October 2007 Prepaid Cards International
www.vrlknowledgebank.com

GUEST ARTICLE: REGULATION n

Prepaid cards: a hybrid phenomenon

The rapid evolution taking place in the prepaid industry has been overwhelmingly positive for all market
players, but such rapid growth has also led to greater confusion, not least when it comes to regulation.
Hugo Godschalk, director of PaySys Consultancy, examines some of the more pertinent aspects

he emerging market of prepaid cards

has given regulators and banking

supervisors in Burope something of

a headache. A prepaid card is like a
chameleon, often changing its colour. It acts
like a traditional payment card, but at the
same time it is similar to former stored-value
products, such as an e-purse. It is also a kind
of e-voucher, replacing paper vouchers.

Last but not least, in the back office, it
represents an account loaded with funds. So,
how to regulate this hybrid product? Like
deposits, or like e-money or like payment
card issuance? Or no regulation art all, as in
the case of paper vouchers?

Europe’s banking supervisors opted
for the e-money option by widening the
e-money definition of the EU E-Money Direc-
tive (EMD). They introduced the expression
‘account-based’ (or ‘server-based’) e-money
for products where the prepaid monetary
value is not stored on an electronic device
(like a chip), in possession of the user, buc
‘stored’ on an account in the back office of
the issuer. From a supervisory perspective, it
was the easiest way to establish immediarely
a ‘regulation-light’ regime for open-loop
prepaid cards without starting a new tedious
legislative process at the EU level.

E-money requlation

What are the consequences of this Europe-
wide regulatory regime for prepaid cards?
The prepaid funds are basically e-money
and subject to e-money regulation based on
the EMD of 2000, which is implemented in
all EU countries. The card is only an access
instrument to the prepaid funds.

Prepaid funds within closed loops (accept-
ance of the payment only by the issuer)
are not subject to e-money regulation. Pre-
paid funds within open-loop schemes, but
also within (semi) open-loop prepaid card
schemes, are e-money from a regulator’s
point of view,

To issue prepaid cards a full banking
licence, or at least a licence as an electronic
money institute (ELMI), is necessary. The
licence governs capital requirements, limita-
tions on investment of the prepaid funds and
on business activities for ELMI, prudential

regime of banking supervisory authority, and
other related aspects.

Most of the member states have imple-
mented the waiver option of the EMD for
small systems {outstanding e-money below
€5 million/$7 million) or with limited accept-
ance, which could be relevant for semi-open-
loop prepaid cards. The maximum amount
loaded for waived prepaid card portfolios is
€150 per account.

Prepaid funds (e-money) should be redeem-
able to the cardholder at par value and free of
charges, other than those strictly necessary to
carry out that operation.

It is imporcant to realise that the prudential
permit to issue payment cards (charge cards,
debit cards or credit cards) within a (semi)
open-loop system does not automatically
imply a licence to issue prepaid cards.

The classification of prepaid card issuing as
e-money business is relevant for the applica-
ble anti-money laundering (AML) rules. For
prepaid cards the usual enhanced customer
due diligence (know-your-customer or KYC)
is required: identification of the customer
established by documents and so on. In the
third AML Directive, which must be imple-
mented by member states before the end of
this vear, special conditions are listed for a
simplified customer due diligence (waiver of
KYC) of e-money products with a low risk
of money laundering and terrorist financ-
ing: non reloadable cards with a maximum
amount stored of €150, and a limit of €2,500
as total amount transacted within one vear
for reloadable cards.

Although the European regulation of
prepaid card issuing as e-money seems to

be clear and straightforward, there are still
nebulous and tricky issues.

The regulatory line of demarcation
between deposits (such as current accounts)
and prepaid (card) accounts is still not
harmonised within the EU and is individu-
ally drawn by the local banking supervi-
sory authority. Every current account with
a positive balance is in the end also prepaid
(somebody has paid in). Therefore, to pre-
vent the classification of prepaid cards as a
deposit-taking business and therefore neces-
sitating a full banking licence, the account
of the prepaid cards (issued by non-banks)
should not have the usual characteristics of
a current bank account (such as overdraft
facility, connectivity to the banking clearing
system, interest payments, etc). Issuers with a
full banking licence, however, could connect
prepaid cards to accounts that are classified
as deposits to add product fearures, which
are not allowed in case of accounts classified
as e-money.

Paper-based payment instruments
Prepaid gift cards should replace inefficient
paper vouchers, but there are regulatory
hurdles. Paper-based vouchers in open-loop
systems are not on the radar screen of the
regulators, although they are fulfilling all the
legal criteria of e-money —except for the stor-
age of funds on an electronic device.

Within the Pavment Services Directive
(PSD), paper-based payment instruments
such as prepaid vouchers and cheques are
also explicitly excluded. Other paper-based
instruments, however, such as (prepaid) trav-
eller’s cheques, are mostly regulated and usu-
ally subject to prudential regimes even though
they are paper-based. The substitution of an
inefficient paper-based voucher by a prepaid
card is blocked for many issuers by regula-
tory barriers (eg, ELMI licence, necessity of
redeemability), although the financial risk
would be the same. A harmonisation of regu-
lation to restore the principle of technological
neutrality should be part of discussion within
the running evaluation process of the EMD.

Another peripheral area is (mostly card-
based) prepaid accounts within multi-mer-
chant lovalty schemes. These systems (for
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