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1. INTRODUCTION
1.1. Importance of this paper
This paper should be considered carefully by yoganisation for the following reasons:

- Developments in the Central Bank of Malta's rggayment services policy, coupled with
transposition of the Payment Services DirectivedP%nd implementation of the Single
Euro Payments Area (SEPA) will considerably charnige payment services market
landscape in Malta and will affect the businessesgsses of all enterprises which process
their own payments or the payments of others;

- The PSD will integrate payment systems in Européhst the euro area will become a
single currency area not only in respect of cash, diso in respect of other payment
instruments. This will facilitate import, exporttavel and virtually any cross border
transaction;

- Progress in the functioning of retail payment systenay lead to significant developments
in supply chain management, promises large coshgavo corporates, and necessitates
the reformulation or reassessment of the businessepses and competitive strategies of
organisations involved in retail payments servigevjsion;

- The Central Bark wishes to examine whether these developments reedhie re-
examination of the legislation in Malta that covérs cheque as an instrument of payment.
This would have significant implications for treagand credit management;

- The Single Payments Market (SPM) promises stromgfits for the Maltese economy. It
is in the interest of corporates to engage inhigess in order to identify opportunities or
challenges for their business;

- The Central Bank launches this consultation haviaogfixed ideas, in the interest of
seeking guidance from the market as to the mosoapiate course of action to take where
the Directive allows for discretion in implementati This consultative paper is therefore
an opportunity for your organisation to help shapés advantage the development of the
payment services market in Malta over the nextsiear

1.2. Aim

This paper seeks to initiate discussion and collethe views of stakeholders in light of Malta’s
implementation of the Payment Services Directive (D), which is to be completed by 1
November 2009, and inform the Central Bank’s futurepolicy initiatives in relation to retail
payment serviceslt seeks to clearly identify the legislative apis open to the Maltese legislator
with a view to correctly understanding the operaiamplications of the options and selecting the
regime most favourable to the Maltese economyghtlof the new realities to be created by a
Single Payments Market (SPM).

! Council Directive (EC) 2007/64 of 13 November 2@@7payment services in the internal market amending
Directives 97/7/EC, 2002/65/EC, 2005/60/EC and 208&C and repealing Directive 97/5/EC, http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2(819:0001:0036:EN:POH18/01/2008)

2 The terms ‘Central Bank of Malta’, ‘Central Bankida‘the Bank’ are used interchangeably within thisudoent,
save where context indicates otherwise.




As the euro was born without an SPM, cross-bordeicddebits are currently impossible, debit
cards are predominantly national in reach and tiselitle pan-European technical standardisation
in payments. Corporates active across borders dk ageindividuals exercising their free
movement rights are obliged to have bank accoumtgach country they operate in. Such
fragmentation is particularly untenable in a singlarency area such as the euro area. The
Payment Services Directive’s ultimate goal is tgiave competition in the EU by integrating
national payments markets and creating an SPM wheyoved economies of scale and efficient
resource allocation increase economic welfare addae the total cost of payment systems to the
economy. The PSD seeks to harmonise the law fobuheof non-cash payment instruments — in
particular credit transfers, debit and credit caatsd direct debits. With a common set of rules
applicable in the Union, it is intended to makessrborder payments as easy and efficient as
national transactions.

The Directive seeks to simultaneously enhance mtoduality and reduce costs by opening the
payments market to new entrants, including non-barstitutions. Further intensification of
competition will benefit consumers (lower pricegttbr quality), banks and payment service
providers (which will be better able to expand asroational borders), as well as various other
stakeholders (cheaper, better payments mean lowgts for business, more trade). The PSD is
also seen as the foundation for the Single Euroreays Area (SEPA), a self-regulatory initiative
by the banking industry to standardise, consolidete@ Europeanise payment infrastructures and
instruments, which was launched on 28 January 28688SPM in Europe, if achieved, promises
huge benefits for the European economy, estimayetthdd Commission at € 28 billion p.a. as of
itself?, with further savings of € 100 billion p.a. oncenks start to offer extended services that
will be made possible, including pan-European @icing and e-reconciliatidnoften termed “the
dream of most corporate treasurérdhe realisation of these goals will require sabgal bank
investment.

The PSD, while being a maximum harmonisation measat, does leave various options open
to the national legislator in its implementation Thus, transposition is not sufficient and the
creation of a coherent implementation policy andategy is essential. Furthermorée
implementation of the PSD forces a review of varios related matters in particular the
regulatory capacity of the Central Bank in relatibm payments systems, the regulation
underpinning retail payments systems which arewititin the scope of the PSD, and the relative
position of non-electronic payment instruments sagltash and cheques within the economy.

1.3. Consultation process

It is important to stress that this paper does notontain any fixed ideas.It casts the net as
wide as possible with the aim of generating maximasight in all areas, looking for feedback on
possible recommendations and suggested ways forward

¥ EUROPEANCOMMISSION, “Payment Services Directive: Frequently Asked Quoast, MEMO/07/152, 24 April

2007, at

{http://europa.eu/rapid/pressReleasesAction.do?referbtteRI O/07/152&format=HTML&aged=0&language=EN&

guiLanguage=én

* Consultative Document on SEPA Incentives, Europeamr@ission 2006, at

{http://ec.europa.eu/internal_market/payments/docskepa/2006_02_ 13 en.pdR5.03.07) (hereinafter

‘Incentives paper’), p.14.

® CAPGEMINI, ABN AMRO AND EFMA, World Payments Report 2006BN AMRO 2006, at

{ http://www.transactionbanking.abnamro.com/html/knalge220zone%20articles/articles_and_white papersiworl
payments 06.ht{(25.03.07), p.10.

® Meaning that Member States may not derogate frosupplement provisions unless expressly permitted itettie
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Nevertheless, this paper has been preceded byfisigmi preparatory work and coordination
between the actors involved in the process. Asthibority with responsibility for the regulation
and oversight of payment systémshe Central Bank is concerned with all issuesiteel to
wholesale and retail payment systems and instrisnéuat they cash, chartal or electronic. The
Central Bank is therefore steering this consultapoocess. However, as the PSD also creates a
new kind of financial institution and a corresporgiprudential and supervisory regime, the Malta
Financial Services Authority (MFSA) is closely inved. Furthermore, as the prime objective of
the PSD is to foster and enable competition omtheket, the Office for Fair Competition is also
highly concerned with the process. The Central Baask sought to work in close conjunction with
these actors, and their views have already beem tato account in the drafting of this paper.

The Central Bank is interested in grasping stalddrsl views on its development of payment
services policy and on all regulatory options witkiie PSD, as set out below. However, while it
seeks to ensure that the consultation process @pas and comprehensive as possible, it also
understands that many decisions in connection vhtith policy development and PSD
implementation, especially as far as concerns msatedated to prudential supervision, financial
stability, consumer protection and enforcementukhcemain the prerogative of market regulators
acting in the public interest. Therefore, espegiall relation to these matters, while the Central
Bank will endeavour to understand stakeholdersisgiedecisions in respect of the framework to
be applied will ultimately be coordinated by thelidae authorities concerned within a context of
best-practice-sharing with their European countéspa

The consultation process will last for nine weeksand submissions will be received until 31
March 2007. During this time, any queries arising may be d&ddo the Central Bank as per the
contact details provided in this document. Pleaste that any responses received by the Bank
could be made public unless a request otherwiseade and the Bank feels that the request is
justified.

Upon completion of the consultation process, théhaities involved shall produce legal
amendments as the outcome of the process shaiteegm opinion of the European Central Bank
shall be requested by any authority preparing &sltye provision, where required by Malta’s
obligations under European |Aw Draft texts shall be made available on the Geérank’s
website pending response by the European Centrat,Bdthough the bank offers no guarantees
that any views expressed at such a late stagde&iiaken into account. While much of the PSD’s
implementation may be carried into effect by sulasidlegislation or Central Bank Directives,
any necessary Bill to amend the Laws of Malta sbalplaced before Parliament in ample time for
it to be passed before November 2009, the PSDispiasition deadline. Once all implementing
measures have undergone legislative process, thdaraCeBank shall coordinate Malta’'s
notification obligations towards the European Cossiun. In light of the Commission's Better
Regulation initiative, correlation tables showirge tink between the provisions in the PSD and
national rules shall be created by all authorifesparing legislative provisions, and shall be
compiled by the Central Bank and made availabteégCommission.

" Central Bank of Malta Act, Cap. 204 of the LawsMilta, Article 36.

8 See Council Decision (EC) 98/415 of 29 June 1998ansultation of the ECB by national authoritiegareling
draft legislative provisions, [1998] O.J. L189/42.



2. VISION OF THE CENTRAL BANK OF MALTA
2.1 Vision of the Eurosystem in creating a Single Paynmés Market

While having its eye set on the national market entral Bank of Malta shares in the
Eurosystem’s vision for a pan-European SPM. lherefore interested and involved in both the
implementation of the PSD as well as in the ovétsand supervision of developments towards
SEPA.

The Eurosystem and the Central Bank of Malta belithat the essential aim of the PSDias
ensure that payments within the EU — in particularcredit transfers, direct debits and card
payments — become as easy, efficient and securedmsnestic payments are now within an
individual Member State by providing the legal foundations to make SEPAgilde. The PSD
will reinforce the rights and protection of all useof payment services, whether consumers,
retailers, large or small companies, or public aritles.

The PSD will greathyfacilitate the operational implementation of SEPA @yment instruments

by the banking industry, as well as their adoptignend-users, by harmonising the underlying
legal framework. This will provide the foundatiofs a single “domestic” euro payments market.
The PSD will alsaunderpin consumer protection, and enhance competin and innovation,

by establishing an appropriate prudential framewimik new entrants to the market for retail
payments. This shouldncourage technological progress and the realisatioof new product
opportunities, such as e-payments, e-invoicing and e-reconicifiatwhich can provide major
benefits to the wider economy.

Currently, divergent legal settings in the 27 mergiates not only introduce price rigidities and
unjustifiable differences into national payment vémes, but they also create significant
impediments for players who are interested in oftetheir services across member state borders.
The same holds for potential new entrants to thekebafor payment services — such as
supermarkets, telecommunications providers and othre-bank institutions.

Together, the PSD and SEPA should also mean that o longer be necessary for corporates
and individuals to hold a bank account in more thanone country within the euro area,as it

will be possible for payment transactions to be&#d or received across the euro area from one
bank account under domestic conditions, and therefiar corporate payment processing to be
centralised. The Eurosystem sees this as a pramonflir the euro area to become a true single
currency area.

2.2. Vision for the development of retail payment systesin Malta

The role of the Central Bank in relation to paymsygtems has traditionally largely been limited
to operational involvement in wholesale paymenteys, as well as payment systems oversight
especially where there is systemic importance. Tdles is set to evolve significantly, as emerging
responsibilities for the execution in Malta of tRerosystem’s priorities pertaining to payment
systems necessitate apdated role for the Central Bank

This need becomes more urgent in light of the rergsimplementation, and subsequent
enforcement, of the PSD, as well as in relatioroversight of the SEPA project. The Central
Bank, therefore, must increasingly be concernech Mlite regulation and oversight of retail
payment systems, services and instruments, withva o promoting a competitive, safe, effective
and efficient payment systems environment.

The Central Bank believes that a pan-European lplasling field leading to an SPM will, by
removing obstacles to cross-border service pravjsoable increased market competition in
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Malta, reduce technical inefficiencies and economicgeas well as allow for greater recourse to
scale, orienting market structures towards increasféciency, generation of consumer welfare
and consequently economic growth. Such developmemsvelcomed and pursued within the
national context, and remain the primary orientatbthe Central Bank in relation to the PSD and
SEPA. However, the national context requires thet@eBank to also focus on areas of particular
relevance to its tasks and responsibilities.

Implementation othe PSD will cause the updating of Malta’s regime relave to electronic

payment instruments and the creation of a single, clear and harmdniggime for those
instruments. Clearly, the Central Bank wishemsure correct and timely implementation of
the PSDin order for it to achieve its desired resultsMalta, to facilitate banks’ initiatives in
relation to SEPA and to ensure that Malta follolw®tigh on its European commitments.

However, the Central Bank believes that the adggsa@f the PSD may only be achieved in Malta
within the framework of a comprehensive retail paypmservices policy. This PSD requires
certain supporting or flanking measures in ordetrdoslate into maximum gain for the Maltese
economy. It will also have knock-on or indirectesffs which should be correctly foreseen and
analysed, while offering future possibilities whighould be utilised to full benefit.

The Central Bank believes that updating the laatie to those instruments which fall within the

ambit of the PSD is not necessarily sufficientohder to reach its objectives, the Central Bank
considers that improvement of the legal or openafioregimes underpinning other payment
instruments may also be desirable if current prom or practices do not provide the efficiency,

clarity, legal certainty or guarantees for free petition that are required of a modern operational
framework or regulatory regime.

Within this context and as a result of its incragsiocus on the regulation and oversight of retail
payment systems, services and instrumentsC#rgral Bank wishes to ensure that it has the
legislative and operational capacity it requires tobe an effective regulatoy with such
administrative powers as to safeguard its abilitysteer development and ensure competition.
Making certain that users of retail payment sewicave adequate possibilities for administrative
redress is also a priority for the Central BankmaArket landscape which is efficiently regulated,
ensures financial stability and provides legal aiaety will help market participants take well-
informed investment decisions, diminish risk angelep new product offerings in line with their
business objectives.

Within this contextthe Central Bank strongly believes in light-touch egulation where this is
possible The Central Bank notes that it is the market tlatbest equipped to develop
economically optimal outcomes, save in cases wimandet failures prevent it from doing so. For
this reason, it believes that it should not inter/vith regulation unless the existence of pensiste
and well-defined market failures (such as inforowdi problems, transaction costs, agency
problems, public or common-pool resources, defectights systems, externalities and market
power) necessitates regulatory intervention in otdeestore optimal market functioning. Save in
such cases, the Central Bank considers that mirregailation is best consistent with its objective
of increasing the competitivity of market participants based in or operating out of Malta and
attracting payments business to the country- be it in the form of retail service providers or
back-end support services to corporates, suchthg iform of payment factories.

The repositioning of certain payments instrumentsmay also offer very substantial benefits to

the economy. Whilst cash must be safely producadiec], counted, controlled, tracked, kept, and
disposed of, cheques are printed, issued, maiaeiwed, sorted, inputted, deposited, accounted
for, cleared and reconciled (each of these prosdssmg largely manual and costly), generating
costs for organisations handling these instrumanéach stage of their lifecycle. These high costs



account for a notable percentage of GDP and arebsnéhe Central Bank, commercial banks,
along with all organisations involved in cash oeghe processing. The latter often largely ignore
or take for granted these costs in considering therecessary business overhead.

Electronic payment instruments, however, can begesed at the push of a button and cleared
automatically, at a fraction of the cost. They aapable of point-to-point straight through
processing (STP), altogether eliminating intermdg@rocessing involving manual intervention,
and speeding up execution time. Furthermore, theyless susceptible to theft, fraud and abuse
and increasingly sport robust anti-fraud mechanigmsging from secure internet banking
authentication to chip and PIN technology for caféise-acceptance verification of funds means
that electronic payment instruments result in loweedit risk and costs for businesses and
organisations, especially as compared to chequeshwnay be returned to drawer. Finally, STP
instruments are susceptible to Electronic Bill Brement and Payment (EBPP), by which banks
enable businesses to fully integrate their accagntir business process software with internet
banking facilities, allowing for fully electroniavoicing, payment and reconciliation, along with
further large cost reductions.

These developments have increasingly made theaoosinefficiencies of cash and cheques more
apparent. At least six EU countries have alreadyspll out cheques altogether, while all seek to
reduce cheque usage and reduce the volume of casftulation. Nevertheless, the Central Bank
believes that current economic incentives in Mafli@y often encourage the use of less efficient
and less secure payment instruments. Snalket distortions must be progressively removed

or mitigated in order for consumers to be encouraged to switchotmore efficient and secure
instruments, including those made possible by tl&® Rind SEPA, and see and enjoy for
themselves the real savings and advantages thery 8ffowing consumers to choose on the basis
of efficiency will reduce the cost of payments, amtl result in greater social welfare generation
coupled with a reduction in dead-weight fodsr the economy. Such developments would
therefore foster economic growth.

2.3. Future orientations of the Central Bank’s vision

In the longer term, the Central Bank seeksntaintain, develop and oversee a regulatory
regime which encourages the stable and sustainabtievelopment of payments services in
Malta, while facilitating opportunities for competition, growth and innovation. It intends to
ensure that the entire landscape of retail paymsenegices is afforded a modern and effective
regulatory framework.

In doing so, it wishes to encourage the uselettronic payments instrumentsand facilitate
market participants’ obtention of higher STP ratesvishes to progressively reposition cash and
cheques and see increased use of more efficiensenwte payments instruments. While it does
not believe that it should dictate to customersr ttigoice of payment instruments, it does wish the
market to develop according to incentives whichuaréistorted and efficiency-inducing.

The Central Bank also intends to assert its rolgussantor that SEPA will be implemented
correctly and in a timely fashion, with envisionedoenefits in actual fact finding their way to
citizens While the Central Bank fully supports SEPA anll-segulation by banks as a first-best
option, and while it must be mentioned that sigaifit progress has been made by Maltese banks,
should the market encounter any substantial diffesiin implementing or realising the potential
gains of SEPA, or in making product offerings whaale at least of as high quality as current non-
SEPA offerings, or in obtaining satisfactory migwat rates to SEPA instruments, the Central

% This is further discussed in section 5.2.



Bank might find itself having to regulate in ordes make SEPA a reality for citizens.
Furthermore, while the Central Bank believes ttsbperational involvement in retail payments is
not currently justified, it would not hesitate tedmme operationally involved should it find that
this becomes necessary. The Central Bank is deeplyinced that developments are such that the
present traditional methods of processing and daieruetail customer's payments need to be
changed.

The PSD provides the required legislation to launclthe use of direct debits in Malta.The use
of this very efficient instrument could provide thasis for improved collection of money by retail
business, and would create the context to introduter-bank clearing services for such
instruments.

Finally, the Central Bank wishes to encourage theketing of value added services in addition to
core SEPA instruments, and believes that valueehdskrvices will form strong business
opportunities for service providers over the comyegrs. In particular, the Central Bank hopes to
see substantial development in relation to e-paymempayment, e-invoicing, and e-
reconciliation.

3. OVERVIEW OF THE SUBSTANTIVE PROVISIONS OF THE PSD
3.1.  Anew legal framework for payments®

The PSD has an impressively broad scope. It set®o@nact comprehensive rules for the bulk of
payment instruments, excluding cheques, which aneeotly used as an alternative to legal tender,
and applies to domestic and cross-border transectioeuro as well as in the currencies of other
Member States, while furthermore attempting to doos a technologically neutral basis. A
summary of the content of the more important opitsvisions is set out beldw

By introducing a single set of rules for paymeritee Directive seeks to foster competition
between players in an otherwise fragmented maalsetyell as by creating a regulatory regime for
payment institutions which are neither credit ingtdons nor electronic money institutions.

In introducing a single set of rules, it most ndyaakes provision for:

Information requirements: Before a payment service user is bound by a paysevice contract
or offer, the payment service provider is (withtaar exceptions) to fulfil certain information
requirements, including making available clear amtderstandable information on pricing
(breakdown of charges and exchange rates applied)naaximum execution time Certain
information is also to be provided to the payer aodhe payee after execution of payment
transactionS. A Member State may place the burden of proofther fulfilment of information
requirements upon on the payment service protider

1% For responses to frequently asked questions on thedeBEROPEANCOMMISSION, “Payment Services Directive:
Frequently Asked Questionsupranote 3.

" For a more detailed analysis of not the final batpgtoposed text of the Directive, refer RIESEMANNJ.,
“Proposal for a Directive on Payment Services inlthiernal Market, Overview and Initial Comments”, (&) 1
EUREDIA 15, and $EENNOTR., “Erroneous Execution of Payment Transactions aralthorised Use of Payment
Instruments: The Proposal for a Directive on Paymenti€es in the Internal Market”, (2006) 1 EUREDIA.69

12psp,supranote 1, Articles 36, 37, 41, 42 and 46.
13 |bid., Articles 38, 39, 47 and 48.
14 |bid., Article 33



Execution time: All payments falling within the scope of the P&e subject to a one business
day execution time, calculated from receipt of glament instructiol. However, parties may,
until 1 January 2012, agree upon a timeframe ofouthree days for payments initiated by the
payer and denominated in euro or another natiobatirency (even if these entail one currency
conversion between the euro and another curreang)up to four days for other intra-Community
payments (including card/direct debit transactionsich are initiated by the payee, and payments
which involve a currency conversion between two-saro currencies). Parties may increase
execution time by one day for paper-initiated teamti®ns, and Member States may decrease it for
purely domestic transactiofis

Liability for faulty execution : In case of non-execution, late or defective ekeouwf a payment
transaction, liability towards the payer rests wiik service provider. This liability results inlfu
responsibility for any failure by other partiestite payment chain up to the account of the payee
(without prejudice to the provider's ability to &eeedress from others). This liability does not
arise under abnormal and unforeseeable circumstandéit would not have arisen except for the
acts and omissions of the payee’s payment servimader (for whose selection solely the payee
is responsible), though with burden of proof onpiager’s service provid&r

Liability in case of misuse of a payment instrumentThis rests with the payment service user,
but is limited to € 150. However, this amount mayreduced by Member States and does not arise
for unauthorised payments occurring after the bser properly notified his/her payment service
provider. The payer is to bear all the losses authorised transactions if he incurred them either
by acting fraudulently, or by acting intentionally with gross negligence in failing to fulfil the
terms governing the issue of the payment instruroeni failing to notify the payment service
provider without undue delay in case of the lostheft of the instrumeht

The full amount rule: The full amount of a payment order is to be demtlito a beneficiary,
without deduction. The payee’s payment service ig@vmay levy separate fees if this has agreed
upon by the partiéd

Refunds/revocations The Directive also harmonises conditions wheralpayer may request and
obtain a refund in respect of payment transactioit&ted by or through a payee (e.g. direct
debitsf°, as well as by which a payer can (not) revoke yaneat order received by his payment
service providéer.

These are but a few of the rules set out withinRB®; a detailed reading is strongly suggested.

3.2. A new financial institution: The payment institution

Along with a single regime as described above P88 also introduces the regulatory recognition
of a new kind of financial institution, the ‘paynteimstitution’, together with a corresponding
prudential and supervisory regime.

The Directive broadly caters for the authorisatbthree different types of payment institutions:

15 |bid., Articles 64, 69.
18 bid., Articles 68, 69.
7 |bid., Articles 60, 75.
18 |bid., Article 61.
% bid., Article 67.
2 |bid., Article 62.
2 |bid., Article 66.
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- money remitters,
- mobile telecom operators carrying out payment @atigns, and

- full-range payment service providers (e.g. credinsfers, direct debits, card payments)
including credit related to the payment.

In order for it to be authorised, a payment insitiu is to satisfy a variety of qualitative and
guantitative requirements.

Qualitative requirements “include, but are not tedi to, sound administrative, risk management
and accounting procedures, proper internal comexthanisms, directors and managers that are of
good repute and possess appropriate knowledge xqeatience, as well as shareholders that are
suitable ta2|<2ing into account the need to ensuresttumd and prudent management of a payment
institution™,

Quantitative requirements, on the other hand, eetatthe provision of adequate capital. The
institution is to maintain capital as least equaltite higher of the initial or ongoing capital
requirements.

Initial capital requirements are of € 20,000 (momesnitters), € 50,000 (mobile payments) or €
125,000 (full-range payment service providers idolg any credit). Ongoing capital
requirements, on the other hand, are calculatetherbasis of either (at the supervisory body’s
choice, in line with Member States legislation) 16%6ixed overheads, or a digressive percentage
(from 4% to 0.25%) of the amount of monthly paymémnsactions in previous year, or a
digressive percentage (from 10% to 1.5%) of the safmnterest income, interest expenses,
commissions and fees, and other operating incométipMers of 0.5 and 0.8 apply to money
remitters and payment transactions carried out lkgbile telecom operators respectively.
Furthermore, national competent authorities mayreiase or reduce the ongoing capital
requirement by 20% (whatever the method chosem®basis of the quality of risk management.

In addition, where credit is granted by the ingiin, the supervisory authorities are to be satisfi
with the amount of own funds of the payment insiito in light of the amount of credit provided.
Any credit granted is to be strictly ancillary teetexecution of a payment transaction, and is to be
provided exclusively from own funds of the institut or from monies raised on capital markets.

4, REGULATORY OPTIONS IN THE IMPLEMENTATION OF THE PSDAND QUESTIONS FOR
DISCUSSION

Note: In this section, comments in square brackets ) §fe at times used within quotes from the directi<iadly
note that such comments do not form part of the Direaivd are used here for clarification / readability puspe
only.

4.1. Introduction

This section sets out to clearly identify the opsi@pen to the Maltese legislator within the PSD. |
explains each of the options, usually quoting #lewant provisions of the PSD. However, for the
various options to be properly understood, thisiseshould be read in conjunction with the PSD
itself as a whole.

22 EUROPEANCOMMISSION, “Payment Services Directive: Frequently Asked Qioms”, supranote 3.
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4.2. PSD: Title | — Subject-matter, scope and definitios

4.2.1 Exempted institutions

Some institutions may be exempted from the scoplkeoDirective:

Article 2 — Scope, paragraph 3:

3. Member States may waive the application of appant of the provisions of this Directive to the
institutions referred to in Article 2 of Directive 2008/EC, with the exception of those referred to
in the first and second indent of that article.

Article 2 of Directive 2006/48/EC of 14 June 20@8ating to the taking up and pursuit of the
business of credit institutions (recast) refercéotain institutions in the Member States which
have a particular state-assigned purpose or fundbther than the Central Bank of Malta, no such
Maltese institution is included. Therefore, whileetCentral Bank of Malta is automatically
authorised to act as a payment service profidéris up to the Maltese legislator to determtine
extent to which the provisions of the PSD applyhi® services it offers to the Government or other
persons.

However, the regime to be applied in respect ofdhetral Bank of Malta should be determined in
light of its responsibilities, tasks and functiomshin the European System of Central Banks, and
in coordination with its other National Central Barand the European Central Bank. Other than
in this regard, this option is not relevant to Maltese legislator.

4.3. PSD: Title Il - Payment service providers

4.3.1 Waiver of ongoing capital requirements for subgiigis

The Maltese legislator may choose to exclude sidrgicompanies fulfilling certain conditions
from ongoing capital requirements:

Article 7 — Own funds, paragraph 3:

3. If the conditions laid down in Article 69 of Diterze 2006/48/EC are met, Member States or
their competent authorities may choose not to apptycl& 8 of this Directive to payment
institutions which are included in the consolidategheswision of the parent credit institution
pursuant to Directive 2006/48/EC.

The conditions laid down in Article 69 of Directi@906/48/EC of 14 June 2006 relating to the
taking up and pursuit of the business of credititun$ons (recast) are:

() there is no current or foreseen material practicalegdl impediment to the prompt transfer of
own funds or repayment of liabilities by its parent emaking;

(b) either the parent undertaking satisfies the commesuthority regarding the prudent
management of the subsidiary and has declared, witbdhsent of the competent authority, that
it guarantees the commitments entered into by the sabsidr the risks in the subsidiary are of
negligible interest;

(c) the risk evaluation, measurement and control piaces of the parent undertaking cover the
subsidiary; and

(d) the parent undertaking holds more than 50 % efwubting rights attaching to shares in the
capital of the subsidiary and/or has the right to app@nremove a majority of the members of

% psD,supranote 1, Article 1 read in conjunction with Artic®.
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the management body of the subsidiary described iolédt1.

Article 8 relates to the minimum ongoing capitatjugements of payment institutions, and is
described in further detail under the following stld.

Questions for discussion

Q1. Inyour view, should the Maltese legislator aveself of this option? Why (not)?

4.3.2 Method used for the calculation of on-going capital

Payment institutions are to hold own funds equiviate the higher of initial or on-going capital
requirements. However, the PSD allows for the use of differergthods in calculating ongoing
capital requirements. The Maltese legislator magsgribe that calculations should always be
made according to one of the methods, or may ditovthe use of more than one option, with the
competent authority choosing the one method aggda casuat its discretion.

The methods applicable are the following:

Article 8 — Calculation of own funds

[...]

Method A

The payment institution's own funds shall amounttteast 10 % of its fixed overheads of the
preceding year. The competent authorities may adjatrequirement in the event of a material
change in a payment institution's business since the girecgear. Where a payment institution
has not completed a full year's business at the datkeotalculation, the requirement shall be
that its own funds amount to at least 10 % of the comeding fixed overheads as projected in its
business plan, unless an adjustment to that plan ismedjbly the competent authorities.

Method B

The payment institution's own funds shall amount tteast the sum of the following elements
multiplied by the scaling factor k defined in paragnay where payment volume (PV) represents
one twelfth of the total amount of payment transast executed by the payment institution in the
preceding year:

(a) 4,0 % of the slice of PV up to EUR 5 millioryspl

(b) 2,5 % of the slice of PV above EUR 5 milliontagUR 10 million, plus

(c) 1 % of the slice of PV above EUR 10 milliont@iEUR 100 million, plus
(d) 0,5 % of the slice of PV above EUR 100 milliprtarEUR 250 miillion, plus
(e) 0,25 % of the slice of PV above EUR 250 million.

Method C

The payment institution's own funds shall amount teast the relevant indicator defined in point
(a), multiplied by the multiplication factor defin@d point (b) and by the scaling factor k defined
in paragraph 2.

(a) The relevant indicator is the sum of the following:

— interest income,

— interest expenses,

— commissions and fees received, and
— other operating income.

Each element shall be included in the sum with itsitipe or negative sign. Income from
extraordinary or irregular items may not be used in tladcwlation of the relevant indicator.
Expenditure on the outsourcing of services rendered byl farties may reduce the relevant
indicator if the expenditure is incurred from an und&itg subject to supervision under this

24pgD, supra note 1, Article 7(1).

13



Directive. The relevant indicator is calculated on thesis of the twelve-monthly observation at
the end of the previous financial year. The relevadiciator shall be calculated over the previous
financial year. Nevertheless own funds calculated atingrto Method C shall not fall below 80

% of the average of the previous three financial yéarghe relevant indicator. When audited

figures are not available, business estimates may be used.

(b) The multiplication factor shall be:

(i) 10 % of the slice of the relevant indicator ugadR 2,5 million;

(i) 8 % of the slice of the relevant indicator froE 2,5 million up to EUR 5 million;
(iii) 6 % of the slice of the relevant indicator frd8UR 5 million up to EUR 25 million;
(iv) 3 % of the slice of the relevant indicator frordfE 25 million up to 50 million;

(V) 1,5 % above EUR 50 million.

Methods B and C are subject to a scaling factautaled as follows:

Article 8 — Calculation of own funds, paragraph 2:
2. The scaling factor k to be used in Methods B andal Isé:

(a) 0,5 where the payment institution provides ongy/pghyment service listed in point 6
of the Annex [money remittance];

(b) 0,8 where the payment institution provides thgnpent service listed in point 7 of the
Annex [e- & m-payments];

(c) 1 where the payment institution provides anyhefgayment services listed in points 1
to 5 of the Annex.

One should note that, whichever of the methods ertnothe competent authority will be able to
choose to vary the amount of minimum on-going ey +/- 20% on the basis of “an evaluation
of the risk-management processes, risk loss data bad internal control mechanisms of the
payment institution?™.

Questions for discussion

Q2. Would any of the methods create operational orrafiféculties for your organisation?

Q3. Do you have any other comments, concerns or stiggesn relation to the above?

4.3.3 Commingling of funds

The Maltese legislator must provide for a regimat ttafeguards funds received from payment
users and funds received for the execution of paysneansactions from commingling with other
funds. It may do so either by requiring operatiosaparation (separate accounts) plus legal
insulation against the claims of other creditorsdbgrrequiring an insurance policy or guarantee
that covers such funds, payable in the case ofesoy. The legislator may provide for only one
of these two methods, or may provide for both,vailhy either the competent authority or the
financial institution itself to choose which methimdapply:

Article 9 — Safeguarding requirements, paragraph 1

1. The Member States or competent authorities shallire a payment institution which provides
any of the payment services listed in the Annex artieatame time, is engaged in other business
activities referred to in Article 16(1)(c) to safegudiechds which have been received from the
payment service users or through another payment servisgdpr for the execution of payment
transactions, as follows:

Either:

% psD, supra note 1, Article 8(3).
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(a) they shall not be commingled at any time whii funds of any natural or legal person other
than payment service users on whose behalf the funds lararid where they are still held by
the payment institution and not yet delivered to plagee or transferred to another payment
service provider by the end of the business day folpilie day when the funds have been
received, they shall be deposited in a separate acdénuntredit institution or invested in secure,
liquid low-risk assets as defined by the competent atigtsof the home Member State; and

(b) they shall be insulated in accordance with nagiolaw in the interest of the payment service
users against the claims of other creditors of the payineatitution, in particular in the event of
insolvency;

or

(c) they shall be covered by an insurance policy anes@ther comparable guarantee from an
insurance company or a credit institution, which doed belong to the same group as the
payment institution itself, for an amount equivalenthat which would have been segregated in
the absence of the insurance policy or other comparghkrantee, payable in the event that the
payment institution is unable to meet its financidlgaiions.

However, where funds are received from a clientcWwhnay be used either for future payment
transactions or for other business services, aisduihknown how the client will use the funds, the
Maltese legislator may chose to either requireggaeding of all the funds received, or solely of a
representative portion calculated on the basisstbfical data:

Article 9 — Safeguarding requirements, paragraph 2

2. Where a payment institution is required to safegdiandls under paragraph 1 and a portion of
those funds is to be used for future payment transetioth the remaining amount to be used for
non-payment services, that portion of the funds tades for future payment transactions shall
also be subject to the requirements under paragraph Er&hat portion is variable or unknown
in advance, Member States may allow payment institsitio apply this paragraph on the basis of
a representative portion assumed to be used for payreeritas provided such a representative
portion can be reasonably estimated on the basis of rldatodata to the satisfaction of the
competent authorities.

The Maltese legislator may require the safeguardinignds even when the financial institution is
not engaged in business activities other than payservices:

Article 9 — Safeguarding requirements, paragraph 3

3. The Member States or competent authorities may rethatepayment institutions which are
not engaged in other business activities referred tortitld 16(1)(c) shall also comply with the
safeguarding requirements under paragraph 1 of this Atrticle.

The Maltese legislator may require safeguarding ofhthe funds of clients which exceed € 600:
Article 9 — Safeguarding requirements, paragraph 4

4. The Member States or competent authorities may iatéosuch safeguarding requirements to
funds of those payment service users whose funds irallyigdceed a threshold of EUR 600.

Questions for discussion

Q4. Are any of the two methods provided for in Arti€lgl) easier to operate? Why?

Q5. Do either of the two methods provided for in Arti@(1) provide for better security for
clients? Why?

Q6. In your view, who should choose which method tolgppthe legislator prescriptively

(legal certainty), the competent authority (adagitgband control) or the financial
institution itself (flexibility)? Why?
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Q7. Where funds are received for future transactionarouinknown nature, are there any
substantial risks or benefits that may materidigeallowing for the safeguarding of a
representative portion based on historical data?

Q8. Do you agree that safeguarding of funds should bBsaequired when the payment
institution only carries out payments business? Why

Q9. Should the Maltese legislator only require the ga&eding of clients’ funds exceeding
€600? Why? Always or at the discretion of the corapeauthority? Why?

4.3.4 Designation of competent authorities (authorisatzom prudential supervision)

Article 20 — Designation of competent authorities

1. Member States shall designate as the competent aighaiesponsible for the authorisation
and prudential supervision of payment institutions Wwtdce to carry out the duties provided for
under this Title either public authorities, or bodies aguised by national law or by public
authorities expressly empowered for that purpose by reltitaw, including national central
banks.

The competent authorities shall guarantee independdrm® economic bodies and avoid
conflicts of interest. Without prejudice to the first pakagraph, payment institutions, credit
institutions, electronic money institutions, or postcefgiro institutions shall not be designated as
competent authorities.

The Member States shall inform the Commission accdyding

2. Member States shall ensure that the competenbatitls designated under paragraph 1
possess all the powers necessary for the performance oflthiss.

While the Eurosystem (as of 1 January 2008) ancCtreral Bank of Malta are responsible for the
regulation and supervision of payments systems mltdy/l the authority responsible for the
authorisation and prudential supervision of paymestitutions in Malta need not be the Central
Bank. As the MFSA currently is responsible for thehorisation and prudential supervision of all
credit, financial and investment services institng, it is envisioned that such responsibility for
payment institutions will also be vested in the MESvithin the framework provided for in the
Financial Institutions A&F.

However, in terms of Article 10(2) of the PSD, ttempetent authority may be required to, or may
be allowed the discretion to, consult with the CalrBank before an authorisation is granted.

4.3.5 Derogation from authorisation/supervision requirertgeefor small payment service
providers

The Maltese legislator may prescribe that smallhpeayt services providers (monthly transactions
of less than € 3 million) are not subject to théhatisation and prudential supervision regime,
certain criteria within the PSD being fulfilled. Attional criteria set out by the Maltese legislator
for exclusion may also be required. The legislat@y also decide to allow discretion in this
regard to the competent authority. Furthermoreh sxcluded institutions may be disallowed from
carrying out certain services other than paymemiwices (services ancillary, operation of
payments systems, and other business activities):

Article 26 — Conditions

% Cap. 376 of the Laws of Mata.
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1. Notwithstanding Article 13, Member States maywwair allow their competent authorities to

waive the application of all or part of the procedwand conditions set out in Sections 1 to 3, with
the exception of Articles 20, 22, 23 and 24 [dedsigmaof competent authority, professional

secrecy obligations of the competent authorities, righjudicial review against decisions taken

by the competent authorities, exchange of informalip the competent authorities], and allow

natural or legal persons to be entered in the registerjoked for in Article 13, where:

(a) the average of the preceding twelve months' etadunt of payment transactions executed by
the person concerned, including any agent for whichssumes full responsibility, does not
exceed EUR 3 million per month. That requirementl| dba assessed on the projected total
amount of payment transactions in its business plaesaran adjustment to that plan is required
by the competent authorities; and

(b) none of the natural persons responsible for the mement or operation of the business has
been convicted of offences relating to money laundesmterrorist financing or other financial
crimes.

2. Any natural or legal person registered in accordaméth paragraph 1 shall be required to
have its head office or place of residence in the MerSkete in which it actually carries on its
business.

3. The persons referred to in paragraph 1 shall be treagdayment institutions, save that
Article 10(9) and Article 25 [both related to passpodi shall not apply to them.

4. Member States may also provide that any naturalgallperson registered in accordance with
paragraph 1 may engage only in certain activitiested in Article 16 [services ancillary,
operation of payments systems, other business activities]

5. The persons referred to in paragraph 1 shall notifyy tompetent authorities of any change in
their situation which is relevant to the conditions sfied in that paragraph. Member States shall
take the necessary steps to ensure that where thetiomsdset out in paragraphs 1, 2 and 4 are
no longer fulfilled, the persons concerned shall seakaisation within 30 calendar days in
accordance with the procedure laid down in Article 10

6. This Article shall not be applied in respect of yisions of Directive 2005/60/EC [on the
prevention of money laundering and terrorist financing] national anti-money-laundering
provisions.

Questions for discussion

Q10. In your view, are there any reasons why small serproviders should / should not be
excluded as above? Would any such exclusion be @msunate with the risks faced by
such providers and their customers in the coursleedf business?

Q11. In your view, should such exclusion be dependen&mon criteria additional to those in
the PSD?

Q12.In your view, should such exclusion opera®e lege or at the discretion of the
competent authority / according to preset critegguiring verification by the competent
authority?

Q13. If such preset criteria are used to establishreotar threshold lower than € 3 million, in
your view, what would be a reasonable thresholémiwe size of the Maltese market?

Q14. In your view, should small service providers beleded from providing ancillary
services, operating payments systems, or from icayigut business activities other than
payment services? Why?
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4.4, PSD: Title Ill — Transparency of conditions and information requirements for
payment services

4.4.1 Consumer protection and micro enterprises

The PSD provides for certain consumer protectidaesravhich may not be derogated from by
contract, but allows agreement otherwise betwedargses (any entity engaged in economic
activity irrespective of legal form, i.e. even stidaders) and organisations. The rules relate to
information requirements, charges for informatiod ¢he burden of proof in establishing that such
requirements have been carried out, as applicablsirtgle payment transactions, framework
contracts and the payment transactions covereldrg.t

However, the Maltese legislator may decide thatronienterprises (enterprises which employ
fewer than 10 persons and whose annual turnovefoamdinual balance sheet total does not
exceed EUR 2 milliofl) are to also fall under the regime applicablednsumers:

Article 30 — Scope, paragraph 2
2. Member States may provide that provisions in thie 3hall be applied to micro enterprises in
the same way as to consumers.

Questions for discussion

Q15. What are the perceived advantages/disadvantages ajpplicability of consumer rules
to micro enterprises?

Q16. Could the inclusion of micro enterprises as desctibreate any operational difficulties
for payment institutions or for the micro enterpaghemselves?

4.4.2 Burden of proof on information requirements

While burden of proof usually rests with the paatheging a fact, there is a relative difficulty for
consumers to prove that they have not receivednmdton. This has resulted in an option for the
Maltese legislator to prescribe that the burderpraiof relating to the fulfilment of a payment
service provider’s information requirements is placipon the payment service provider itself:

Article 33 — Burden of proof on information requirements
Member States may stipulate that the burden of preaalf B& with the payment service provider
to prove that it has complied with the informationuggments set out in this Title.

Questions for discussion

Q17. Would there be any difficulty for service providdcsdischarge this burden of proof?
How does this relate to any difficulties that maydxperienced by consumers?

4.4.3 Derogation from information requirements for lowkva payment instruments and
electronic money

The PSD allows for derogation from information riggments for payment instruments governed
by a framework contract, which according to sucht@ct concern only payment transactions not

2 See Commission Recommendation 2003/361/EC of 6 M@g 26ncerning the definition of micro, small and
medium-sized enterprises, [2003] O.J. L124/36-41.
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exceeding € 30 or which have a spending limit @58 or store funds which do not exceed € 150
at any timé®. In such cases, simplified requirements apply.

The Maltese legislator may vary the above amoumtsdbmestic transactions only. Any of the
amounts may be reduced or doubled. The amountsatsaybe increased to € 500 for prepaid
payment instruments:

Article 34 — Derogation from information requirements fow-value payment instruments and
electronic money, paragraph 2

2. For national payment transactions, Member Stateseir tompetent authorities may reduce
or double the amounts referred to in paragraph 1. For pig@gsyment instruments, Member
States may increase those amounts up to EUR 500.

Questions for discussion

Q18. Should this option be exercised, or would it be enoeneficial to apply a single regime
to local and cross-border transactions indiscriteily Why?

Q19. What other factors come to mind in relation to miation requirements for prepaid
instruments?

4.4.4 Termination of framework contracts

Article 45 of the PSD governs the termination afnfiework contracts, and allows for the legislator
to set up grounds or conditions for termination eni@vourable to payments service users:

Article 45 — Termination
1. The payment service user may terminate the framewatkact at any time, unless the parties
have agreed on a period of notice. Such a period moagxceed one month.

2. Termination of a framework contract concluded foixad period exceeding 12 months or for
an indefinite period shall be free of charge for theyment service user after the expiry of 12
months. In all other cases charges for the terminationl flgahppropriate and in line with costs.

3. If agreed in the framework contract, the paynmssvice provider may terminate a framework
contract concluded for an indefinite period by giyiat least two months' notice in the same way
as provided for in Article 41(2).

4. Charges for payment services levied on a regulaststsll be payable by the payment service
user only proportionally up to the termination of thentract. If such charges are paid in
advance, they shall be reimbursed proportionally.

5. The provisions of this Article are without prejudioehe Member States' laws and regulations
governing the rights of the parties to declare the #amrk contract unenforceable or void.

6. Member States may provide more favourable provis@mrzayment service users.

Questions for discussion

Q20. If applicable, what is the current practice in youganisation in relation to termination
of framework contracts?

Q21. What further grounds or conditions do you believaild facilitate or encourage the safe
use of payment services? Are any further conditimtessary for the safety or peace of
mind of users?

2 pgD, supra note 1, Article 34(1); see also recitals 28.
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Q22. Are there grounds to differentiate between framéwoontracts relative to different
payment instruments, for example for reasons oflipuibnfidence in a particular
product or due to the design of the product itself?

4.4.5 Information for the payer on individual paymentrisactions

On execution of an individual payment transactibe, payment service provider is to provide the
payer with the information prescribed in the dineet The Maltese legislator may further impose
that certain information is to be provided freecbfirge on paper on a monthly basis:

Article 47 — Information for the payer on individualymaent transactions

1. After the amount of an individual payment tranisscts debited from the payer's account or,
where the payer does not use a payment account, taereceipt of the payment order, the
payer's payment service provider shall provide theepayithout undue delay in the same way as
laid down in Article 41(1) with the following inforrian:

(a) a reference enabling the payer to identify eaelynpent transaction and, where
appropriate, information relating to the payee;

(b) the amount of the payment transaction in theercy in which the payer's payment
account is debited or in the currency used for the gagrarder;

(c) the amount of any charges for the payment traimacnd, where applicable, a
breakdown thereof, or the interest payable by the payer;

(d) where applicable, the exchange rate used in thanent transaction by the payer's
payment service provider, and the amount of the palymnansaction after that
currency conversion; and

(e) the debit value date or the date of receipt efgthyment order.

2. A framework contract may include a condition tthegt information referred to in paragraph 1
is to be provided or made available periodically eadeonce a month and in an agreed manner
which allows the payer to store and reproduce infornmatinchanged.

3. However, Member States may require payment serviogdpre to provide information on
paper once a month free of charge.

Questions for discussion

Q23.1s there any reason that justifies the impositidnsach a monthly paper-based
information requirement? If yes, what kind of infaation should be included?

Q24. How useful would such a measure be to paymentcsensgers? How costly would this
be to payment service providers?

Q25. Is there reason to exercise the option in paragBaptowever only following a request
to that effect by a payment service user?

4.4.6 Information for the payee on individual paymenngactions

Article 48 establishes similar information requilams to Article 47, though here in respect of
payees. The option allowed to the Maltese legisliatadentical to that described in the preceding
section:

Article 48 - Information for the payee on individyelyment transactions

1. After the execution of an individual payment teanti®n, the payee's payment service provider
shall provide the payee without undue delay in theesay as laid down in Article 41(1) with the
following information:
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(a) the reference enabling the payee to identify ghgment transaction and, where
appropriate, the payer, and any information transferr@dth the payment
transaction;

(b) the amount of the payment transaction in the cayen which the payee's payment
account is credited;

(c) the amount of any charges for the payment traimaand, where applicable, a
breakdown thereof, or the interest payable by the payee

(d) where applicable, the exchange rate used in theneat transaction by the payee's
payment service provider, and the amount of the paymnansaction before that
currency conversion; and

(e) the credit value date.

2. A framework contract may include a condition tthegt information referred to in paragraph 1
is to be provided or made available periodically @deonce a month and in an agreed manner
which allows the payee to store and reproduce informatimchanged.

3. However, Member States may require payment serviogdpre to provide information on
paper once a month free of charge.

Questions for discussion

Q26.1s there any reason that justifies the impositidnsach a monthly paper-based
information requirement? If yes, what kind of infaation should be included?

Q27. How useful would such a measure be to paymentcsensgers? How costly would this
be to payment service providers?

Q28. Is there reason to exercise the option in paragBaptowever only following a request
to that effect by a payment service user?

4.5. PSD: Title IV — Rights and obligations in relationto the provision and use of
payment services

4.5.1 Out-of-court redress procedure for enterprises anganisations

As discussed above (in section 4.4.1), varioussringhe PSD relating to consumer protection are
subject to agreement otherwise by the parties ih lzwe enterprises or organisations. As also
discussed under that section, the Maltese legistatty prescribe that micro enterprises are to be
treated as consumers. While an out-of-court redpessedure (see section 4.6 below) is to be
made available to consumers, doing so for users avboenterprises or organisations is at the
option of the legislator:

Article 51 - Scope

1. Where the payment service user is not a consumegatties may agree that Article 52(1), the
second subparagraph of Article 54(2), and Articles &B, 62, 63, 66 and 75 shall not apply in
whole or in part. The parties may also agree on a tpagod different from that laid down in
Article 58.

2. Member States may provide that Article 83 [out-of«€ redress] does not apply where the
payment service user is not a consumer.

3. Member States may provide that provisions in thle &re applied to micro enterprises in the
same way as to consumers.

[.]

It is envisioned that micro enterprises will beatesl under this article in the same way as
determined by the outcome of questions under sedtib.1 above.
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Questions for discussion

Q29.1s there any reason not to offer out-of-court redrealso to enterprises and
organisations?

4.5.2 Payment of charges applicable

The PSD establishes that each party to a paymansaction that does not include a currency

conversion is to pay the charges of their own paynservices provider (also known as ‘shared

charges’ or ‘'SHARE’). This encourages the use &itieht payment instruments and encourages
the choice of the most efficient service providgrdach party. Sharing of charges has also been
shown to facilitate straight through processing ¥ TThe mandated sharing of charges does not
affect the ability of payment service providerslegy a zero charge on the payer and/or payee,
should they choose to do so.

However, the PSD does also give the right to thgepao request a charge from, or offer a
reduction to, the payer in respect of the usegi¥an payment instrument.

The exercise of this right also has the potentigdromote the use of more efficient instruments, as
it allows payees to charge for the use of instrusrhich are less efficient and/or cause them to
incur extra expenses. Payees may also choose &mddhe use of certain instruments by means of
a reduction in the amount to be paid, presumablgrevthe use of a particular instrument results in
lower costs or other benefits for the payee.

Nevertheless, this right may also be misused andle@ to abusive pricing practices or pricing
which does not encourage the efficient use of umsénts. For this reason, the national legislator is
offered a corrective mechanism whereby the right bealimited or altogether forbidden.

Article 52 — Charges applicable, paragraphs 2 and 3

[...]

2. Where a payment transaction does not involve amgmcy conversion, Member States shall
require that the payee pays the charges levied bydyimpnt service provider, and the payer pays
the charges levied by his payment service provider.

3. The payment service provider shall not prevent thegdsom requesting from the payer a
charge or from offering him a reduction for the use afigen payment instrument. However,
Member States may forbid or limit the right to requesirges taking into account the need to
encourage competition and promote the use of effip@yment instruments.

Questions for discussion

Q30. Is there any reason why the Maltese legislator lsh@ui the time of transposition, limit
or forbid the right discussed above?

Q31. If at all, what limitations would be appropriate?

Q32. Could the exercise of the right by payees causeopryational difficulties for payment
service providers or make it harder to achieve SHB® difficult would it be for the
market to overcome such difficulties?

4.5.3 Derogation from certain rules for low value paymargtruments and electronic money

Section 4.4.3 above discussed the exclusion ofvalue payments and electronic money from
many of the information requirements within the P®ticle 53 is structured similarly and allows
for derogation for low value payments and elecocomoney in respect of the rules relating to
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unauthorised use, notification of a lost paymerstriment, authentication and authorisation,
notification of refusal of execution, revocatiordagxecution time.

The derogation, like that discussed in section34dbove, applies to payment instruments
governed by a framework contract, which, accordiagsuch contract, concern only payment
transactions not exceeding € 30, or which haveeadipg limit of € 150, or store funds which do

not exceed € 150 at any time. Again, the Malteggslator may vary the above amounts for
domestic transactions only. Any of the amounts meayreduced or doubled. The amounts may
also be increased to € 500 for prepaid paymentumsnts.

Rules on liability for unauthorised transactionsocahpply to electronic money, except where the
payer's payment service provider does not havealtiigy to freeze the payment account or block
the payment instrument. However, this last exceptiay be limited to apply only to payment
accounts or payment instruments of a certain value.

Article 53 — Derogation for low value payment instrumseand electronic money

1. In the case of payment instruments which accortirthe framework contract, solely concern
individual payment transactions not exceeding EURB®hich either have a spending limit of

EUR 150 or store funds which do not exceed EUR 153@wtime payment service providers may
agree with their payment service users that:

(a) Article 56(1)(b) and Article 57(1)(c) and (d) all as Article 61(4) and (5) do not
apply if the payment instrument does not allow itscking or prevention of its
further use;

(b) Articles 59, 60 and Article 61(1) and (2) do riply if the payment instrument is
used anonymously or the payment service provider is natposition for other
reasons which are intrinsic to the payment instrumenprtove that a payment
transaction was authorised;

(c) by way of derogation from Article 65(1), the payservice provider is not required
to notify the payment service user of the refusal of yaneat order, if the non-
execution is apparent from the context;

(d) by way of derogation from Article 66, the payexynmot revoke the payment order
after transmitting the payment order or giving his canise execute the payment
transaction to the payee;

(e) by way of derogation from Articles 69 and 70, otisacution periods apply.

2. For national payment transactions, Member Stateseir tompetent authorities may reduce

or double the amounts referred to in paragraph 1. Thay mcrease them for prepaid payment
instruments up to EUR 500.

3. Articles 60 [provider's liability for unauthorisedansactions] and 61 [payer’s liability for
unauthorised transactions] shall apply also to elentc money within the meaning of Article
1(3)(b) of Directive 2000/46/EC [of 18 September 200Qhe taking up, pursuit of and prudential
supervision of the business of electronic money itistits], except where the payer's payment
service provider does not have the ability to freezeptdngment account or block the payment
instrument. Member States may limit that derogatiopaigment accounts or payment instruments
of a certain value.

The exercise of options under this Article is lidke the exercise of options discussed in section
4.4.3 above. Note that paragraph 1 of this arésleof itself contains no options for the national
legislator.

Questions for discussion

Q33. Should the option in paragraph 2 be exercised, auldvit be easier to apply a single
regime to local and cross-border transactions aniaiisnately? Why?

2 See PSD, supra note 1, recital 30.
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Q34. Is there any reason for the Maltese legislatoiniit the exception/derogation found in
paragraph 3?

Q35. What advantages or challenges can be envisagethiion to the exercise or otherwise
of options under this Article?

4.5.4 Payer’s liability for unauthorised payment transacis

The maximum liability of a payment service user dioauthorised transactions is of € 150, subject
to certain conditions as described below. Such atmay be reduced in the user’s favour by the
Maltese legislator.

Article 61

Payer's liability for unauthorised payment transacton

1. By way of derogation from Article 60 [service prov&lshall immediately restore the amount
of unauthorised payment transactions] the payer shmhr the losses relating to any
unauthorised payment transactions, up to a maximun&f E50, resulting from the use of a lost
or stolen payment instrument or, if the payer has fditekeep the personalised security features
safe, from the misappropriation of a payment instrument.

2. The payer shall bear all the losses relating to angutimorised payment transactions if he
incurred them by acting fraudulently or by failing tdfit one or more of his obligations under
Article 56 [use in accordance with terms; notification afy loss/theft/misappropriation] with

intent or gross negligence. In such cases, the maxiamount referred to in paragraph 1 of this
Article shall not apply.

3. In cases where the payer has neither acted fraudylextt with intent failed to fulfil his
obligations under Article 56, Member States may redhediability referred to in paragraphs 1
and 2 of this Article, taking into account, in patiar, the nature of the personalised security
features of the payment instrument and the circumetanmder which it was lost, stolen or
misappropriated.

4. The payer shall not bear any financial consequenesglting from use of the lost, stolen or
misappropriated payment instrument after notificatiomccordance with Article 56(1)(b), except
where he has acted fraudulently.

5. If the payment service provider does not provide@piate means for the notification at all
times of a lost, stolen or misappropriated payment imsént, as required under Article 57(1)(c),
the payer shall not be liable for the financial conseces resulting from use of that payment
instrument, except where he has acted fraudulently.

A higher liability limit (up to € 150) acts as ancentive for users to keep their payment
instruments secure and avoid unauthorised useraod.fHowever, a lower liability limit acts as
an incentive for payment service providers to imvasincreased security features, better detect
fraud, and spreads the risk of loss, theft and ppiszpriation across the pool of service users.
Thus the balance to be struck relates to levelavofdable unauthorised use through the better
conduct of users — if there are substantial ganiset made here, a higher liability limit may be
justified.

Questions for discussion

Q36. What is the current reality in relation to unautked transactions? In what proportion of
cases is the user to blame, as opposed to gerases of loss despite normal use?

Q37. Are there any difficulties inherent in proving fdgunegligence or wilful misconduct by
users?
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455 Execution times

As set out in section 3.1 above, all paymentsriglivithin the scope of the PSD are subject to a
one business day execution time, calculated frazeipe of the payment instructih However,
parties may, until 1 January 2012, agree upon aftame of up to three days for payments
initiated by the payer and denominated in euro rwttzer national EU currency (even if these
entail one currency conversion between the euroaaudher currency), and up to four days for
other intra-Community payments (including card/dirdebit transactions, which are initiated by
the payee, and payments which involve a currenoye@sion between two non-euro currencies).
Execution time may be increased by one day for peyated transactions. Member States,
however, retain the option to decrease executinadifor purely domestic transactiohs

Article 72 — National payment transactions
For national payment transactions, Member States mmayige for shorter maximum execution
times than those provided for in this Section.

Shorter times for national payment transactions reagourage the use of STP and efficient
processing, ensure the maintenance of existingceelevels, and may force better preparation of
the national industry for the competitive envirommnwithin a future SPM. This article may also

be used as a tool in relation to SEPA instrumenty, causing these to offer higher levels of
service than current instruments and facilitatiigP8 migration of domestic transactions.

Questions for discussion

Q38. If applicable, what are the current execution timépayment transactions carried out
by your organisation? How and on what basis areetlestablished?

Q39. Do you envisage any major challenges if maximumcetien times for national
payment transactions falling under the PSD werbetaeduced? In relation to which
instruments do you envisage challenges to arise?

Q40. If shorter execution times were only established réhation to SEPA-compliant
instruments, do you believe this would facilitatel aeduce the costs of SEPA migration
by encouraging users to change more swiftly?

Q41. Do you believe that forcing the reduction of examuttimes sooner rather than later
would enable national service providers to be bettepared for an SPM and increased
competitive pressure?

Q42. Would any such advantages justify the applicatibdifferent rules to local and cross-
border transactions?

4.5.6 Transitional provisions

The PSD makes allowance for bodies carrying outmeay services during initial period after
entry into force of national provisions implemeugtithe PSD, in order to allow them to continue
transacting business on a transitional basis pgralithorisation or registration as required.

%0 psD,supranote 1, Articles 64, 69.
* bid., Articles 68, 69.
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4.5.6.1 Provision of payment services pending authorisation

Once the PSD enters into force (20 days after patdin in the Official Journal), persons
conducting payment services may continue to prothed services, pending authorisation, until
30 April 2011 (18 months after the transpositioadlme, 1 November 2009):

Article 88 - Transitional provision, paragraph 1

1. Without prejudice to Directive 2005/60/EC or othelevant Community legislation, Member
States shall allow legal persons who have commeneéateb[date of entry into force of this
Directive] the activities of payment institutions hiit the meaning of this Directive, in
accordance with the national law in force to conéntlnose activities within the Member State
concerned until 30 April 2011, without authorisatiemder Article 10. Any such persons who have
not been granted authorisation within this period shuedl prohibited in accordance with Article
29 to provide payment services.

4.5.6.2 Institutions included in the consolidated supeprnsbf a parent undertaking

Despite the above, institutions that provide momensmission services in accordance with
Maltese law before 1 November 2009, and whichedfectively included in the consolidated
supervision of a parent undertaking (a credit instiution), are exempted from authorisation

as a payment institution, provided they notify toenpetent authority of their activities by the date
of entry into force of the Directive, including Wwisuch authorisation information that shows that
they fulfil the criteria within Article 5 (a), (d)g) to (i), (k) and (I) of the PSD. However, the
Maltese legislator may allow the competent autliciat exempt such institutions from showing
that they meet these requirements under ArticletheoPSD. The criteria within Article 5 (a), (d),
(9) to (i), (k) and (l) refer to the submissionaoprogramme of operations; a description of systems
for the safeguarding of funds; a description ofictiral organisation; notification of identity/ siz
of holdings in the organisation; directors and pess responsible for management and
demonstration of aptitude; legal status and adiokassociation; and notification of the address o
head office, respectively:

Article 88 - Transitional provision, paragraph 2

2. Notwithstanding paragraph 1, an exemption to ththarisation requirement under Article 10
shall be granted to financial institutions that hawerenenced activities listed in point 4 of Annex
I [money transmission services] to Directive 2006/48/EC1#fJune 2006 relating to the taking
up and pursuit of the business of credit institutionsdst)] and meet the conditions of point (e) of
the first subparagraph of Article 24(1) , of that Direeti[the financial institution is effectively
included in the consolidated supervision of the parerdertaking] in accordance with national
law before [date of entry into force of this Directivélowever, they shall notify the competent
authorities of the home Member State of these aesvity [date of entry into force of this
Directive]. Furthermore, this notification shall inae the information demonstrating that they
have complied with Article 5(a), (d), (g) to (ik) @nd (I) of this Directive [certain requirements
for authorisation]. Where the competent authorities aatisfied that those requirements are
complied with, the financial institutions concerndrls be registered in accordance with Article
13 of this Directive. Member States may allow their ceteqt authorities to exempt those
financial institutions from the requirements underiélet 5 [applications for authorisation].

Questions for discussion

Q43.Is there any reason why the legislator should nlotvathe discretionary waiver of
requirements under Article 5 as described above?

4.5.6.3 Institutions already authorised under other laws

The Maltese legislator may provide that any perdan has already satisfied the requirements of
Articles 5 and 10 of the PSD (which together cdatdithe criteria for authorisation), presumably
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because such person is already licensed as a ifhanaredit institution, may be authorised and
registered automatically without further formality:

Article 88 - Transitional provision, paragraph 3

3. Member States may provide that legal persons refetcedn paragraph 1 shall be
automatically granted authorisation and entered itfte register provided for in Article 13 if the
competent authorities already have evidence thatefjairements laid down in Articles 5 and 10
are complied with. The competent authorities shalbrim the entities concerned before the
authorisation is granted.

Questions for discussion

Q44. Is there any reason why the legislator should mpiement this option?

4.5.6.4 Small payment institutions eligible for a waiver

Section 4.3.5 above discussed the possibility e Maltese legislator to waive authorisation
requirements for small payment services providelsiest to certain criteria. If this option is
availed of, payment institutions which are eligilite such a waiver may continue to provide
payment services for a period determined by thetédal legislator, not being longer than three
years, before they are required to obtain a waawnerbe registered in order to operate.

Article 88 - Transitional provision, paragraph 4

4. Without prejudice to Directive 2005/60/EC [of @8tober 2005 on the prevention of the use of
the financial system for the purpose of money laundedand terrorist financing] or other
relevant Community legislation, Member States magwalhatural or legal persons who have
commenced the activities of payment institutionshiwitthe meaning of this Directive, in
accordance with the national law in force beforee[ttiate of entry into force of this Directive]
and who are eligible for waiver under Article 26 to dooe those activities within the Member
State concerned for a transitional period not longkart 3 years without being waived in
accordance with Article 26 and entered into the regigirovided for in Article 13. Any such
persons who are not waived within this period shall tmhibited in accordance with Article 29 to
provide payment services.

Questions for discussion

Q45. What period, being of not longer than 3 years, do pelieve would be reasonable to
allow before an institution is required to obtaiwaiver?

4.6. Enforcement and redress

The PSD requires that authorities designated ipeesof the authorisation and prudential
supervision of payment institutions (Title 1) haak the powers necessary for the performance of
their duties. As discussed in section 4.3.4 abdawvs, currently envisaged that this role is to be
performed by the MFSA, within the framework prowddfor in the Financial Institutions At
The Maltese legislator is also to ensure that trapetent authority has the powers required by
Articles 20 and 21 of the PSD:

Article 20 — Designation of competent authorities,goaaph 2

2. Member States shall ensure that the competenbaititis designated under paragraph 1 [in
respect of authorisation and prudential supervisionkgEss all the powers necessary for the
performance of their duties.

Article 21 — Supervision

32 Cap. 376 of the Laws of Mata.
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1. Member States shall ensure that the controls exerdigethe competent authorities for
checking continued compliance with this Title aregamtionate, adequate and responsive to the
risks to which payment institutions are exposed.

In order to check compliance with this Title, tlempetent authorities shall be entitled to take the
following steps, in particular:

(a) to require the payment institution to provide anjoimation needed to monitor
compliance;

(b) to carry out on-site inspections at the paymestitintion, at any agent or branch
providing payment services under the responsibility opthgnent institution, or at
any entity to which activities are outsourced;

(c) to issue recommendations, guidelines and, if iegple, binding administrative
provisions; and

(d) to suspend or withdraw authorisation in cases refetoeid Article 12.

2. Without prejudice to the procedures for the withditbef authorisations and the provisions of

criminal law, the Member States shall provide that tiheapective competent authorities, may, as
against payment institutions or those who effectivehtrobthe business of payment institutions
which breach laws, regulations or administrative provisia@oncerning the supervision or pursuit

of their payment service business, adopt or impose irecesh them penalties or measures aimed
specifically at ending observed breaches or the causascbfbreaches.

3. Notwithstanding the requirements of Article 6,iclet 7(1) and (2) and Article 8, Member
States shall ensure that the competent authorities atideento take steps described under
paragraph 1 of this Article to ensure sufficient capftal payment services, in particular where
the non-payment services activities of the paymetitutisn impair or are likely to impair the
financial soundness of the payment institution.

Thus, while it is envisaged that tasks under Tltlef the directive will be entrusted to the MFSA
in accordance with the provisions above, the redainf the directive, and in particular Titles IlI
and IV (‘Transparency of conditions and informatiguirements for payment services’ and
‘Rights and obligations in relation to the provisiand use of payment services’ respectively) are
also to be implemented in national law. Effectipeportionate and dissuasive penalties are to be
available in respect of all infringements of natibprovisions implementing the PSD. As titles 11|
and IV of the PSD fall within the competence of @entral Bank, it is expected that much of the
implementing legislation necessary will be cartiigi effect by Central Bank Directives. As such,
it must be ensured that adequate penalties arkabheaior their enforcement:

Article 81 — Penalties, paragraph 1

1. Member States shall lay down the rules on persadipplicable to infringements of the national
provisions adopted pursuant to this Directive and stae all measures necessary to ensure that
they are implemented. Such penalties shall be effegiioportionate and dissuasive.

Finally, the PSD also provides for the availabilbf a complaint and out-of-court redress
procedure available to payment service consumedspassibly all users (see section 4.5.1 above):

Article 80 — Complaints

1. Member States shall ensure that procedures are set uh alow payment service users and
other interested parties, including consumer assoaiati®o submit complaints to the competent
authorities with regard to payment service providers'gald infringements of the provisions of
national law implementing the provisions of this Direeti

2. Where appropriate and without prejudice to thehtigp bring proceedings before a court in
accordance with national procedural law, the replgnfi the competent authorities shall inform

the complainant of the existence of the out-of-coarhplaint and redress procedures set up in
accordance with Article 83.

Article 83 — Out-of-court redress

28



1. Member States shall ensure that adequate and e#egtit-of-court complaint and redress
procedures for the settlement of disputes between pag®evice users and their payment service
providers are put in place for disputes concerning rigaitgl obligations arising under this
Directive, using existing bodies where appropriate.

2. In the case of cross-border disputes, Member State$ stakle sure that those bodies
cooperate actively in resolving them.

The MFSA is already empowered by legislation torege credit and financial institutions, and is
thus already largely capable of carrying out trekdathat may be entrusted to it under measures
implementing the PSD. While certain legislative adments will have to be carried into effect,
these largely relate to imperatives under the P&Dwhich there is no legislative discretion
available to the Maltese legislator. Any legislatioptions or possibilities in this regard have been
detailed in other parts of this docunmént

The Central Bank of Malta is also already empowdrgdegislation to oversee and regulate the
operation of, and participation in, domestic paymsystem, and may issue Central Bank
Directives in this regard However, certain changes will have to be carititd effect in order to
ensure that the Central Bank is vested with thegoewnd tools it requires to enforce a PSD-based
regime.

As enforcement remains the prerogative of markefulegors, decisions in respect of the
framework to be applied will be coordinated by Ehaltese authorities concerned, within a context
of best-practice-sharing with their European cop@ss.

Questions for discussion

Q46. Do you have any comments, concerns or suggestiomdation to the above?

4.7. Choice of legal instrument

It is currently envisioned that legislation implemieg the PSD will be put into force by
amendment of the Financial Institutions Act and @entral Bank of Malta Act, as well as by
subsidiary legislation under those Acts as issyeth® MFSA and the Central Bank respectively.

Without prejudice to legislative consistency and tiecessary differentiation between financial
institutions and payment institutions, the prowsioof Title Il of the PSD, relating to the
regulation and oversight of payment institutiond] form part of the Financial Institutions Act,
with implementing provisions issued in the form MFSA Rules. On the other hand, the
substantive provisions of Titles 1l and IV willka the form of a Central Bank Directive issued
under Article 36 (5). Amendments to the Central IBahMalta Act will likely also be necessary
in order to implement the outcome of discussioneursgction 4.6 of this document. Amendments
to the Banking Act and Financial Institutions Acaymalso be necessary in order to implement the
outcome of discussion under the same section. liFirmmhendments will also be needed in respect
of legacy instruments amended or repealed by tiie PS

Questions for discussion

Q47. Do you have any comments, concerns or suggestiomeation to the above?

% See sections 4.3 and 4.5.6 above.
34 Central Bank of Malta Act, Cap. 204 of the Lawsvislta, Article 36(1).
% Ibid., Article 36(5).
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5. OTHER ISSUES RELEVANT TO THE IMPLEMENTATION OF THE PSD
5.1. Introduction

While section 4 discussed options within the PS3Ix section examines matters which are not a
direct result of transposition of the PSD nor neag$y essential in order for Malta to fulfil its
transposition obligations.

However, the Central Bank believes that the adgmst@f the PSD may only be achieved in Malta
within the framework of a comprehensive retail paytrservices policy. This because, in order for
the PSD to translate into maximum advantages ferMaltese economy, certain supporting or
flanking measures are required (e.g. SEPA impleatem, migration and oversight, repositioning
of cash and cheques). The PSD will also have kmoclor indirect effects which should be
correctly foreseen and taken into account (e.gemsed competitive pressure, reduced ability of
payment service providers to cross-subsidise cegayment instruments), while offering future
possibilities which should be utilised to full adwage. This section, therefore, seeks to introduce
and advance a discussion of these issues.

5.2. The repositioning of cash and cheques

Payments systems account for around 3% of EU GD®&,cash is the major cost factor, with
studies estimating that it accounts for 60-70%hef dverall cost to society of payments systems
across the E®. As the European Commission describes, “[ijnstefadsing efficient electronic
payment services, which cost only a few euro cdghescost of a cash transaction ranges between
30 and 55 euro cents. Given that the EU currentindles 231 billion payments per year
(representing a total value of EUR 52 trillion)getpotential savings linked to use of efficient
payment services are enormous and amount to Hllidreuros®’. Potential savings in Malta are
likely to be particularly noteworthy as the amowohtcurrency in circulation (Lm 474.90 million,
March 2007) is, per capita, around four times tleoEL2 averag®, standing at around 21% of
GDP as opposed to 5% of GDP (2002) in the EU-18, Bi?6 of GDP (2004) in Latvia, the
country with the next highest amount of currencyinoulation per capit.

Furthermore, cheques are also still in great usklafta, even though they have been virtually

eliminated in some other EU Member States, suclinaSermany, Austria, the Netherlands,

Belgium, Sweden and Finland. In 2006, 12.539 nmillicansactions (52.8%) were carried out by
cheque in Malta, out of a total of 23.750 millioamacash payment instrument transactions. The
necessary human manual intervention required fequé deposit, clearing and reconciliation

leads to substantial costs for commercial operagssecially when contrasted with those inherent
in electronic payment processing. Cheques are lystheir nature, more vulnerable to fraud, and
the absence of pre-acceptance verification of fuawdslability leads to increased costs and credit
risk in relation to returned instruments, of whitlere were over 65,000 in Malta in 2006. This

number, furthermore, does not represent the fuktréxof incurred costs as commercial banks
often intervene to avoid returns by contacting dneain order for them to correct a problem with

a cheque or deposit funds. Such intervention &add to higher costs in itself.

% EUROPEANCOMMISSION, “Payment Services Directive: Frequently Asked Qioms”, supranote 3.
%7 |bid.
3 Prior to Slovenia’s euro adoption.

% Qesterreichische Nationalbank, Gruber T., Ritzbe@peinwald D., The Euro Changeover in the New Membe
States — A Preview, 2005, p. 65; Central Bank oft®alhirty-Eighth Annual Report and Statement of duats
(2005), 2006, p. 23; European Central Bank, “BleelB December 2006, Payment and Securities Settlement
Systems in the European Union and in the Accedingn€@s: Addendum Incorporating 2005 Data”, 200646¥.
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Studies within other national contexts show thatpédcent of the costs in the payments value
chain can be addressed by a reduction of costseatront end by repositioning cash or paper-
based payment servié&s Further studies show that cost-based pricing @fnent services
triggers customer behaviour and the right pricealg can drive customers to select more efficient
payment services rather than less efficient Sna&%hen prices paid by users reflect the real cost
value of the service, they provide an incentiveusers to select services that meet their needs at
the lowest possible private and social cost. Thasrptes the efficiency of the payment system,
and can result in sizable savings for the econamayeonomic growth. Moreover, studies in other
countries have shown that if banks adopt activecigsl and incentives to develop non-cash
transﬁ%ctions they can increase payments busingssues by as much as 19% within a few
years”.

However, the change is difficult because clearipgicsignals (i.e. prices based on cost and
effective competition) to users are largely abseatticularly in Malta. Commercial banks and
corporates internalise and cross-subsidise the odstheque and cash processing, with the result
that they often appear free of charge to use. Hp®sitioning of cash and cheques will not
therefore result directly from the current markedgess. However, increased competition in the
market for electronic payment services will redecenomic rents and thus the ability of payment
service providers to cross-subsidse

Within this context, a cautioned approach is ineordRationalising economic incentives in relation
to cash and cheques may cause the introductiorag$garent charges where costs are currently
hidden and unapparent to the consumer. In particwaile mandating commercial bank charges
reflective of costs and/or prohibiting cross-sulssition for ATM cash withdrawals and/or cheque
use would be beneficial to the economy and conswowerall for the reasons described above,
benefits are likely not to be transparent, andeotéld in lower public expenditure and decreased
costs for services which currently cross-subsidissque processing costs (other bank services, or
generally any other commercial service which absodwsts of cheque processing and
reconciliation). The introduction of any chargen, the other hand, is likely to be highly visible,
while a further danger relates to consumers perggithat the charges may be related to the
introduction of the euro.

The Central Bank therefore believes that it shadd progressively and initially concentrate its
efforts on the removal of false or negative inogggirelating to electronic payment instruments,
while causing the increase of charges where themg e easily justified (e.g. in relation to

cheques returned to drawer). Furthermore, the @leBank wishes to collect views and

suggestions from stakeholders on law and pracetsted to cheque clearing (see section 5.3
below).

The Central Bank is also considering the desirgbdi a law which would provide that monies
transferred directly into a payee’s bank accoumt eapable of extinguishing legal payment
obligations without consent of the payee being iregufirst. Currently, and subject to usages of
trade, it is generally only cash that a payeedsillg bound to accept in fulfilment of a payment
obligation. The Central Bank, therefore, is considg introducing legal recognition of what is
often known as ‘book money legal tender’. This vabgive corporates and individuals who tender

40 see, for example, McKinsey, “Ergebnis im Girokonto @sieh”, 1999 and 2001.

“1 Sveriges Riksbank, “Do prices reflect costs? — Af the price and cost structure of payment sesviic¢he
Swedish banking sector 2002"; October 2004. NorgekB& ost and Income in the Norwegian payment system
2001", September 2003.

“2World Payments Report 2006, supate 5, p. 41
3 This phenomenon is known as ‘cream-skimming’ in ecanderminology.
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book money, by for example using credit transfersgayment, peace of mind that the relevant
underlying legal payment obligation has been exiistged.

However, within this context, the Central Bank wibntinue to work towards progressively
restoring undistorted market incentives in relatiorpayment systems by causing the elimination
of cross-subsidisation and the increase of pritiagsparency.

Questions for discussion

Q48. Do you agree with the Central Bank’s analysis antértions as set out above?

Q49. What problems or challenges do you believe mayeanscarrying out the changes
outlined?

Q50. Can you suggest any other ways by which to ratiseaconomic incentives in relation
to payment instruments?

Q51. How aggressive do you believe the Central Bank Ishioel in causing the elimination of
cross-subsidisation and the increase of pricingsfvarency? What time-frames do you
believe would be appropriate?

5.3. Cheques & other payment instruments

As set out in section 2.2, the Central Bank musteasingly be concerned with the regulation and
oversight of retail payment systems. This role doaslimit itself to electronic payment systems

within the scope of the PSD, but extends to allnpayt systems generally. In fact, it is clearly

recognised by both the Eurosystem and the Censmak Bf Malta that significant challenges exist

also in relation to payment systems and instrumtinatsdo not fall within the scope of the PSD,

including as detailed in the preceding section.

In particular, while they have not always beenctetmic payment instruments have today become
a complete, practical and viable alternative togpdgased instruments such as cheques, as evident
in the fact that a number of countries have elit@dahe use of cheques altogether. Nevertheless,
many EU countries have not only sought to repasitibeques within the economy, but have also
taken specific measures designed to mitigate tls¢scand disadvantages of cheque processing,
including high costs, slow clearing, cross-subsitit, fraud and credit risk, limited consumer
protection and inadequate comparability of serlegels.

In light of the Central Bank’s efforts to colleatdi practice, the result of a comparative analyfsis
legislation in other countries has found that,he &bsence of concerted EU legislation in the area,
Malta’s European partners have pursued objectiveshwinclude the following:

i.  clearly laying down the rights and obligations affes within a modern legal framework
which updates what was currently in force withieitHaw (Maltese law currently contains
few provisions specifically regulating cheques dod,the most part, includes them under
the detailed provisions on bills of exchange in@wmnmercial Code);

ii.  removing legal or operational barriers preventingrenefficient cheque clearing, in order
to reduce costs and the duration of the clearimtecy

iii.  mitigating fraud and credit risk within the econony tackling abuses which may
jeopardise the principle of trust that should ptesover the circulation of cheques (e.g.
through charges for cheques referred to drawermandatory temporary/permanent
revocation of cheque conventions for repeated ghuse
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iv. rationalising the economic incentives apparent heqcoie users by reducing cross-
subsidisation of cheque-related costs and causiagirtroduction of more transparent
pricing.

Furthermore, specific measures which have beendmmesl or implemented by some EU Member
States include:

A. Granting cheques the legal character of a diregit g@ayment instruction, enabling the use
of the SEPA Direct Debit framework to make cheqoeesentable nationally, and possibly
soon across the SEPA-area, as paper-initiatedtdigdit transactions, and thus subject to
automated clearing and settlement;

B. Facilitating or mandating the use of cheque guasmards, in order to allow for pre-
acceptance verification of funds availability andbsequent transition to guarantee cards
with a debit card function, eliminating cheques;

C. Integrating cheques regulation within the regimelamenting the PSD in order to, as far
as possible, align the legal framework governingqeles with that governing other
payment instruments;

D. Facilitating/allowing for the truncation of cheqpeocessing and/or the issuance of non-
transferable cheques, in order to reduce bankistgaosts and shorten the clearing cycle;

E. Imposing fees upon drawers when cheques are refamé/or prescribing the revocation
of cheque conventions when abuse is repeated aodating a list of cheque defaulters
maintained by the Central Bank (a similar framewarks recently implemented by the
Banco de Portugal).

Within this context, the Central Bank is interestedchearing from stakeholders their views on
Maltese cheque-related legislation and practicewikhes to explore whether changes are
necessary, as well as the scope and extent ofedgals faced as a result of high cheque usage
within the national context.

While the widespread use of cheques in Malta ¢alishe Central Bank to give them priority, it
also wishes to hear from stakeholders any viewg tii@y have in relation to the modernisation of
other payment instruments not covered by the PSD.

Questions for discussion

Q52. Do you believe any of the objectives set out urmbénts (i) to (iv) should be pursued in
Malta? Why? Which do you believe are more impoftant

Q53. Do you believe any of the specific measures undantp (A) to (E) above are
applicable, and would be beneficial if appliedMalta? Why? Are there any particular
problems or challenges in relation to the exerobkany of the measures that would
result in the Maltese context?

Q54. Do you have any other comments, concerns or suggseselating to cheques or cheque
processing?

Q55. Do you have any comments, concerns or suggestiel&ing to other payment
instruments not falling within the ambit of the PED
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5.4. SEPA

The coming into force of the PSD will facilitateetloperational implementation of SEPA payment
instruments. While a full discussion of SEPA is &weg the scope of this document, the Central
Bank wishes to hear from stakeholders any viewy thay have on how the exercise of any
options within the PSD may facilitate market pap@ants’ fulfilment of SEPA objectives.

Questions for discussion

Q56. Would early implementation of the PSD in Malta @refthe November 2009 deadline)
assist the market in its roll out of, and migratiowards, SEPA instruments?

Q57. Is there any way that regulatory options under RI$® or other initiatives discussed
within this paper could be exercised in order toilitate the obtention of SEPA
objectives?

5.5. Value added services

5.5.1 E-invoicing and e-reconciliation

In recent years, the electronic transmission obices to customers has attracted much attention.
There are several ways in which this can be dorgantice, but generally the e-invoices are sent
either directly to the customer or to a paymenviserprovider, which collects the e-invoices of
several beneficiaries for the customer. The laégvice is also called Electronic Bill Presentment
and Payment (EBPP) and the service provider thatadgs the EBPP system and presents the bills
to the customer is termed a ‘consolidator’. Thesodidator can be a general information service
provider or a financial institution. In some coues; banks have become increasingly interested in
providing EBPP services. In an EBPP service, custentan centrally receive all e-invoices,
includin X any relevant information, and have e-pagtnfacilities available to initiate the
payment’.

E-invoicing is a major issue for the European Cossioin, which believes that it will allow
integration of the processing of payments and tmimistrative processes related to it. It is part o
a wider development of dematerialisation in sugglgin management. E-invoicing can contribute
to a major leap in productivity and efficiency ggibeyond just payments. Invoicing is the link
between internal company processes and the paysystém. The potential economic gains of
automating that link are so large that they coulkena significant and genuine contribution to
economic growth and the Lisbon agefid@he European Commission conservatively estimates
potential savings of greater than € 100 billion peross the EU, while the European Association
of Corporate Treasurers (EACT) estimates a sapogantial of € 243 billion p.&.

The PSD and SEPA will largely create the legal apérational environment to make national and
pan-European mass-adoption of e-invoicing and en@tation possible. The Central Bank is

therefore interested in hearing from market pgrénts in relation to their plans and intentions. It
is furthermore committed to the facilitation anccearagement of e-invoicing and e-reconciliation
and wishes to identify and evaluate any supportsores it may carry out to facilitate transition by
market participants.

4 ECB, Issues Paper, E-Payments in Europe — The Eurosy$Rerspective, 2002 (hereinafter ‘Issues paper’), p. 8
“5 Incentives papesupranote 4, p. 20.
“% |ssues papesupranote 44, p. 42.
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Questions for discussion

Q58. What are the potential benefits and challengesyfmr organisation in relation to e-
invoicing or e-reconciliation?

Q59. Does your organisation plan to offer or benefitnfr@-invoicing or e-reconciliation
services? What are the major factors affecting yorganisation’s decision? What
timeframes do you think are realistic for your aongation?

Q60. Do you believe the Central Bank can assist or supgpe adoption of e-invoicing and e-
reconciliation? How?

5.5.2 E-commerce

E-commerce transactions enabled by (or transabtedigh) the internet or wireless networks are
growing rapidly in the European Union. The e-coneeemarket in Europe was valued at €14
billion in 1999 and €95 billion in 2000, reflectingrowth of 680%. The rapid growth of e-
commerce in Europe has continued since, and iseaisected for the next yeéfs

The Central Bank is interested in attracting e-ce@m® payment service providers to Malta, and
believes that Malta’s human resource endowment ealde advantages, tax regime and
communication and IT infrastructures mean thas itdieally placed to be used as a platform for
pan-European e-commerce payment processing. Maftaaleady attracted enterprises active in
this market to a significant extent, and the Cédemk believes that the combined effect of SEPA
and the PSD will be to greatly facilitate crossdmrpayment processing and allow consolidation
while facilitating offshore location decisions, inding to Malta.

For this reason, it wishes to ensure that no ojperat or legal barriers exist to impede the
development of this market. It also wishes to idgrany support measures it may carry out.

Questions for discussion

Q61. Are there any operational or legal barriers impgdime development of e-commerce
payment services in Malta?

Q62. Do you believe the Central Bank can assist or sughe development of e-commerce
payment services? How?

5.5.3 M-payments

Over the last years, several initiatives have estbiig other EU member states for initiating e-
payments from mobile phones by using short mess¢gsS) or phone calls. These are often
referred to as m-payments. Most m-payment initegifollow a simple model whereby the

customer (payer) first identifies him/herself te timerchant by providing his/her phone number or
by calling the merchant. The merchant forwards gagment and customer information to the
payment service provider (e.g. through the mobheng network). The service provider then

presents the payment information to the payer doifiomation and upon confirmation (e.g. with a

PIN number) records the transaction. The communitcdietween the customer and the payment
provider and/or merchant can take place througmehtalls and/or short messages. The paid
amount is collected by direct debit from the payeatcount and credited to the beneficiary’s

" |ssues papesupranote 44, p. 6.
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account®. Low-value m-payments are also possible by dedgctialue from a prepaid account
held by the merchant, or by billing a post-paidsuamer’s telephony bill.

Mobile devices are well positioned for making pawseas the penetration level of digital mobile

phones is higher than that of personal computers.dossible to use mobile phones for all types
of payments, both at manned and unmanned paynremhtds, for internet payments and possibly
for payments between consumers. Mobile phones eanskd both to initiate and to validate

payments. It is thus envisaged that they have tienpal to eventually replace both the POS
terminal and the payment card. Mobile devices @ eonstantly developing in ways which allow

them to better support m-payment solutfns

The Central Bank believes that there is significsedpe for the development of m-payments in
Malta, in particular due to the very high mobilenptration rates on the island. It wishes to ensure
that no operational or legal barriers exist to idgéhe development of this market. It also wishes
to identify and evaluate any support measures yt nmalertake.

Questions for discussion

Q63. Are there any operational or legal barriers impgdine development of m-payment
services in Malta?

Q64. Do you believe the Central Bank can assist or supghe development of m-payment
services? How?

5.6. Special treatment and conditions for non-resident ecount-holders

Unlike discrimination on the basis of nationalitgtiveen EU citizens, differentiation in the
conditions for the supply of a service on the badigountry of residence is not prohibited by
Community law, in so far as it does not constititdirect discrimination on the basis of
nationality”’.

However, such differentiation runs theoreticallyoter to the notion of an SPM. Any restriction
based on country of residence has the effect ginfemting the single market by not allowing
persons in one country to seek services oversadsthareby reduces competition and economic
welfare within the market.

However, at times, differentiation in the condigofor the supply of a service on the basis of
country of residence may well be justified and 3seey in light of other considerations, as when
ensuring against use of the financial system forpgses of money laundering or terrorist
financing.

Furthermore, where risks, rules and practices diffess-border, it is fully understandable that
market participants operate within the local onoral ambit, where they have knowledge of the
market as well as of the law applicable. Marketipgrants may decide to attempt to penetrate
cross-border markets and free movement law, hamaton of national provisions and
passporting regimes have made it easier than evéukinesses to seek opportunities within other
EU states.

“8 Incentives papesupranote 4, p. 16.
9 |ssues papesupranote 44, p.16.

% Indirect discrimination may be loosely defined as@vision, a criterion, or a custom that appearsrak(it does
not refer to a prohibited criterion, such as natibypalr gender) but which has the potential to beipalarly
disadvantageous for individuals meeting one or materiz as prohibited, and that is not objectivelytified.
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Nevertheless, without prejudice to rules designedcambat money laundering and terrorist
financing, where a service to be offered is punedyional in scope and remains governed by
national rules (e.g. the operation of a sight dé@exount or payment account), there is certainly
less reason to exclude or impede non-residentheim tise of the service. Where there is such
exclusion and it is the result of an agreement @rcerted practice, it may even result in a
prohibited and sanctionable market-sharing arraregermnder competition law.

The PSD and SEPA aim to drastically reduce impediméo cross-border payment service
provision. However, the full benefits of both praie will not be realised for the Maltese economy
unless payment service providers also rationdfisg service conditions for non-residents.

The Central Bank expects this to be a market dripetess, and believes that, as legal and
technical barriers to the provision of cross-borslEvices decrease, it will be in the direct irgére
of market participants to seek to capture crossidrocustomers.

Within this context, the Central Bank wishes toled intelligence on the special treatment and
conditions imposed by local institutions upon nesident account-holders. Without prejudice to
anti-money laundering/terrorist financing rules, @ahcourages the rationalisation of service
conditions, and is willing to provide legislative @ther assistance should this be necessary.

Questions for discussion

Q65. If applicable, what is the practice in your orgamisn in relation to non-resident
account holders (excluding anti-money launderimggtést financing procedures)? What
special treatment or conditions apply in relatiothte access to, and performance of, the
various services offered by your organisation?

Q66. What are the considerations (besides money laurgltirorist financing) that
currently lead to the application of such speaiahtment or conditions in respect of
services to non-residents which remain governetWalfese law and are put into effect
in Malta?

Q67. Does your organisation plan to change these pezces the SPM becomes a reality?
Which considerations, as outlined above, do youebelwill persist despite the PSD
and SEPA?

Q68. Is there any assistance of a legislative or otlgune that the Central Bank may offer in
order to facilitate the rationalisation of servamnditions for non-residents?

6. CONCLUSIONS AND NEXT STEPS

This consultative paper serves to prepare Maltaiplementation of the Payment Services
Directive and inform the Central Bank’s future pglinitiatives in relation to payment systems. In
the interest of transparency and honest dialogue,Gentral Bank has included within it any
current views or concerns it may have in relationtlie subjects discussed. However, it is
important to reiterate that the paper does notaionany fixed ideas. All submissions and
comments received will be given serious considenati
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Questions for discussion

Q69. What is your general impression of the PSD?

Q70. Do you see any further barriers for its effectirglementation within the context of the
infrastructure available to society today?

Q71. What areas need most improvement in order for 8@ # reach its objectives?

Q72. Do you have any comments on this consultative papen the consultation process?

Q73. Do you have any further suggestions or commentangfature?
This paper is aimed at raising questions and gathenput from all stakeholders, and will be
distributed among the financial services indusipgyment service users, constituted bodies,
corporates and government authorities and entitiesill also be publicised and posted on the
Central Bank of Malta’s website in order to encgardhe collection of views from the widest

possible community. Reaction is sought before 31rcMa2008, should be markedSD
Consultation’, and sent to:

gattj@centralbankmalta.com

or in writing to:

Central Bank of Malta
Payment Systems Office
Pjazza Kastilja

Valletta VLT 1060 Malta

Tel: (+356) 2550 3601
Fax: (+356) 2550 2500
http://www.centralbankmalta.org
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