST on
inputs related to the offer of Cabeharge card services.

Alihough the ESC applied 2 pre-fzx WACC when estimating A2B's returmn on capital, which
aveids the need o include income tax as & ssparate tem, it included in AZB's cost stack
an allpwance -::I_in ‘Tax and other costs’ on the basis that it was not provided
with information frem AZE separating income tax from other costs, ™ The ESC noted that
this amount was [ikely an overestimate of the reasonable costs of A2B for this cost
cateqory,

a1

52

53

NZOC, Review of Auckland Infernationad Airpori's pricing decisions and expactad parfcrmanca {July 2017 = June
20221, ATET, pp. 140.

This is the value of gamma applicd by Ihe Australian Energy Reguiator. See AER rate of Return |nstrument,
Decamizer 2018, para 27, o149,

See modal provided by the ESC In the spresdshest tiled “{C-18-15370) - 5 - A28 - Botiom Up Cost Assessment
- COMNFIDEMTIAL - 20100704 X1L5X", Tab A2B- BUC assezsment-WIG, call G4&.
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