10

20

COMPETITION COMMISSION Pagel

BANKING ENQUIRY

MR JALI: Good Morning Ladies and Gentlemen. Payment cards. However, before
we do that, we just want to sum up briefly on the ATM position last week, because of
time constrains last week we could not do the final summing up before we move on
to the next subjectSo in the circumstances | will ask Dr Hawkins just to sum up on

that before Miss Louw starts on the next section of our discussion. Thank you, you

are on the floor.

DR HAWKINS: Thank you Chair. | guess the highlight package is a little bit like

the aicket highlight package. It is for those who could not stay up till late to see the
end of the match, we know that we had three days of it last week, because like any
highlights package you get to see some of the wickets and some of the boundaries
and ofcourse the catches, but not the whole thing, so this is going to be very brief.
Like any highlight package it is just going to provide a summary of the-tlage

proceedings.

Briefly | am going to just cover the three ATM models or alternativesabahought
emerged last week from the different submissions. We are going to look at the

current modelthe independent interchange determination model and then the direct
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charging model. | will very briefly highlight some of the issues from eacheat th

and then the ban&sresponses to nedpank acquiring, just briefly look at the
international exceptionism issue or perhaps as some have seen it as internationa
precedent, we will talk about that very briefly and then finally the carriage fee slide
thatwas presented last week, we have revised it and so we would like to put that on

the record.

First of all the current model as everybody who uses the current banking system in
South Africa knowss that when a consumer uses the ATM of another bank the
consimer pays a premium in other words more than they would paysfogtheir

own ATM, the ATM of their own bankTypically they have two charges and as it
came out last week that is typically a cash withdrawal fee and then what has been

referredtoasdisment i ve fee for using the other

Having charged the consumer a carri age®e
the bank providing the ATM service. In this particular model the customer is
charged and effectively owned by his own bankrethough his own bankasnot

provided the bulk of that particular service. In this model there is no transparency of
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who owns what for the service. The bapkited out that this was a model that had
served South Africa in the past but acknowleddkdt there might be some
competition concerns relating to the setting of the carriage fee. A number, in fact |
think all of the banksas an alternative to the current motiet we refer to here,
proposedhe independently determined carriage fee mod€lne can describe this
model as the straight status quo except that the carriagerfew tetermined by an

independent third party.

Essentially the ATM providers would submit their agreed costs to an independent
consulting firm and they would cal@ik the appropriate carriage fee on behalf of the
banks. We do note that there is some uncertainty regarding this methodology
Obviously the methodology would have to be establisthed gyreed and of course
some of the banks noted in the presentation difrcult it is in fact to assign costs

and mentiorwasmade of the term arbitoygo clearly there is some uncertainty as to
how this would work in practice but presumably this would be something that would
be regularly performed, every two or three geand there is also a possibility

although it has not come out explicitly from what some of the banks have presented
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that there would possi¥l be regulatory oversight over thisSo there is an
independent consulting firm and then a regulator involvedthis model we refer to
the status quo particularly because the competitive dynamic is still largely unchanged
from the current model. Again the consumer is not aware of who has been paid what

for the service and again the consumer is effectively owgdds own bank.

Then we have the direct charging moddhis is a model that perhaps one can say
applies agairo the offus transaction of the ATM of another bank but it is a model
that we have put forward as the technical teidwwas a model thatllaof the banks

responded to in some way.

Basically here when a consumer uses the ATM of another bank the fee for the service
is disclosed and charged directly to the customer. In this case the customer is the
client of the ATM service provider for ¢hpurpose of that particular transaction and
Chair this would be just in the same way that you would be the customer of the shop
keeper if you bought a pair of shoesrou will notice that | have changed the
customer 6s gender I n | thought it waa perhaps maret e n

appropriate to have a lady buying a pair of shoes, but in this particular instance the
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lady who is buying the shoes is the customer of the shop keeper and it is not the bank
who is going to charge her on behalf of the shopk&eefn this case there is no need

for a carriage feeThe customer may still be charged a processing fee by her own
bank but this would be more transparent and even subject to competitive forces

compared to the existing current model.

In response tohis model the banks pointed out both pros and cons of the model
They certainly identified concerns relating to possible unintended consequences anc
they eluded to the fact that should this model be proposed by the panel as a way
forward it would require @ditional research.  They did think however it was

theoretically plausible and technically feasible to implement.

Then just briefly the response of the banks to the #bamk acquiringAll the banks

were asked whether a ndmank could provide the ATM service and therefore directly
access the existing ATM switch in South Africa, which we know as Saswitch and of
course, that has merged into BankServ. All of the banks indicated that it was
feasible but that such providers would have to be appropriately regulated. And then

just briefly on the issue ahternationalprecedenttherewere some responses from
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the various submissions that we saw relatingnternationalprecedent regarding
direct charging. What came out in the submissions is that direct charging is a model
that is utilised in other countriesometimes it is referred to as surcharging but it is
clear that it is a model that does exlstloes exist in countries such as Aaba and

the United States and Eurgpest for example. What one needs to point out is that
whether the customayswn bank also charges for the transaction is really up to their
own bank We know there are instances where for example orssauegeg N b a n k C
ATM there would be a direct charge involved and their own bank would charge a
processing fee over and above tlnit there are also instances where the own bank

chooses not to charge a processing fee over and almdedbt charge

In particular the Australian case was highlighted and we want to respond to some of
the information that came out during the course of the last day of hearings, when it
was suggested that in fact that there had been a move away from the direct charging
model We have subsequently been able to ascertain from the releases of the Reserve
Bank of Australia that in fact the direct charging model is still the preferred model of

the authorities buhatthere has been an inability of thelustry players to agree on a
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way forward regarding how the direct charging model could be implemented in the
country and in this particular case the authorities are not forcing their way on the
banks So that is really why the direct charging model has floundefgdu like, but

it is not because the authorities have been convinced that it is inappropriate.

MR JALI: So in other words it would not be that, there has been a decision to move

away from the direct charging model?

DR HAWKINS: As far as | understand Chair that is not that has happened is

that the Reserve Bank put it on the table as a suggestion and askeduttey to
come up with a way forward. Thedustry have continued to flounder and have not
presented such a way forward and so the position of the authasittat direct
charging should be allowed but it now has to take place on a bilateral&msibere

the parties agree the direct charging will take place it will take place, it is not now a

standardised model if you like for tiedustry.

And then, pst finally, if we could just review the slide that was slide 15E&hibit
BB which was presented last week. Chair we have realised that there was a

calculation error i n the acquiring ban
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of R242 in thatcase the fee, the average fee, remember this is a slide that shows the
average fee charged to a consumer should they use the ATM of another bank anc
withdraw respectively R100, R242 which Bankserv tells us is the average size of an
off-us transaction or R® and you can see the fee increases as the amount increases
So it increases from R9.79 to R13.74hose are the average for the big banks for a

savings account.

Now of that we have calculated what is paid away in terms of the carriage fee that
currenty exists and what one sees is that the acquiring bank, which is the bank that
receives the carriage fee and in fact is doing the work of the ATM transaction in each
case receives less than the issuing bank receives in terms of revenue where th
issuing bak in this instance is the bank that has provided the cardholder the card that
has not provided the ATM transaction service per se and in each case the issuing

bank earns proportionately more than is paid away to the acquiring bank.

Now of course if wavere to extend this table and we were to then look at larger and
larger amounts on an eiis transactionyou would see that gradually the acquiring

bank earns a relatively larger share but of course it is useful to bear in mind that for
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the average offistransaction as we have shown here and from the data we have been
given from Bankerv you can see there that in eachudftransaction certainly up to

the amount of R500 and slightly beyond you have an instance where the acquiring
bank or the bank that doing the work earns less than the issuing bank that issued
the card and of course in each case Bankserv earns a very small nominal amoun

simply for switching the transaction through its infrastructure. Thank you Chair.

MR JALI: Thank you Dr Hawkins. You will let us have a copy of the slides that
would beExhibit JJ. Right then thank you. We can move onto, Dr Hawkins, there

are some questions for you in clarification.

ADV PETERSEN Dr Hawkins, could you just bring up slide 4 please. In the

seond bullet point it said essentially the ATM provider would submit their agreed
costs to an independent consulting firm, | just want to make sure that there is no
misunderstanding on this point. My understanding of the evidence was that the
methodology poposed would be that each bank would submit its own costs without
disclosure to the other banks, is your understandirtat the samehat we should

not give any other interpretation to this slide?
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DR HAWKINS: That is quite correct Mr. Petersen, we méxy the wordfiagreed

there is that clearly there would have to be an agreed methodology as to which would

be the appropriate costs that would be submitted.

ADV PETERSEN Thank you.

MR JALI: Well then, we may then proceed to the payment cards andhiateye fee

hearings as scheduled. You are on the floor.

MISS LOUW: Good morning Chairman and the rest of the panel and public present.

The technical team would just like to make use of the opportunity to again make a
presentation on payment cards antetichange fees as an introduction to the issues
for this set of hearings. As an outlay of what this presentation is going to cover, first
we would just like to give you an overview of the South African payment card
market, as to what cards are presém number of cardshe number of merchants

and what cards kings are present in South Africa.

Thereafter we would like to look at the payment card models underlying these cards

present in South Africa which will be thrparty models and foyparty moekls, then
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we would introduce the basis for the existence of the interchange fee as explained tc
us in literature and in COE, just to introduce why interchange fees came into

existence after which certain functions of the interchange fee will be introduced.

The setting of the interchange fee in practice will also include various different
methodologies as well as the setting of the fee in South Africa and then we would
like to introduce some card scheme rules that umddérése payment card models
that £hemes impose on their member banks and on the end users namely the
merchants and the cardholders. Another fee that is of importance to us is the
me r ¢ hsemwite&lsarge that acquiring banks charge its merchafetsvould just

like to introduce that ah what they use to look at factors to set their merchants

service charge.

We also have a few questions left after the introduction that we would like to

consider in further meetings with this enquiry.

As an overview of the South African payment card market we mainly have four
global card schemes present In South Africa, this is MasterCard, Visa, American

Express and Diners Club. The two largest are Visa and MasterCard, which have a
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combined market sha in access of 90% of the number of cards issued in South
Africa. Of these cards issued there are different types of cards present, we have
branded credit and branded debit cards which would be cards that would carry the
logo of MasterCard, Visa, Ameaa Express or Diners Club, that is just the way we
are going to define it. | would also just like to point out that debit cards issued can
be pin based or signature based and with this we refer to pin based debit cards ar
cards where there would be gu&@ement for you to enter your pin whereas signature
based debit cards are also referred to as embossed debit cards or hybrid cards ¢

cheque cards.

MR JALI: Before you proceed | just want to for the record, enter these slides as

Exhibit KK. Then you an proceed.

MISS LOUW: We also have charge cards present in South Africa which is similar to

credit cards which is also issued by MasterCard, Visa, American Express and Diners
Club which also extends credit to customers but instead of having a rollewlit cr
facility you have to settle your account in full at the end of the month. We also have

buy aid societies cards present in South Afrib@se cards we consider to be white
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label cards, they do not carry a global or international cards scheme &gmidpht

carry a bank logo but they are only national cards and they can only be &mahn
Africa. Examples of these cards will be Pretorium Trust, Cape Consumers,
Koopkrag and so forth. Then we also haetrol and garage cards which ateo

white label cardsThey only have bank logosonthetnh ey dondt have
card schemes logos on them even though we are aware of one or two banks tha

might start to introduce the international logos on these cards as well.

Then we have gift cardbat the bank issues, medical cards, ATM cards, store cards,
joint ventures like Virgin Active or Virgin Card, Affinity cards like the Nelson

Mandel a Chil dr en 0 s-bréanded dards lika SAA yader cnds o
and so forth. In South Africa wedso have two card schemes that issue under the

full party model which we will explain later.

MasterCard is known to us that they have nine principal member banks and one
affiliate member bank in South Africa. @ We are aware of the fact that after
MasteCard sitial public offering they would like not to refer to their participants

in the scheme as members but rather as customers. Visa has ten principal membel
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and two associate members in South Africa. Of these banlkaré&adliowed to issue
intemational card scheme cardasly four banks are allowed to acquire credit card
and debit card transactions, whereas only one bank is allowed to acquire debit cards
The rest of these banks are only issuing members and they are only allowed to issue

cards.

If we look at data that has been submitted tdbasween the big four banks and this
would exclude ATM cards and garage carilfere is a total of about six mdin

credit cards in South Africa under the big four bamk®tal of just under twenty one
million debit cards and between the big four bargks$otal of a hundred and thirty
thousand merchantdt is also worth to point out that only the big four banks ca
acquire transactions so the hundred and thirty would mainly be between the big four

banks they would constitute most of the share rate.

The average credit card transaction value between the big four banks is in the vicinity
of five hundred and ten rdnthe average signature based transaction value or cheque
card transaction value would be three hundred and eighty and the average pin base

transaction value is two hundred and twenty five rand.

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel5

BANKING ENQUIRY

It is clear to see that credit card transactions dadttrigh transaction values. It is
maybe also worth mentioning just that the big four banks issuing base accounts for
approximately 96% of all the cards issued in South Africa. If we look at the
different payment card models underlying these cards issu8duth Africa there

are essentially two different models applicable, these would bephargeor closed
systems of which American Express and Diners Club are two examples and four
party or open systems of which MasterCard and Visa are example® Idbkvat the
private white label card that is issued in South Africa maybe just to mention they
function in a similar way to thregarty models in the system but we will not include

too much detail in that discussion at the moment.

If we look at a thre-party model in essence we have three parties present in the
transaction, we have a merchant, a cardholder and a scheme, in this instance a sing
organisation issues the card and acquires the transactions resulting from the use ©
these cards. If we dd at the flow of funds if a merchant sells goods or services to a
cardholder for a price P, the cardholder would pay the scheme the price of the goods

and a transaction fee and the merchant would pay the scheme a merchant servic
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charge, so in essence timerchant would receive the price of the goods minus the fee
that it would pay over to the scheme. In some countries whexeparty schemes

do not have a significant footprint they might decide to issue, issuing acquiring
licenses in order to assidtem in distributing in processing these transactions in
these countries. The only fee applicable to this model is in the merchant service
charge and the transaction fee of which the parties scheme applicable set these fee
usually unilaterally and bilatal negotiations between the merchants and to

cardholders.

Because the issuing and acquiring functions are performed by the same institution it
Is argued that there may be an implicit interchange fee in this model that performs the
same function as thaterchange fee in foyparty models, which we will discuss just
now. If we look at a diagram for foyparty models, it is significantly more
complicated. We in essencevba four party presence a merchant, a cardholder,

an acquiring bank and an issg bank In this instance | included the scheme just to

put it in perspective of the model to see where it comes in to play.
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The issuing and acquiring bank will each have a contracheenegotiaed with the
scheme where it participates as a memteepay certain network fees, membership
fees, transaction fees and so forth over to the scheme. If we look at how a
transaction would be processed in these médeisa cardholder goes to a merchant
and a merchant sells goods or services to a cardhiolda price of P, the merchant
would first like to know whether the cardholder in actual factfbhads available to
purchase these goods, so there will first be a flow of information through the system,
the merchant will send the message to the acaguiramk which will send it through a
switch, which in most cases in South Africa would be Bankserv to the issuing bank to
verify funds available in the cardholder after which the merchant will be notified and

the goods can be dispensed to the cardholder.

If we look at the flow of funds in this model the cardholder will pay a per transaction

fee over to the issuing bank per transaction that it performs, a merchant would pay
over a merchant service charge to the acquiring bank, the acquiring bank would also
pay over an interchange fee to the issuing bank in the model and the issuing bank

would pay the acquiring bank for the value of the goods which is P. In this model
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these networks are established through MasterCard and Visa or open card system
through ontracts with these acquiring and issuing banks in order to distribsite

and acquire their transactions. Any institution that complies with the rules and
regulations and qualds to be a member can accept these cards and open payment
card systems. The two main fees important to us of course, in this diagram, would
be the interchange fee and the merchant service charge. The interchange fee as w
will point out later can be set in different ways. It is usually a multilaterally set fee
between tb member banks participating in the schemes and the merchant service
charge getset on an individual basis between the acquiring bank and the merchant in
bilateral negotiations with each merchant. Even though the level of the merchant
service charge cadiffer significantly between merchants and acquiring banks this

system applies to both debit card and credit card transactiémsriparty models.

The only difference between credit cards and debit cards in this system would be on
credit cardsvherethere usually is not a transaction fee; you only pay an annual fee

over to your issuing bank, whereas on debit cards it also attracts a transaction fee.
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If we then look at the basis for the existence of this interchange fee and how it has
been set outni theory and in the literatureve would start off by looking at two

distinctive characteristics of these payment markets, this is the two sidedness of the
market and the joint provision of services. Because of the stratification of payment
card marketss two sided markets, two sided markets received increased attention as
theexplanation for an existence of the interchange fee that is embedded in the pricing
structure of payment card models. Mayits worthdefining two sided markets to

everyone first

It was defined as a shared in 2005 as, and | qiio#®: ma r k e dgidediifshet wo
platform can affect the volume of transactions by charging more to one side of the
market and reducing the price paid by the other by an equal amount, in other words
the price structure matters and the platform must desigs o bring both sides on

board.

If we just focus a bit on twsided markets and, we are going to try to make this not
too much of a theoretical argument but | do think it is worth pointing out too

necessary although not completely sufficient to explawvo-sided markets but
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characteristics of twsided markets important in the explanation of payment card
systems as twesided markets, these are: externalities and the balancing of the two
sides. If we look at externalities in tweided markets the ima&ction between the end
users, which will be the cardholders and the merchants are affected by special
network externalities in the system. This can be either direct externalities or indirect
externalities. A direct externality would mean the consumerthie system would
benefit more if other consumers also use the product. An indirect network externality
would explain that a consumer would benefit more from the use of a product or a
service if the complimentary products demand also increase. If | ¢anliga this,
cardhol dersd6 benefit from the fact tha
benefit from the fact that merchants use and carry these cards. If we look at the
balancing argument in tweided markets, payment card markets must perfarm
balancing act in order to get the two ends of the market, the merchant and the

cardholders to participate.

If demand in the two sides of the market is unbalanced it is said that it would imply

that demand on either side of the market could not be Bafancing the demands
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on both sides need to take costs, revenues, prices charged and benefits into account
order to maximise consumer welfare and the network output. In essence then, outpu
can be increased in a system that is unbalanced withougiolgathe total price
charged to both sidds/ adjusting the price or increasing the price on one side of the
market where the demand might be greater and then reducing the price charged or
the other side to adjust demand and to get both sides to paeiaipétinteract with

each other. This balance is then said to be achieved through the manipulation of

prices on either side to affect the demand and distribution of revenue in the system.

The balancing argument is indeed more slippery than the directnatvadork
externalities that we discussed, and | am sure we will get further explanations on this
from various parties. If we look at the other important factor in payment card
systems, which is, the joint amount and joint provision of seryibesrefes to the
co-operative enabling services that enable a service to be provided to both sides of &
potential transaction or relationship. A demand of these selgisasd to be a joint
demand or twesided demand. This relates also, this joint demand amd |

provision of servicegdo the abovementioned characteristics of balancing the system.
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To get both sides on board you need the joint demand to exist otherwise the scheme

would not be viable.

If we carry on then to try and place the interchangeifiecontext of these markets,

all these theoretical arguments lead to arguments for the existence of the interchange
fee. Itis argued that an interchange fee that will balance the system is determined by
the joint demand for the service to cardholdard anerchants, the willingness of
these end users to participate in the scheme and the incidents of costs respective t
the joint production of this service. The interchange fee is in essence a flow from one
full party model to the other side, which is ally from the acquiring bank to the
issuing bank. By redistributing revenue between the two sides through an
interchange fee, this mechanism allows pricing on the two sides to be adjusted, as tc

bring the cardholder and the merchant demand into balance.

It is also pointed out in literature that there is no robust relationship between the
prices charged on either side of the market and the cost associated with providing the
service on that side. Prices can be below marginal cost on either side asddeis i

as a norm rather than an exception in-siged markets. If we then try and link

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page23

BANKING ENQUIRY

theory and practice to see how card schemes may go about trying to set interchang
fees in the markethere are mainly two methodologies that we are aware of for the

setting of interchange fees besides regulation.

The setting of the interchange fees by members of a scheme or a country is one
method which the card schemes uses, and another is the setting of the interchange fe
by the card scheme itself that will ap@ly a default to the participating members, in

a country if bilateral negations fail. The second methodology just implies that the
scheme would set a fee and if members in the country are not satisfied with the level
of the fee they are allowed to bilad#ly negotiate for an adjustment of the fee. In

both these cases there are two important elements involved.

The first one is the calculation of the costs and the second is the balancing of
interests. If we continue on the setting of the interchangefderd party like Edgar

Dunn can be used to assist in the collection and the calculation of the costs associate
with the provision of the service. These cost studies are then used by scheme owner
as an input and the setting of the interchange felee ¢bst calculations by Edgar

Dunn would in essence then only be an interchange fee cost or a fee associated as
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proxy for the imbalance in the system that would then be used as an input in the

calculation of an interchange fee that would be set in atgoun

It is said that one relof cost studies is to identify what merchants are prepared to
pay for accepting payment cards. Although debit and credit cards differ, the cost
studies applied to these also differ but are both done by the same institin@n.
setting of the interchange fee as a balance can either be performed on its own righ
without the consideration of these cost studies or in conjunction with the cost study
that provide a proxy for the imbalance present in the system. In this inst&ome
four-party models or fouparty schemes would allow for this methodology without
the use of a cost study. Reasonittigat the member banks or the institutions that set
this fee in a country would best know the level of interchange fee needecefor th
viability of the scheme in that country. Achieving a balance in this system thus
seems to be part of a business judgment and the elasticises of deneamibtdo

always appear to be actively tested.

If we continue to the interchange fee presently seSonth Africa. Currently in

South Africa the member banks of MasterCard and Visa decided to use the first
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methodology in the setting of the level of the interchange fees in the country, they
decided through the ABCI to initiate a cost study by Edgar ODnor2003 to assist

them in the setting of the level of the interchange fee for credit cards, debit cards,
which was piAbased and cheque cards, which we refer to as signature based,
embossed debit cards or hybrid cards. In November 2003 the South Afaicks b
reduced their interchange fees as follows: credit card rates were reduced from 1.99%
to 1.71%, debit card rates were reduced from 0.73% to 0.55% and the hybrid or

signature based card was introduced at 1.09%.

Since then these rates have been appfieSouth Africa and no other adjustment or
cost study has yet been implemented. The interchange fees currently applicable tc
credit cards and debit cards in South Africa, applies both for Master and Visa card. If
we refer back to the average creditdcand debit card transaction values, we can go
and look at an average interchange fee the issuing bank would receive for debit anc
credit card. Per credit card the issuing bank on an average transaction value of

R510.00 would receive R8.72 per transaction
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The average interchange fee received by the issuing bank per cheque card would b
R4.15 and for debit cards R1.24. For these card schemes to participate in the countn
and to make it viable they apply rules that are applicable to their member banks an

to the end users in the scheme. There are two main rules that are being applied, th
first would be the no surcharge rule and the second is honour all cards rule. The nc
surcharge rule would mean that merchants are not allowed to charge more than thei
standard price to customers paying with a credit card, they may, however discount for
cash. Discouragement by merchants to use a particular payment card schemes card
not in violation of any of Master Car
different methods for discouraging payment cards in a system. The first would of

course, would be to allow discounting for cash.

The second would introduce a concept of incremental spending where a merchant cat
then decide to accept a payment method only if the purchase value exceeds a certai
minimum amount. A third would allow a merchant to adapt a system where only

certain itemscan be purchased by more expensive payment methods. Even though

the surcharging would also imply the same discouragement by merchants in
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jurisdictions where this is allowed merchants do not widely use surcharging, neither
do they discriminate for the usé any payment method by discounting for cash or

any other method.

If we look at the honouall-cards rule, this would state that merchants should accept
all cards issued under a certain scheme regardless of type, which would be debit ol
credit or the ssuing bank that issued the cards. This rule would guarantee issuers a
certain quality of access, naliscrimination and trust in the card to the cardholder.
Another subsection of a rule is maybe worth mentioning and that is the honour all
products rule which is a dimension of the honour all card rule and states that
merchants are obliged to accept all debit and credit cards and a package of product:

covered under the acceptance contract for a particular scheme.

They may not elect to accept only oneguct type, so merchants are not allowed to
accept only Master debit cards or Master credit cards. This rule has been removed ir
several jurisdictions including Australia and the honour all cards rule is still left in
force, so it is only a subection @ the honour all cards rule that gets abolished and

not the entire honour all card. Abolishing this honour all card, rule is said to improve
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competition between debit and credit cards in a certain country and between different

networks, but this could alsundermine the ambiguity of the systems.

If we then go on to look at the merchant service charged by acquiring banks to their
merchants, | think it is worth just maybe mentioning the acquiring market in South
Africa. As stated earlieiSouth Africa ony has a few acquiring banks present and
this would raise some questions on the competition that exists in the acquiring market
and why South Africa has only a few acquiring members compared to the amount of
issuers. Currently there is about 130 000 mershavhose transactions are being

acquired by the big four banks in South Africa.

Typically the banks categorise merchants according to turnover size and apply
differentiated rates or merchant service charges accordingly. Other factors that they
might t&ke into consideration, can include the number of transactions, the average
value of the transaction and as well as the risks associated with different merchants in
the system. From the data that was provided to us a range for credit card merchan
servicecharges applied by the big four banks range between 7% and 1.8%. A range

for debit card merchant service charges would range between 6.5% and 0.6%.
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| think when looking at these figures, we should just keep in mind that the
interchange fee has been pankr from the acquiring bank to the issuing bank, is
then passed down to the merchant included in the merchant service charge. In turn
the merchant includes the charge that was charged to him and the price that he
charged to his consumers. The interg®affee is thus included in these merchant
service charges and it can then be seen as a flaw for the merchant service charge, &
which the fee would not necessarily although we might be aware of one situation in
South Africa the merchant service charge, \dawt be lower than the interchange

fee that the acquiring bank needs to pay over to the issuing bank. The interchange
fee included in the merchant service charge would then be sheltered from
competition on the acquiring side that would not allow itebis fees lower than the
merchant service charge unless the bank is willing to do so. If we continue to
guestions that are still pending relevant to all of the above, the technical team would

just like to introduce a few aspects that we still want tadaressed.

With regards to the balancing argument, we still have posing questions on whether

the balancing argument is legitimate and whether it entails dangers for consumer
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welfare. Another question would be unrelated maybe to the first bullet paotg

be, how would we deal with the problem that there is an incentive for card schemes
and issuers within card schemes to drive up interchange fees. It is stated in literature
that competition on the issuing side does place upward pressure on interdesg

This is sometimes counteracted by the argument that interchange fees are being se
by keeping both acquiring banks and issuing banks in mind, but in the South African

case, seeing that we only have four or five acquiring banks and at leastisteneq

banks there is an imbalance and we might have to look at this issue.

If an interchange fee is indeed necessary for the viability of the scheme, who would
be the best party responsible for the setting of this, in other words, what is the
optimum rm of regulation for an interchange fee in these payment card systems?
Another question that we would like cleared, is the proper requirements and
eligibility criteria to become a member bank of card schemes either as an acquirer or
as an issuer. We haween receiving opposing views on this issue and that is why

we are stating this once again.
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We might like to introduce an argument that the direct charging on either side of the
market could also achieve a scoiptimal output that would be chargingetitly to

the end users without the existence of an interchange fee, although this would not
necessarily be a viable optiodiscussions on this might be useful to intrigue and
encourage explanations on balancing and externalities present in these tEang.sys
Other issues also relating that have not been discussed here might be multiple
acquiring and sorting at source that has bekmedto us by, mainly the big
merchants and banks. Another topic we would like to introduce is maybleamén
acquiring in the payment card field and the viability of this for the South African

case. Thank you.

MR JALI. Right there Ms Louw. | do not knoilvthere is anything other members
of the technical team would like to add to this presentation. Before | ask the others to
ask whatever questions they might have, | have just one question, the issue of white
label cards, will that have in your view a beg on the cost which would be incurred

by customers.
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MS LOUW: In my view there might be, seeing that global card or international card
schemes do provide the service to international merchants all over, only providing a
service to cardholders in Southrigh where they can only use their cards in South
Africa might have benefits for costs, we would need more input from the banks and

card schemes on this issue of course.

MR JALI: | am thinking about a Joe Soap who does not have a hope in hell of
crossingthe Limpopo River going anywhere who just wants to use his card in South

Africa.

MS LOUW: We are aware of a few examples that we did not explain or elaborate on
in this presentation in South Africa where it is only a card that can be used in South
Africa which fee seems to be lower than fees applicable to international card

schemes, so there might be precedence for it.

MR BODIBE: Good morning. Could you pull up the slide withur-party model?

As preamble to my question | think you have to understaaidotte is trying to make

a transition from the ATM scenario where the flow of fees is different in this model,
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now thisfour-party model assumes all transactions off us, the way you have drawn it

out.

MS LOUW: The way | have drawn it out, yes, but yougkt a situation where the

iIssuing bank and the acquiring bank can be the same institution.

MR BODIBE: Yes, | do want to direct my questions to that.

MS LOUW: But | do need to lead you to the fact that the merchant service charge

stays the same regardlegsvhether it is on us or off us transactions.

MR BODIBE: So what will be the fees in such a scenario?

MS LOUW: It will be exactly the same.

MR BODIBE: So there will be the transaction fee paid by the cardholder and the

merchant service charge.

MS LOUW: Yes.

MR BODIBE: So in this particular situation do you even have a notion of an

interchange?
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MS LOUW: | think if you have an on us transaction it is going to function in a
similar fashion to dhreepartymodel. The notion of the interchange fee wiothien
become implicit, included in the merchant service charge, but there will definitely not
be a reduction in the merchant service charge because of on us transaction and th

fact that the interchange fee would not explicitly be present in the model.

MR BODIBE: Now what is the role of interchange in this particular situation where

it is on us?

MS LOUW: 1 think when | alluded tahreeparty models | also explained that this
implicit interchange fee included threeparty models and we might apply this on

us transactions as well, should perform the same function as the interchange fee ir
four-party models. So the explicit and the implicit interchange fee should have the
same functionalities as to balance the system and to redistribute the revevesnbet

the acquiring and issuing side as to get everyone to participate in the scheme.

MR BODIBE: Now, if | may ask about this notion of balancing, what are you

balancing exactly?
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MS LOUW: The balancing argument has been stated to balance more than one

factor along various policy dimensions. To simplify it, | would say the balancing

would be with regards to the demand in the system, because an imbalance stated il
the literature would mean that the demand on either side would not be able to be met
Thus, ly manipulating the fees charged on either side of the end users to the
cardholders or the merchants you can affect this demand and thus the price structure

which alludes to the distribution of the revenues in the system.

MR BODIBE: So this revenue is cgmnsating an issuing bank in this. | want to

stay with this example where on us transaction. Now what will you be compensating

that bank for?

MS LOUW: It is said that even though it is an on us transaction, the institution that
Is going to perform the issuing and the acquiring would still incur the same costs as
the issuing bank if it is an off us transaction. So, | am not completely sure, | do not
think 1 should mention the costs available or applicable to acquiring, but | would

assume that the costs would stay the same well that is what has been said to us.

MR BODIBE: Explain that with an example of a flow of information in this model.
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MS LOUW: In an on us transaction most of the banks process their own on us

transaction, so the flow of information would not necessarily go through a switch or
go through Bankserv. The merchant will then send a request to the bank which will
be the issuing and acquig bank, which will check for the availability of the funds
and then send a message back to the merchant confirming or declining the

transaction.

MR BODIBE: And conceptually by on us we mean a situation where both the

merchant and the cardholder with the same bank?

MS LOUW: Yes.

MR BODIBE: Ok, but you said the fees will remain the same regardless.

MS LOUW: Yes.

MR BODIBE: Ok, Thanks. In your view whatsithe level of intescheme

competition, because in many of the slides you have alluded to similarity of fees
between MasterCard and Visa and is there something that we should be concernet

about, related to intescheme competition?
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MS LOUW: In South Afrca we do have a situation where the interchange fees for
Visa and for MasterCard are the same at the moment. This is referred to as blendinc
in the literature where you would treat all cards as being the same because there
would not be a different merchiaservice charge with regards to Visa or MasterCard
because of a differentiated interchange rate. This might introduce a problem with
competition between different schemes in South Africa. So, in my mind | do think it
Is an issue that needs to be addrdswith regard to setting differentiated fees

between the different schemes.

MR BODIBE: But in your investigation did you find whether there is a difference

between Visa and MasterCard in terms of the services they provide to their

customers?

MS LOUW: The customers being the member banks?

MR BODIBE: Yes.
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MS LOUW: | am not completely sure that we can comment on that, but | do not

think there is a significant difference unless there is something we need to be alluded

to.

MR BODIBE: Now given these relainships and rules and the fact that only a few

banks can acquire and other banks are limited to issuing, what is the impact of this
for new entrants, for a new scheme that will want to enter and given the fact that
there are four main banks and the rulesythave between themselves and Visa and

MasterCard, will this be a significant barrier to entry by a new scheme?

MS LOUW: As a barrier to enter for a new scheme, | am not completely sure what
the impact of that would be. [ think if a new scheme ensars|ar to MasterCard or

Visa, this scheme will have its own member banks that should be present in South
Africa and it will have the right to set or accept acquiring and issuing banks by its

own will.

MR BODIBE: So a new scheme will depend on whetherdkisting banks would

join it and that it would have to offer a superior service to both Visa and MasterCard,

will those be the conditions?
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MS LOUW: It would be conditional on, of course, the banks participating in the new
scheme. As a barrier to enter f@ new scheme, | am not completely sure what the
impact of that would be. | think if a new scheme enters, similar to MasterCard of
Visa, this scheme will have its own member banks that should be present in South
Africa and it will have the right to setr @accept acquiring and issuing banks by its

own will.

MR BODIBE: My last question is, thanks, you have given a lot of theoretical

explanations for interchange and for tsided market, what is the empirical
evidence, for example, the ubiquity of cards laslisplaced cash for both the
merchants and for cardholders, because you are saying one of the externalities is th:

benefit of limited use of cash. Would | be right?

MS LOUW: | am not completely sure that | understand your question, limiting the
use ofcash as a replacement or a competing payment method, so as an alternative

payment method to cash?

MR BODIBE: Yes.
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MS LOUW: It is said that for a market definition payment cards and cash and

cheques and all other methods of payment do compete with deahfat usage by

users. | am not completely sure how to comment on that question.

MR BODIBE: Do you find that cards have taken over from other mechanisms or do

you still find, and I think in the previous hearings, the retailers had an issue with the
notion that cards have actually replaced cash and they still insist that in practise that

IS not the reality?

MS LOUW: If I look at, or if | think about the data that might have been submitted
to us by large merchants, the distribution between payment cagldsaah does not
necessarily imply that payment cards are dominating as a payment method. | do
think that other payment methods are still very present especially in the South
African market because of a large proportion of unbanked customers and customers
that would prefer to rather use cash and that would not qualify, especially for credit
cards. Payment cards are seen as an efficient payment method, whether it is mor:
expensive or whether it is pushing out other payment methods, | am not completely

convinced of.
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MR BODIBE: They are regarded as efficient by who?

MS LOUW: | think that would depend on who you are.

MR BODIBE: Is it by banks or the participants in the scheme as a whole?

MS LOUW: | would think it would be the end users.

MR BODIBE: Now if, empirically, cards are not displacing other payment

mechanism, then the theory holds that the ubiquity of cards is some kind of positive
externality that the cards have to be priced differently to take into account that
positive externality. | am tryingo understand. The theory says that cards have
certain externalities and one of them is the effect of displacing other payment
methods and that is why there is justification for interchange and a flow of fees in the
model. Now my question is if the emigal evidence is otherwise does the theory

still hold?

DR HAWKINS: Sorry, may | just intervene for a short moment? Just with regard to

the empirics in particular, | think this is quite a difficult and complex question that

you raise. | do not think one can actually say in the existing environment in South
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Africathatone 6s payment stream has effecti v

case, however, we are very conscious that the payment streams are very dynamic.

We know for instance that cheques, for example, are gradually being displaced out of
the system ecept for very large amounts. We do see and the data does suggest that
of course, there has been increasing usage of debit cards in South Africa, but they art
actually quite a recent phenomenon, so it is quite hard for us to really place on the
record oumunderstanding of this and | am sure that there will be other submitters that

will perhaps be able to give you perhaps more concrete evidence, but clearly in an
environment like ours it is actually very hard to say that the one has displaced the
other. Tlere is clearly a situation in South Africa where the average consumer still

has, still mostly uses cash, whether that is preference or whether because they ar

somehow blocked from accessing those streams we cannot say.

| think the issue here about the@archange and the flow of fees, perhaps is just an
interesting thing to bear in mind as to what is happening in the market dynamic there.
We effectively have a situation where we have got two sides, we are told there are

two sides to the market, poteriyawith a merchant and an acquiring bank and a
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cardholder and an issuing bank. The scheme is through its interchange arrangement:
creating, shall we say, a substitute for the market mechanism, because effectively if
we were to leave the market by its#ien in fact there would not be an opportunity

for me as a cardholder to be guaranteed that there will be a merchant who will accept
my card. So, in this way the scheme has created an alternative and the, so it is at
alternative to what the market woutdve done, so it has replaced certain dynamics
that the market would ordinarily have, if we did not have that scheme then there
would be different interactions in the market place and it may in fact be that as a

cardholder | do not have an incentive tochibl

So the question we are raising is that if you are replacing a mechanism or perhaps
substituting a mechanism that the market itself does not naturally appear to generate
then the question is begged as to who should be making decisions aboutosbat th

replacement fees should be and is it appropriate that it is actually left to those who

benefit from the scheme to do that setting.
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MR BODIBE: So, Dr Hawkins am | understanding you to be saying, that the way,

the arrangements are such that they repiateral competition that would take place

between different payment methods, is that what | understand you to say?

DR HAWKINS: No, I think what | am saying is the way in which we understand the

payment, the card payment schemes, is that they set upamidgnthat would not

exist were they not to be there. So, in other words, if there were no schemes then we
would only presumably havéreeparty models. We would have to have a bank
who would be able to make an arrangement with a merchant and thevatikat
would also have to issue cards. So, we now hafeeiraparty model that is being

created as a consequence of that scheme.

MR BODIBE: Thanks.

MS NYASULU: Sorry Miss Louw, if | could just ask a few questions for

clarification. | am confident we have quite a few questions that we will get a chance
to ask of MasterCard and Visa, so it is really just understanding, some of the issues
that you have raised. h€ first one for me is in your slide, whatever, | cannot find the

number, but MasterCard has nine principal members, Visa has ten and despite the
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fact that they have nineteen between them, they are only allowing four banks to

acquire debit and credit card you know the reason for that?

MS LOUW: | think | just need to point out that banks that are members of

MasterCard are also members of Visa, so if you count them all together it will be
approximately eleven or twelve banks altogether, of which, foaradiowed to

acquire debit and credit and one is allowed to acquire only debit.

MS NYASULU: Sorry, | just need to understand when we say allow, we mean only

four qualify for all the criteria that have been set by those two schemes to enable

them?

MS LOUW: Ja, it would be based on the eligibility criteria set by the scheme and

the scheme to allow them to continue with acquiring services.

MS NYASULU: Ok, thank you, and just to understand also the slide that has the

number of credit cards and debit carsisued. Clearly 21 million debit cards versus 6
million credit cards. Now, one of the things that | picked up and | just want to make

sure that I got that correctly. On the debit card they do also charge a per transactior
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fee, which might then explain whhere are so many more debit cards than there are
credit cards, and just on tllereeparty model, also to understand. Again, the, per
transaction fee is only paid by the debit cardholders inthheeparty model, so a

person with a credit card woul@ipay per transaction?

MS LOUW: Threeparty models, of which we are aware of, especially in South
Africa, are only credit cards or charge cards, but there are different cards that you car
accept. Some of them will include a, per transaction fee and sbthem will only

have annual fees. | maybe just need to point out with regards to the amount of cards
The criteria to be able to have a credit card or debit card are significantly different.
Credit cards are seen as a product in their own rightrendhebit cards are more used

in conjunction with the facility of a bank account or the banking service. So if you
open a bank account you will be issued with a debit card, where you have to apply

for a credit card.

MS NYASULU: That is a useful explanatio Thank you, and just one other

qguestion. | am trying to understand in the environment where, a merchant obviously

has had to pack all of those fees that come at them into the price of a garment, price

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page47

BANKING ENQUIRY

of shoes. The interchange fee is obviously quéadparent because it has been said
between the acquirer and the issuer of the card. The merchant service fee is alst
quite transparent because the merchant knows what he is being charged for using th
banks machine. So the only element really that igraasparent, and | am talking to

the consumer, is the price of the goods, as | understand it.

MS LOUW: You would be correct. | do think a lot of the merchants do not know

about the interchange fee and the fact that the interchange fee is included in th
merchants service charge either, and, | suppose it would be a business decision for .
merchant to include its costs in the pricing of its products. So, cardholders might not
be explicitly be aware of it but they are aware of the fact that a busineds toee
cover its costs and fees that it needs to pay for transactions by the revenue that i

makes.

MS NYASULU: Okay, if | could rephrase, the merchant would know what the

interchange fee is, is that correct?

MS LOUW: No, they would not necessarily know.
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MS NYASULU: So all they would know is what they were being charged as a

merchant service charge that is the only fee that they would know. And then finally,
to your knowledge, the fact that the banks have actually commissioned an Edgar
Dunn study to worlout the level of the interchange fee, to your knowledge, do they
accept that fee as it comes or over and above the fee that has been charged or set |
Edgar Dunn is there an additional fee, and | am only asking whether to your

knowledge, you are aware tiat?

MS LOUW: That the calculations by Edgar Dunn then said whether that is the only

fee that they applied? As far as we are aware, they used that to set the interchang
fee in South Africa, so, as where MasterCard or Visa for instance would usenit as a

input in the calculation of an interchange fee, whereas they will use the calculation on
the costs and then take their development and knowledge and developments an
adjust it and balance it to set an interchange fee. Where these cost studies ar
commisioned, | assume, in some cases they can use that to set the interchange fee |

the country.

MS NYASULU: Thank you. Chairman, | believe that is all from me.
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ADV PETERSEN: Ms Louw | would just like to go over some ground with you

about the point you raesl about the sheltering of interchange from competition
within the four-party arrangements. | understood you to be stating, or perhaps,
assuming that Il nterchange i1 s passed t

merchant service charge. Have | undmydtyou correctly?

MS LOUW: Yes.

ADV PETERSEN: Now, in some of the submissions that | have read, it is suggested

that that is in fact quite uncertain, the extent to which that is passed through. Have

you got a view on that?

MS LOUW: Like | said previosly, we are aware of some situations where a bank
would, because it would like the business of a big merchant or a certain merchant in
the market, would allow the interchange or merchant service charge to be below the
interchange fee that it would needgass over to the issuing bank. That is solely
based on a business decision by the bank to apply that method. Elsewhere, we ar

convinced that the interchange fee is included in the merchant service charge or in
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the setting; at least as a factor whenrierchant service charge is set, it is at least

taken into consideration as well.

ADV PETERSEN: Would | be right in thinking that the balancing that may be
necessary, and which is contended is necessary, between the two sides of the mark

refers to cardiHder demand on the one side and merchant demand on the other?

MS LOUW: Yes.

ADV PETERSEN: But, that this balancing is achieved by setting a fee which is not

directly paid by the merchant at all?

MS LOUW: Not directly paid, yes.

ADV PETERSEN: So, if it is to be effective in achieving a balance of merchant

demand with cardholder demand, it would have to be passed through or substantially

passed through on the merchant side, would you agree with that?

MS LOUW: Yes.
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ADV PETERSEN: In answer toguestions from Mr. Bodibe, you confirmed that

within thefour-party model, four parties are merely catered for; you can and do very

often haveahreepartytransactions.

MS LOUW: Yes.

ADV PETERSEN: And that your diagram depicts the off us or typit@ir-party

transaction and of course not, it is complicated enough as it is, ndtrdeparty

transactions which are constantly going on within it.

MS LOUW: Yes.

ADV PETERSEN: No w, I have seen it argued

transactions arefdhe same volume as its issuing transactions, then the nett effective

interchange for that bank is zero.

MS LOUW: It should be, ja.

ADV PETERSEN: But | want to suggest to you that that is assuming off us

transactions, so that the interchange receivethéyank is equal to the interchange

paid away by the bank.

t
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MS LOUW: Yes.

ADV PETERSEN: Now, if we focus on the fact that, as you have brought out, that

both issuing and acquiring is conducted by the four major banks?

MS LOUW: Yes.

ADV PETERSEN: And if we assume further that for those four major banks many

of their card transactions will be on us, in other wotllsgeparty in effect. Then
does it not follow that in those transactions, the interchange raised through the

merchant service charge is giiymretained as revenue?

MS LOUW: That would be the case. It would stay with the same institution that

iIssues and acquires, of course, after they take into consideration the costs.

ADV PETERSEN: | am just talking about revenue, gross revenue. And wibulok

follow from that that those banks would have an interest in that revenue being

maximised?

MS LOUW: Yes.
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ADV PETERSEN: Subject obviously to qualifications and limits, but as a

fundamental point, you would accept that they would have that interest?

MS LOUW: Yes, they would. 1 think that is the same as the argument that states
that issuing banks have a vested interest also in having a higher interchange fee an
that competition on the issuing side do tend to put upwards pressure on the

interchangedees.

ADV PETERSEN: And | understood your argument also, that card schemes

competing for participants and competing for issuers, would have an interest in
interchange being as high as possible to make their competition with each other more

powerful.

MS LOUW: That has been seen in other countries, ja.

ADV PETERSEN: Now, you said that, where surcharging is allowed, merchants do

not widely apply surcharging.

MS LOUW: Yes.
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ADV PETERSEN: | want to ask you what you think this might imply, and let me

suggestwo things to you and ask you to comment and then to add anything that has
occurred to you. It seems to me it could imply that costs to the merchant, of the
alternative means of payment, may not be very substantially different. Would you go

along with trat?

MS LOUW: | would go along with it. The argument that cash is less expensive than
payment cards would not always take into consideration costs that would be incurred
for security and transportation and deposit of that cash transaction, but ratfasr just
the transaction occurs, rather than taking into account all the costs that you would

incur for accepting cash as well. So | would say that that is a possibility, yes.

ADV PETERSEN: Would you agree that it is another possibility which perhaps
points n the other direction, that it may be significantly expensive, costly to the

merchant to operate differential pricing?

MS LOUW: Yes, that has been introduced to us.
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ADV PETERSEN: Is there anything else in this area that occurs to you that might

explain why merchants do not widely apply surcharging, where it is allowed?

MS LOUW: Reasons given, if | can refer to the Australian case where they do allow
surcharging, or they allow merchants to surcharge. | think, since the implementation
of that, only abouti2% of merchants in the country applied surcharging and when
asked to the rest of them why they do not apply it, the answer was, they do not want
to discourage customers when they walk into a shop to buy their products, and that

discouragement, they jusb chot want to take the risk of losing the customers.

ADV PETERSEN: Now following on from that. | just want to ask you about the

problem that we have to confront about the extent to which cards are substitutable for
cash and cash for substitutable for cards, in order to identify a relevant market and to
estimate markgbower, if there is any and the extent of it within that market. Again,
let me put to you something and ask for your comment. | would think that a card, if
accepted, would be an alternative to cash in virtually every transaction. A card could

substitutgor cash.

MS LOUW: Yes, that should be possible.
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ADV PETERSEN: But, it seems to me that it does not necessarily follow that cash is

always a realistic alternative to a card. What do you think of that?

MS LOUW: Would you be able to provide an example of maybe what you have in

mind?

ADV PETERSEN: Well, it has occurring to me that, particularly in the higher value

transactions, the problems arising from carrying the appropriate amount of cash may
be significantwhereas the facility on the card may be enough to cater for a whole
range of different values and therefore it is just that much simpler to carry a card and

not carry cash.

MS LOUW: That is definitely a possibility. Keeping in mind that, instead ofgisin
cash you can use a cheque or another means of payment as well, such as intern:
transfers or so forth, so, it would be easier because a card would be able to allow yoL
to use any, or to purchase any transaction value, so it might have some advantages o
that side. But | would definitely keep in mind that even though a large transaction
value would not be able to be paid for in cash, you can pay for it by cheque or

something else as well.
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ADV PETERSEN: Now, as | understand it, it is accepted in our caitipa law

following precedence in the United States, that one may define a market or to use a
more precise expression, as sub market, by using something called the SSNIP tesl
which stands for a small but Significant Non Transitory Increase in Pricealpn

to 10%, so that you ask the question, if the price to the consumer of using, for

example, a payment card were to be raised by 5 to 10%, would those consumers sto|
using cards and use something else, like cash? At this stage of the enquiry are we i
a position to apply that test in determining whether payment cards form a distinct sub

market?

MISS LOUW: 1 think | am going to ask Mr. Keith Weeks to try answer that question

for you.

MR WEEKS | do not think it has been demonstrated empirically by wfgnip

tests that cash is a substitute in that way for payment cards and thus would fall into
separate relevant markets for competition policy purposes, and | point out as well that
as the example you gave, there may be cases where no payment card detteer

benefits for different types of transactions, like a higher value transaction which

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pageb58

BANKING ENQUIRY

would suggest that cash in plastic, for example, are complimentary as well rather than
necessarily a direct substitute. 1 think it is clear that while certdueletis achoice
between cash and cards in so far as we are testing the exercise of market power an
the determination of relevant markets, we have not determined, as far as | am aware
it has not been determined empirically whether payment cards and/gakhfall in

the same market or in separate markets, we must be clear on that.

ADV PETERSEN Thank you.

MR JALI: Just two short questions. Going back to your slide on interchange fees
payable in South Africa you made reference to the fact that theranvBdgar Dunn
study and in November 2003 the interchange fee was reduced. Was that based upo

the study?

MISS LOUW Yes.

MR JALI: The reduction was fully upon this?

MISS LOUW: Yes.

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pageb9

BANKING ENQUIRY

MR JALI: Right. Would that have been recommendations from the Edgan D

study?

MISS LOUW: | do not think they would give any recommendations as such to the

parties that would ask for such a gross study but they would give you the cost figures
and then it is up to the merchant or the member banks to actually decide deevhat

they will set that.

MR JALI: So, all the member banks reduce the fees as set out here?

MISS LOUW: Yes. That fee is applicable to all credit and debit and hybrid cards

issued by Master and Visa in South Africa.

MR JALI: Then next slide. The avemgnterchange fee payable to debit cards, this
Is paid in addition to the interchange fee, the merchant fee all the other fees as they

flow in the diagram you showed us.

MISS LOUW: The interchange fee would be i

charge, sahat would be paid over from the acquiring bank to the issuing bank but on
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debit cards this interchange fee is over and above the per transaction fee the banl

would receive for a transaction.

MR JALI: | follow that. Now, the one question | have is jast opinion question.
Anyone of the members of you can answer that. In your opinion do you think it will
be justifiable to pay, to charge a transaction fee in addition to all the other costs
which you referred to? When one considers the fact that dafolf there is cash

already in the account?

MR WEEK: Sir, that is not an easy question to answewould approach it in this

way. One important thing to bear in mind of course when, if you consider for
example, credit cards transactions do not incur teawysaction fees whereas debit
cards do because it is important to bear in mind that banks earn an interest revenue i
the case of credit card transactions potentially. That is not the case of course with
debit cards. So there may be an argument andeed to explore it that there are
additional costs that may have to be covered in the debit card case through

transaction fees.
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But that has not been demonstrated. | think it should be addressed, we talk about cas
and cards but we also need to considditdcards and credit cards and what is the
more preferable payment mechanism to be used and certainly the encouragement @
credit cards versus debit cards is something you would be concerned about and woulc
want to address. The incurring of transactieasf on debit card transactions to the
extent which that would discourage the use of that payment mechanism would be
something new. We would want to look at that. It does not necessarily follow that
it would not be right to charge for those fees. ihkhwe need to know more for

those transactions rather.

MR JALI: You are talking about the fact that the banks and the interest on credit
cards, the point | made earlier on was the fact that normally the debit card would be
utilised where there are funds the account either in the form of, in the current
account or in a savings account or whatever type of an account. That is the point | am
trying to make, the money is already there. Alright, we will leave it. | will raise it

with the banks.
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MR BODIBE: Just a follow up to that question. Asiiderstand the way of credit

card operate as an interest free period. Now if the cardholder happens to pay off the
whatever is owed on the credit card during that interest free period, would | be right

to conclue then that that transaction is as good as a debit card transaction?

MISS LOUW Would your question imply that there would be funds on the credit

card?

MR BODIBE: No, Isay you pay off the value of the transaction during the interest

free period. Wouldhat transaction be as good as a debit card transaction, or my

guestion is not clear?

MISS LOUW No, I will try and answer it. | think when most of South Africans

and | am not sure of the percentage but it is around 80% of South Africans do pay
intereston their credit cards. In my mind if a credit card attracts or the credit attracts
an interest rate or an interest charge on the card then that would be the same as a p
transaction fee that a debit card would attract. So in my mind it is justhiibevedy

around than in the way you are suggesting it that when you pay interest on your
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credit card the bank would earn that money that would be substitutable for

synonymous for the transaction fee on a debit card.

DR HAWKINS: Just in the instance thgbu raised Mr. Bodibe, the credit card

transaction in although you are clearing it if you like at the end if each month you
have still received the option of receiving that credit so it is somewhat different but
one could of course presumably liken it tdebit card being used in the case where

there is an overdraft. So it I's not

interest to be earned.

MR BODIBE: But in the actual event where it is not earned, how do you treat that

transaction?

DR HAWKINS: Well the transaction is treated as a credit card transaction with its

commensurate flow of interchange as we see on that screen and there is no pe

transaction charge.

ADV PETERSEN So it would be a credit transaction but interest free in that

particulr instance?
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DR HAWKINS: Yes.

ADV PETERSEN In a case where a credit cardholder is paying interest on credit

card debt is there an interest free period? Or is interest charged from the date of the

transaction?

DR HAWKINS: Mr. Petersen, did you say credard debt?

ADV PETERSEN Credit card debt where the cardholder is paying interest on credit

card debt?

DR HAWKINS: Yes.

ADV PETERSEN Is there been an interest free period for that cardholder in respect

of that transaction or is interest applied frira date of the transaction?

DR HAWKINS: Interest is charged from the date of the transaction.

ADV PETERSEN Thank you. Just finally Miss Louw, can we just go to the slide

which is up which | make number 14, in the row last but one, where you amegdeal

with cheque cards is it correct to give the interchange as 0.55%?
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MISS LOUW: No Sir that is indeed a mistake it should be 1.09%.

ADV PETERSEN Does that affect your figure of 4.14 in the right hand column?

MISS LOUW: No.

ADV PETERSEN Thank you.

MR JALI: Well then thank you to the technical team, we will now break for tea; | see
the time is about eleven fifteen. ABSA will start at eleven thirty and we have a
slight change in our programme in that we will finish about lumTie today,

because Visavas scheduled to appear this afternoon. They will not be appearing,

they asked for a later date.

MR VON ZEUNER: We will explain how interchange fees have been determined in

the past and also put forward how we think it should be done in future. Akl t
important then that we also at this point as we also did at our previous presentation
say that our view is that we support the retention of interchange in the current

environment, however we favour the independent third party review of the level of
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interchange in accordance with the approach that is currently also used

internationally and we will also briefly touch on tfwair-party model.

MR JALI: Right Mr. von Zeuner, before you proceed, you will be talking about the

slides, we will just take them a&xhibit LL. You may proceed then.

MR VON ZEUNER | think what is important is that if we talk about cards that we

still are mindful of the choice that the customer has in terms of the payments
mechanism to be used with the alternative being cash agdehe | think this slide
summarises some of the principal ways in which payment card provide value to the
consumer. Most importantly we think it is more secure, convenience than the
carrying of cash. The slide also summarises some of the ways in thBipayment

cards provide value to the merchants and most importantly | think other than the
benefit of increase sales, we also look at the benefits of the reduced costs anc

particularly reduced risks in terms of handling of cash.

The slide on now, iglealing with the benefits and the volumes and | think it is
important just to note on the growth in the debit and credit card transactions over the

period starting of October 2003 as is the slide on the board. | think this to some
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extent gives an indation of the benefits and acceptance amongst consumers and
merchants, but also important to highlight the decline in cheques, | think firstly from
a consumer perspective cards are easier to use more convenient and offer a highe
value to the consumerand s ond from a merchant 6s pe
being free for merchants they are not as valuable to merchants because the lack of th
pay ment guar ant ees. I think it s 01
industry or this part of thegyment systems even close to be at a mature level and the
slide in front of you really just gives you an indication of the very dominant position
that cash still holds. We look at volumes of transactions in ABSA 49% cash, if we
look at from our perspee at food retailers 87% cash, | think it is important to
highlight the comparison in the UK currently 63% of retail sales in the UK is done

through payment cards.

If I can move onto a requirement for the presentation also from the technical
committee duching on thdour-party model, | think important then to point out that
Visa and MasterCard is what is known as ftha-party scheme. The four different

parties can be seen on the slide as cardholders, merchants, issuers and acquirel
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Within theseschemes | think it is important to note that there is lots of issuers, all
who are competing against each other for the consumer, similarly in the acquiring
box there will be multiple acquirers all of whom are competing against each other

through the merdmts.

You can see from the slide that the system requires the participation by two groups of
users, cardholders and merchants. Payment systems are examples of, | think whe
economists refer to as a tvgaded market, in a two sided market differentup® of

users need to participate to make the system work. thrkeparty model. In a
threeparty model we still have the two groups of users, cardholders and merchants,
the difference is that instead of multiple issuers and multiple acquirers thare is
single scheme operator such as American Express that is doing both the issuing an
the acquiring. This means that the benefit that arise from competition amongst
issuers and from competition among acquirers that is seen witbium-party scheme

is not found in thehreepartyscheme.

When you look around the world you will find the result of a current engagement is

that afour-party scheme is the one mostly accepted. If | can turn to the cost
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allocation and really deal with the economic functioh interchange as | just
explained payment cards are an example of what economist call a two sided market, |
think this is best illustrated by other examples and that is one of the yellow pages, the
extent to which consumers use the yellow pages todagndepn part on the number

of firms advertising and the number of advertisers depend on the extent in which
consumers uses the yellow pages. In anydided market there is a question of
how much of the cost of the system should be recovered from ekch $n a two

sided market it is not the case that each side should necessarily pay its costs fo
example in the case of the yellow pages all of the costs are recovered from the
advertisers even though there are costs associated with distributingltive pades

to consumers, consumers are not charged.

The cost allocation question in a payment system is about how much of the systems
costs should be recovered on the issuing side through cardholder fees and how mucl
should be recovered on the acquirgide through merchant services charges. As the

yellow pages example suggests it is not the case that each side in a payment systel

should necessarily cover its own costs, our economists tells us that it would be pure
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coincidence if the best allocation ofst for the system as a whole was one in which
acquirers covered their costs and their cost only through merchants service charge:

and issuers covered the full amount of their costs through cardholders fees.

Interchange fees are a feature dbar-party scheme and affect the allocation total
cost between acquiring and issuing. Interchange fees provide additional revenues tc
issuers and allow issuers to reduce cardholder fees and increase the benefit of card
through interest free periods, pagnt guarantees etc. This increase in card use also
benefits the merchant. The optimal interchange fee is the one that balances the
positive impact on card usage, of lower cardholder fees against the negative impact
of higher merchant services chargas merchants acceptance. On a topic of
elimination of interchange fees, we explain further why we feel interchange fees are
desirabl e, its worth <considering a g\
guestionnaire, what would happen if interchange fe@ese removed, this would

I mpact both the merchantdés side and th

Looking at the cardholders side it is clear that the removal of the interchange would

have a number of negative effects such as increasing the fees to cardholders, reducin
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the benefits of aspects such as the interest free period or reducing the availability of
credit cards particularly for higher r
services charges however it is highly uncertain that these reductions walidrbd

with the customers, the two examples we would like to point out is where interchange
fell in Australia they found no reduction in retail prices and | think also that was the
experience of feasibility when they looked at reduction of interchang@08. 2 On

the merchant side it is also clear that the removal of interchange fees would be
detrimental, for example because the payment cards are more costly for consumers o
benefits have been reduced so you will fewer transactions, it would increassethe

of cash, | think we all accept a less securer way and method of payments and we
believe lower sales volumes. Overall therefore the removal of interchange would be

bad, we believe for the merchant as well as the cardholder.

The threeparty model asa replacement for party schemes such as Visa and Master
provide consumers and merchants with important benefits. The panel may have the
question as to whether there would be any merit in moving fréoargparty model

to athreepartymodel. The slid explains why we believe a move in that direction
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would actually be a step backwards. The card of any individual bank would never
enjoy the same level of merchant acceptance as a Visa and MasterCard and can
illustrate our point by our own experienceeo white label card when we in the late
906s had a bank teller card equival ent
ei ther than being a mechanism that we
of payment card interchange fees, the airtevel of interchange are based on a
study done by Edgar Dunn in June 2003. You can see that the interchange rate i
different for different types of cards, in each case the interchange rate is set at a leve
that is aiming to make the scheme functiorthet most efficient overall level, but
since the costs and benefits of each payment card are different this leads to differen
interchange rates being calculated, | think also important to look at the last bullet on
our slide, interchange on debit cardsswaduced below the Edgar Dunn calculation

of .71 currently at .55 | think speaking to the approach of banks on the level of

interchange.

In order to set interchange in the future we support the use of an independent third

party to determine the appropriate level of interchange fees, for example at the
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moment ABSA has the approval of the Competition commission to participate in a
study by Edar Dunn for the purposes of calculating the mpitity interchange fees
for credit and debit cards. Il n conc
view on the interchange, the payment of interchange fees in relation to card
transactions are a featurof most banking systems throughout the world and
consistent with global practice.  The current interchange arrangement in South
Africa have received competition law sanction from the South African competition
authorities in terms of an exemption givenMisa and an advisory opinion issued to
MasterCard. We believe interchange fee allows the issuers to reduce cardholder fee:
and increase the benefits of card, removal of interchange fees we believe would have
negative consequences for the consumer aB®AA suggests the approach to
interchange fee would be determination through a third party objective cost study that

can be reviewed regularly.

MR JALI: Thank you Mr. von Zeuner. Your summary, the very first bullet point

you say interchange fee are attea that most banking systems throughout the world
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and consistent with global practice, are you aware of any country where there is no

interchange fee?

MR VOLKER: Chairman, we are not really aware of any country in the world where

interchange is not appd, | think the only one that | am vaguely aware of but we
have not stated, is Sweden, possibly | think, | just want to correct myself, there is
interchange but it is not determined on the multilateral basis by on a bilateral basis,

so in fact there istdl interchange present in that market.

MR JALI: Maybe | should put it differently, where interchange maybe zero rated.

MR VOLKER: Not aware of that kind of market.

MR JALI: That was my understanding.

MR STILLMAN: They are in this caseé (indisti

MR JALI: Thank you, that was my understanding because on page 12 of your
submission you make the point, you say the European Union investigation where
i nterchange fees are either not pl ace:

there.
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So basicallythat submission would be, its consistent globally with the exception of
the countries where it is zero rated for debit cards. So that would be the correct

position.

MR BODIBE: Good morning and thanks for the presentation. If you could go to

slide 3 ad | am interested to know whether this point about payment cards adding
value to merchants by increasing sales, is that proven empirically or is it theoretical

assumption?

MR VON ZEUNER: Well | think | am going to ask Mr. Volker to comment on it as

well as Miss Coetzer who manages the business bank and the relationship with the
retailers. | think what is important is that we say the benefit of the card to the

retailer merchant today is assist them in reducing cost and particularly address the
issue & less cash handling and obviously reducing the risk of cash, on the other hand
also you can see to the behaviour of the consumer | have highlighted in my
presentation what our research has proven in terms of the acceptance of cards and i

terms of the casumer using that as a way of transacting, however | have qualified

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page76

BANKING ENQUIRY

the opinion in saying it is an immature industry where there is still a lot of

development to take place.

MR VOLKER: I think it is one of those arguments that are very difficult to proven

empirically because you canot really r
the card transactions create an incremental sales so it is probably very difficult to
prove in that way but suppose anecdotally it would be true to say that sales could be
lost if a consumer was inside a store and did not have sufficient cash at that point to
purchase a particular good or service the access to a debit card certainly gives him the
ability to make that purchase far more easily, conveniently and securely and
obviously if a credit card gives the additional facility of a line of credit as well, if it
was a goods or services that were more expensive than what he could afford througt

cash payment at that point,

MR VON ZEUNER | think that is also important theis that view as we surely are

aware of even in the initial presentations where there were arguments by certain

retailers on the cost of cash, we believe that there are studies and we can make
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available some of that information on the cost of cash thsdilplg count as your

experience with the retailer.

MISS COETZER There is no doubt that in any negotiation with the retailers the

volume of transactions is constantly a topic of conversation on the one side, so |
really believe firmly empirically has done evidence from my side. | also know
that if the systems for instance on a certain day is not there we also know about that
first thing on that morning. The biggest thing would be that the high value items,
where it is quite inconvenient to carry thmmount of cash and it is also | think in pass
buying for people who see something and because he has access to the fundin
mechanism so much easier to actually do that transaction rather than just go to the
bank and by the time you have that buyers remsesing in, so yes, for high value

I t ems t her e S no doubt and i t 6s a Ve

merchant and both of them will benefit from that.

MR VON ZEUNER | think through the panel the requirement also from your key

retailers tody are pretty much into particular transactional cards that they require and
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wishes banks to explore with them and | think that demand would not have been

there i f they don6ét see the upside and

MR BODIBE: One is nt challenging whether there is a convenience associated with

cards | am trying to understand the argument that says it leads to increased sales an
whether that has been tested, | mean there is no doubt that having cards is convenier
especially for whatgu say of high value items. If | can just again make a folipw
question on the point, when you respond say for example availability of cash or
availability of credit, its an additional convenience that will not be otherwise present
if it does not haveenough cash. Are you therefore suggesting that the impact of
these cards will be different depending on whether they are credit cards or debit

cards?

MR VON ZEUNER 1 think the impact | think need not be different | think the

qualifying criteria for thecredit facility that you have within the area of a credit card
| think it is pretty tight and I think if that becomes available as a facility you would
have followed due process as a bank to have that facility available | think the debit

card one and theoavenience is really the one we are highlighting in that regard.
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MR VOLKER: | think in some respects some credit cardholders use the credit card

purely for transactional purposes and they settle fully at the end of the month before
the end of the free ped so that percentage would probably use it to some extent like

a debit card but by far the large percentage use the credit card as a means of lendin
and that is just a very convenient and accessible way to additional funds that you

might not haveinyau nor mal bank account, so it

MR VON ZEUNER: Chairperson can | just highlight here that | mean in terms of

the ABSA strategy, in terms of the issuing of credit cards we have a particular
strategy that we bring the customer intoiarmlending facility and then qualify for a
credi-t card, so i n our qualifications
below a 6 level and we believe it is a prudent way to educate the consumer in the use
of a bank product and therefore oupfde of a credit card user is slightly different

than what you will find in other areas.

MR SWEENEY We have over ti me we have cC:

distribution of credit cards and the higher end of the market we used all the latest

produck t o give us a migration €. (indist
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MISS COETZER | would just like to add the last thing through the use of credit

cards we see the various behaviours it depends on the market that is serviced by the
specific merchant and there are certain of tlibat have a higher usage of debit
cards while others have a far higher u

because Iitds a mere average.

MR BODIBE: Can you go to slide no 8 the last bullet. About out the costs of the

four-party schemes. £e these costs similar in an instance where it is ON US

transactions?

MR VOLKER: The answer is yes, the cost components are very similar if not

exactly the same whether if is on us or not on us, the only component in the whole
process that is differenbif on us versus not on us is the switch which the costs are

online, so that is the only component that is by passing on us transactions.

MR BODIBE: So you confirm the assertion made earlier by the technical team that

there is an implicit interchange iman us transaction. How do you justify that

when you are both an issuer and the acquirer?
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MR VOLKER: The argument for an interchange hinges on balancing the two sides

of the two sided market and the same benefits that you would want to pass through tc
your customer whether you use your own terminal or the merchant using the same
banks ter minal or somebody el sebds you

in terms of the dynamics of the two sided market or the benefits that are passed

through orthe costs or any of the components of that dynamic.

MR BODIBE: You just conceded that the cost of the switch will be the only

difference between OFF US and ON US transactions, is that reflected in the pricing?

MR VOLKER: Itis such a small componenthink we are talking about .12c that it

Is averaged out in terms of the transaction so it would not really make sense to reflect
the .12c difference in terms of the charge to the consumer so that is averaged out ir

the total scheme of things.

MR BODIBE: Next slide please, the second bullet. The line that says revenue from

interchange fees allows issuers to reduce cardholder fees and increase the benefits
card use. Will it be fair then to conclude that interchange is a mechanism to

subsidise cardho&ds?
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MR VOLKER: That is correct yes, exactly the purpose of the interchange.

MR: BODIBE: And what is your reaction to an argument that says ultimately even if

you may be paying lower card fees but you ultimately pay through higher prices for

goods andervices?

MR VOLKER: | think irrespective of which payment instrument is used, the

consumer does ultimately pay so | think our view is that there is a variety of payment
instruments that can be selected by the consumer and whether it is cash or cheques ¢
credit or debit card there is a cost associated with that instrument to the merchant anc

to the cardholder so none of those options are free in themselves

MR BODIBE: What will be your reaction to an argument that says therefore the

subsidy is offset byhe higher prices of goods and services? Will there be a one to
one relationship for example between the subsidy on the one hand and the paymen

of higher prices for goods and services?

MR STILLMAN: The question you raised Mr. Bodibe is an argumerd,dtsubject

that has come up in the economics literature on interchange fees, | think the reasor
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why the interchange fee does end up having the fact on the system is that typically on
the merchant s side there i s framtcasls e p a
transactions there tends to be €. Not

the tendency of merchants to even when they have the option of having cash
discounts they charge the same price, then there is not the complete offset you have
described, you would have interchange fees providing revenues to the issuing side,
that results in | ower cardhol der fees,
side that leading to somewhat higher retail prices, but the retail prices across all
consumers, whether it is cash or a card transaction, so this is why the issue
sometimes come up, and | think in Australia it did come up as to whether this ends as
being inappropriate subsidy of card transactions at the expense of cash transaction
where upn the argument gets even more complicated because you then need to
consider the full cost of other payment mechanisms and whether there is other
Ssubsidies through the operation of Gov
the short answer to your gstion, why interchange has an effect and is not undone,

fundamentally is on the retail side as a single price.
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MR VON ZEUNER | think can I just draw attention to slide 10 where we spoke

about Il nterchange and r educiethgtthanésma h ar
the case. In terms of the benefits that we offer to the consumer we believe that some
of the benefits inherited in the card obviously makes this a product that the consumer
wants and that as an instrument does and that is our eaglien@nt does bring more
transaction and activity to at the retailer, so the benefit of the price of the retailer is
surely a question that they should answer as to how they would view that approach

going forward.

MR BODIBE: Would it be fair then to condlie that one of the necessary conditions

for this model to function that society has to bear certain costs, like the higher price

for products, because of the no discrimination rule?

MR VOLKER: | am not sure whether that it is always higher cost because as

mentioned before the other options are not free. One of the empirical studies that we
have for example is a study of cash versus debit card at four court, at Petrol four
courts, which are not currently generally excepted and we found from the enpiric

study that cash was in fact in most cases more expensive for the four court owner to

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page85

BANKING ENQUIRY

handle a debit card and at the same time secure etc, so we believe it is not in all case
true that cards are more expensive sometimes they are more efficient moeeasecu

less expensive in other cases they might be more expensive for merchants to cater fo
but the benefits in terms of the payments guarantee or the line of credit as in a case 0

credit cards outweigh the costs.

Another example we can maybe mentisrcheques for which the currently there is

no direct charge but because there is a no payments guarantee associated with that tt
risk is disproportionately high for many retailers and therefore a lot of these retailers
no longer accept cheques. So whkee it is not just a pure cost argument that is a
cost benefit value argument they are on both sides of the market and we had to
balance the benefits versus the costs on both sides to ensure that the system work

well.

MR BODIBE: Thanks, but | am thinkg you did not understand my point. Can |

just rephrase it? My point is why should | as a cash holder subsidise a cardholder

and the point | was trying to understand is it really necessary for the scheme to
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operate that society must bear the costdhenform of cash customers subsidising

cardholders?

MR VON ZEUNER | just think Bob you can answer to that, but | think it is a

difficult question for us to answer, | mean we make the mechanism available to the
consumer we donot d eethilery omthenoa thd shedf itemyso £ e

mean if that distinction should be there | believe that is a question the retailer should
answer for as it is difficult for us to comment on that. We believe here is a product

that we offer to the consumer andttpeoduct comes at a price.

MR BODIBE: I j ust wa nt to but, donot t h

retailer like no surcharge on all cards and on all products?

MR VON ZEUNER We would argue no, but | think again it would be for them to

commenta t o what I's their behavi our bei nc

~

if you would like to add anything.

MR STILLMAN: Well, I think the answer that we gave is on the lines | was going to

outline and | think with respect to the no surcharge ruleinipact of it, | think it is
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better if it comes from Walter or one of the people actively involved in the South
African market place but my understanding is the cash discounts are allowed so that
there is really nothing that would prevent a retailer sofrentcfrom offering a
discount for cash and having the same effect as a surcharge and that not withstandin
that option for various reasons having to with transaction costs and what other
differences in the cost of the mechanisms in the means of paymsntash
discounts are very rarely offered so again the product is there, the product has
benefits and how the merchant chooses to charge for those in and deal with the

merchant charges is the retailers decision.

MR VON ZEUNER | think can we just go bado slide no 5 where we will give

you a view of how we think transactional activities split at food retailers as well as
our own experience. So | think one would argue that currently to a large extend
prices determined and again | cant speak on beh#tieafetailer but | mean the bulk

of activity is in cash at the moment and | think that is one of the points that we also

raise further in our argument is to say it does not follow that there will be a benefit
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for the consumer as | think you have eludedda large extent cash purchase is the

driver of price for the retailer.

MR JALI: | tried to follow your arguments, | sort of have difficulty to follow the
logic because in one of the slides you argue against the elimination of interchange
and two of thearguments you have put forward | am in doubt of the retailer. You
are arguing now that you cannot talk for the retailers. | was already having difficulty
with that particular slide because as | was saying, we were supposed to be looking a
the bankingsector in ABSA, they should be arguing their case but you are arguing on

behalf of the retailer.

MR VON ZEUNER The comment that | made is | think if we eliminate the

interchange | said that we think there is a number of negative effects increasing fee
for the cardholder on the card, | said there is a likelihood that you might see a
reduction in some of the benefits for the consumer, and then we said it could also
reduce merchants service charges, however, it is highly uncertain that these

reductions wuld be shared with the consumer.
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MR JALI: No, I am talking about the sl
You arguing that it will reduce the turnover for the merchant. So that is why | am
saying | cannot follow the logic when you are beasled questions by Mr. Bodibe
you answers ar e, you <canot argue for

argument we are presenting.

MR VON ZEUNER We made it clear to say this is what we think can be some of

the activity on etheeasa, lehink whiate say is we kribw wwhatt

is the benefit we can get to the consumer through the interchange fee we have &
different view and | said | can anticipate that if we do this and there are more cash
activity at the consumer because the cousage is less cards, less card activity, we
say the consequences of that is more cash, more risk and more cost to the consume
that to me was the argument | had on that. What we said is possibly less sales
because less card and the issue of cash mightganerate same number of
transactions and then again if a merchant does not have the guarantee of payment i
card, there might not be benefit for them to accept the card, so | cannot put it to you

that that is the impact on the consumer that would defjnbe two areas which |
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think the merchant might have a different view if there is changes in the card

offering.

MISS COETZER | would just like to go on that, the retail price on goods. In my

portfolio | have to beg retailers and they have vastlieddht payment patterns, the

one is highly slanted towards cash, the other one highly slanted towards cards and al
| know as the consumer is that the average price of a bag of food that | buy is very
much the same. Now if the argument held water treaetis a biased towards the
payment instrument surely | would have had different price in differential pricing in
the market place as a consumer | would have observed and | have to say those tw
have vastly different payment patterns but the pricing tactimsumer is very much

in high.

MR BODIBE: But you would have said merchant service fees is a cost to the

merchant that they would have to recover?

MISS COETZER Yes | do, it is definitely a cost that is incurred in the cost base but

to the amount thahey pass it through, now if the argument is true to that to a cash

buyer the price is the same | will then argue to the same extent that if the
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éé(indistinct) changes and there is a

might definitely not see thdenefit because it gets washed in that system.

MR BODIBE: We are not yet there, | just wanted to understand first the principle at

first that the merchant set his cost, he is a costly merchant who has to recover it one

way or the other and that ultimites passé to the customer.

MR STILLMAN: Well | think it depends on what we are talking about here possibly

the degree of competition in the retailing and so if the cost go down for example will
they be fully passed through depends on the state of cimpaimong the retailing,
similarly it is less obvious if the cost go up whether they get passed through fully it
also depends on the level of competition and in the competitive market they will be
fully passed through and in the market that is not aBhhigompetitive they will
actually not be passed through as fully that maybe requires a little more diagrams anc
explanation it is easier to perhaps see it on the downside if you have some measure c
market power lack of competition reduction of merchaiise charges does not

necessarily lead to a full one per one reduction in the retail pricing.
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MR BODIBE: Now if | understand you, your argument for the impact on the

consumers is that the full cost of the card will have to be recovered from the
cardholer, is that not the case? If interchange were to be removed the full cost will

have to be recovered from one party in this, perhaps the consumer or the merchant?

MR VON ZEUNER All we need to look as to whether we can maintain certain of

the benefits neessarily inherited in the product.

MR SWEENEY: If the charge is going to pass through to the consumer then clearly

other things we would look today as we alluded to the slides earlier so some of the
benefits of the functionality of the card may belueed to that charge flowing
through and that is part of the trade, we fundamentally believe that the benefits of
that card is what makes the two sided model work, we believe that is why consumers
transact with merchants and if you want to reduce thatiuradity it has a different

balance in effect on the two sides of the market and therefore demand goes down.

MR BODIBE: Slide no 13. Do these fees apply to both MasterCard and Visa?
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MR VOLKER: The answer is yes, correct. This is a single studgnbipndependent

third party it get done and all the banks participated which was a mix of Visa and

MasterCard member banks, so it was one rate that applied across the industry.

MR BODIBE: Does Visa require an independent party?

MR VOLKER: Visa has got arexemption to be able to determine its own

interchange rate but there is not to date announced a rate that is different to the rats
that we are using as a result of the Edgar Dunn study. So we are still using for both

associations the same rate at present

MR BODIBE: But is it correct that the Edgar Dunn study was done initially for

MasterCard?

MR VOLKER: No it is not correct, it was done on behalf of the banks, the

associations were not involved but with that particular study. In the current

MasterCardstudy they have also employed Edgar Dunn to do this study.
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MR BODIBE: Slide no 15. Bullet point 2, can you explain what do you mean by

current interchange arrangements have received competition law sanction from the

Competition Commission?

MR VOLKER: Visa applied to the Competition Commission a humber of years ago

and they were granted an exemption to determine, well actually the purpose was
broader than just interchange, they were granted the right to establish a local
company of which one of the ritghor privilleges of that company was to be able to
set interchange for the members in South Africa, so that is Visa, MasterCard received
an advisory opinion also | think it was last year to be able to determine their own

interchange for their members.

MR BODIBE: Almost my last question, thanks for bearing with me. Your second

bullet from last, basically looking at the negative consequences for consumers if
interchange fees were to be removed, what will be the impact on the banks

themselves?

MR SWEENEY: | think we need to look at the issue for ourselves is if you change

the interchange level we need to pass some of that costs through to the consumer fc
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the provision of the service which we are providing to the merchant. Recognise for
providing the serice to the merchant and from the payment guarantee with its

interest free days of processing the transactions so we are providing a service to bott
the consumer and the merchant. If we have to balance that in a different way then

we would need to takeome actions in order to balance up.

One of them is we can increase the fees, now the interest in dynamic for South Africa
of course, is under the NCA were constrained on fees, so that is a consideration, we
have so much latitude in terms of monthly anaal fees that we can pass through to

a consumer. If you wish to alter other elements of interchange and that impacts on
say funding costs and one is the issues and is interest free and of course again we a
constrained on the interest we can chargaimgnder the NCA and even more
importantly we are constrained on the UV up to date on the interest rate we can
charge for our reward model and so those are those which needs to be though

through because that is how we would ascertain our impacts.

MR STILLMAN : 1 think in the October submission that was provided the interesting

table to looking at the nett interchange for ABSA | think | should not give those data
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7

i n the hearing so it i's é. . (i ndistinc
é . . ( tinet)dbialanced between the amount of interchange fees they paid the
amount they received, so you start there you would say that that model not much
impact on the other hand you will take the next step and ask if the interchange fee is
eliminated and you ove the world as Mr. Sweeney has described where all the fees
have to go off €é.. questions perhaps n
a world we would expect with less card usage and overall reduction on overall
activity, which is the detrimendf consumers that the merchants but also to the
detriment of the banks because there will be less volumes going through the systerr
so It is really been driven the negat.
be primarily because of the negative effeon the system not because of that
percipient of interchange fees and so they basically bounce between value and
interchange fees (a) interchange fees to (c) so that level it is a hogwash with negative
effect comes in because of the negative effedtsirgting the interchange fees on

the functioning of the overall system and the volumes that would go through the

system.
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MR BODIBE: So are you suggesting that you have an equal position between

issuing and acquiring and between OFF US and ON US tramisseti

MR STILLMAN: This is with respect to the interchange fees paid and interchange

fees received which with the OFF US transactions.

MR VOLKER: | think apart from there we believe that the charges to the consumer

goes up usage will drop that is our vieamd so volumes would decrease the
migration would be primarily to cash we believe that cheques would not go up
because cheques are extremely expensive already for consumers so the primar
moderation would be back to cash so which we think is a far lasgeptfpayment
option although we offer it to our consumers so we believe that the system as a whole
would be less efficient and all parties including the merchant will not benefit from

such a decline

MR BODIBE: Last point, based on the system effects #med answer turned to

whet her the savings wild/l be passed t

surcharging.
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MR VOLKER: We do not have a fundamental problem with surcharging if

merchants wish to surcharge for that service, we would not have in prihenxdea
problem with that. We still believe that ultimately the merchant wants to accept the
payment instrument and wants to do a sale from the consumer, and | think it would
be at the merchantds own risk if thathey
consumer could then decide not to conclude the sale, but either default in cash or
else, walk out of the store and go the computer who might not surcharge. So, | think
in that respect, in a way we have got the choice that the retailer can maketmudisc

for cash, surcharging would just be a slightly different form for that.

What | would like to add, however, if a merchant surcharges we think it would only

be right that they do it on a fair basis, and not use it as a means of additional profit, as
we find that in some cases where merchants have surcharge, they do it way beyon
what the merchantds service charge wou

revenue. So, | think that is our view. Thanks Chair.

ADV PETERSEN | am not quite sureo whom should | be addressing this. | will

address it generally to answer it. Interchange, as we all now know, is significantly
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different in respect of credit cards and debit cards. If the position was changed in
respect of credit cards for examplehywvould the migration primarily be to cash
rather than to debit cards. Should we not be considering how changes in interchange

arrangements might facilitate the take up of debit cards.

MR VOLKER: | think in some respects that is a good argument, howives look

at our percentage of use of the credit facility on credit card, it is still by far the
majority of our consumers that use the credit facility. So, we would argue that
probably three quarters of our customers use the credit card becausalsohgst a

very convenient source of credit. The rest that use it purely for transactional reasons
that could be very possible that those would migrate to debit card rather than to cash
However, we would also say that that split in the usage of cradit is already
reflected in the setting of the interchange rate. So, if it was 100% use of the credit

facility, the interchange would have looked different as well.

MR VON ZEUNER Walter, can you possible add, | mean we were first to launch

on the debitcard and possibly some of your experience in the early days getting

uptake on these cards.
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MR VOLKER: Yes, | think just in terms of the debit cards, the credit card has been

around far longer than debit cards. ABSA started looking at issuing debit odlds |

mid nineties, and | think in 1996 we started issuing, well, we actually enabled our

bank teller ATM cards in that stage to be used at point of sale. But we found it to be
a very arduous process, because our consumers did not know where they eould us
the card, a bank teller was not an ac

point of sale devices were enabled at that stage either.

So, we needed to do two things. One is to find an acceptance brand that was a bi
more universal than our owndid which is where we got to the associations, and on

top of the brand, they also offered a world class body of rules, operating regulations,
security standards that we could access at a marginal cost, compared to if we had t
that ourselves. Plus,itwbud al so open up the ability
acquiring our systems, and | think that whole system enabled greater economies of

scale benefits to our consumers, and ultimately also to the merchants.

ADV PETERSEN Thank you. | accept thateé payment card market is in an early

stage of development, and just so that you know that with me at least, you are being
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asked to deal with it, let me make it clear that what | am wishing to explore is how to
encourage the take up of payment cards, #ieark effects in connection with the
four-party model are hugely progressive, it seems to me, everything | say is
provisional at this stage of the enquiry, but it seems hugely progressive. One does
not want to spoil it, but on the other hand to addresgydrs, which arise whenever

large businesses come together in the network, it is at the same time important.

Now, | would be much more concerned to ensure that the credit cardholder is not
being subsidised and | am to ensure that the debit cardholdetr ieing subsidised.

And so much of what is written in interchange, simply proceeds from the credit card
situation and does not distinctly address the consequences either of the presen
arrangements of any change in those. So, | am merely saying ythaayb of
introduction so that you understand my concentration on debit cards. Now, your very
full second submission for which we also thank you, deals with your debit card
pricing. | know the whole document is said to be confidential and | do not wish to
thread in a public forum beyond what is appropriate, so please stop me if the subject

matter is itself to prove.
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But as | see it, you deal with it in your response to the part A data request on pages
14 and 15 of 29 it is near the beginning of the vaurhalso think | am finding debit

card fee information on p19 of the same section where about halfway down the page
in the third column, you distinguish the purchase part in relation to a point of sale
purchase and cash withdrawal, if | have identifiedt tcorrectly. Those would be
debit card prices fees, and then on p21 again the third column in the first block, the
third row, Point of Sale Purchase Internet, am | right in thinking that your debit card
can be used for internet purchases? | mean, prasuming this is not confidential
information, because you disclose it to the public. You have got a figure of R2 there,

Is that again applicable to debit cards.

VOICES Yes.

ADV PETERSEN Okay.

MR VOLKER: Mr. Petersen that would be more akin to aotount charge as

opposed to a debit card specific charge, with reference to your internet comment

there.
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ADV PETERSEN Would the same then apply on p23, the second row, again PRS

Purchase Internet, the same answer would apply.

MR VOLKER: The same answevrould apply.

ADV PETERSEN Thank you. Now you have a very useful fee calculator on your

website, but am | right in thinking that debit card transaction fees are not at the

present time presented on that web, on that calculator?

MR VOLKER: Mr. Petersenust for the record, MiChairman, we have not

disclosed debit card purchase fees on the calculator.

ADV PETERSEN Well, I am just checking whether it is my incompetence or

whether it is something that is still ...

MR WEEKS Would you like me to say therfmer or the latter, Mr. Petersen. No, it

Is not your, | think perhaps there might be confusion arising in the context of the way
we disclose the information. In our mind, the debit card is not an account of itself.
The debit card is merely a mechanishat accesses an account. So, where we

disclose point of sales purchase on an account like Flexisave or an account like our
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Silver Cheque Account or whatever, the assumption is made that you using at point
of sale adebit card and not a credit card. Se fhrice disclosed would be the debit
card price for that particular account. It is the debit card transactional cost on

account, but the account drives the charge. Does that make sense, Mr. Petersen?

MR VOLKER: | think the way we have categorised tfe® explanation is by

account, so if you have got a cheque account or a savings account, there is a whol
row of fees including debit orders and stop orders, etcetera, and under that category
there would also be a transaction fee at point of sale for ¢h& dard on that

account.

MR VON ZEUNER The primary product in this case is the Silver Cheque Account.

ADV PETERSEN | do appreciate that time is being very short for you. You have

provided in your second submission in the same section on pagesl 1P @and 16
and 17, an explanation of why you considered that advelorum pricing is beneficial to
the poorer customer, since this is all confidential and has not been seen by anybody

except a privileged few, would you care to just restate that argumernefly.
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MR VON ZEUNER The argument that we had at our previous submission was that

on advelorum, particularly in the ATM space, we said that at the average 60% of our
customers does a transaction to the value of less than R400 and that is where wz
consider advelorum to be beneficial and you have got the information on that and

other ...(inaudible).

ABSA: Correct. We are very conscious about position in the market and the make
up of our client base, exactly as Louis said and competitive advaniagjd e
providing them with access to cash in the cheapest in that domain. Ad velorum is
one of the mechanisms that enables to do that. If you compared our prices in the sul
R400 space against any of our competitors, you would see that we are sidpificant
cheaper in that domain. Ad velorum also represents a risk recovery for us. The
greater the size of the transaction, the greater the risk associated with non
performance of that transaction, be it a debit card, a credit card or a cash transaction
andalso a cost recovery process. So, we are faced with certain costs, for example
stocking an ATM. If you apportion those costs on a flat fee basis or on a rand for

rand for rand basis, and a customer draws R100 they may pay proportionately more
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than a custmer withdrawing say R2000. So that is way an advelorum fee works for

us. It enables us to fit our shape to our market group.

MR VOLKER: I think in terms of the choices that we want to give our customers, on

the bottom end there is also less of a chtaceustomers to in terms of the range of
instruments that they can use. As they move to the top they can also choose credi
cards for example, if they want, or they have got packaged option where on a
transactional basis it might be free, where as indiaett end, you would only have

that extent of choice, but on top of that, as Keith rightly said, there is a risk element

that is also built into that.

MR WEEKS Mr. Petersen, if | could make one final point in terms of transparency,

because it is a themé the Commission. We have found that when you are trying to
communicate prices and the complexity of pricing, it is much better if you make as
few changes as possible over years, never mind during a year, and the one advantag
that advelorum also provides it keeps pace with inflation, without you having to
change the free structure. So, if the price of a good of service that the customer is

looking to purchase, costs R100 five years ago, and costs R200 today, we have no
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had to change the base struetof the advelorum fee to account for that increase in
price. The construct remains exactly the same. So, from a transparency perspective

that is enabled.

ADV PETERSEN Yes, thank you for that. The main point of my question was to

try to address thapparently puzzling feature which is not unique to ABSA, and in
fact applies in interchange generally that interchange on debit cards is a percentage
whereas well | can imagine a marginal difference in risk, because the confirmation of
funds available isimmediate, that it is somewhat distinct from credit card
transactions and | wanted to get to the bottom of whether it is justifiable, and my
understanding is that you would justify in that particular case fundamentally on the
basis that it favours the pa customers and is provided that the base fee is not

excessive, is in fact an advantage to them.

MR VOLKER: | think there are two aspects to this. The one is absolutely right in

terms of the balancing of the market. If, we believe that if there wkd &é in

terms of i nterchange it would also tr

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel08

BANKING ENQUIRY

service charge, and would make lower value transactions relatively unattractive,

which was happens in a lot of overseas markets, where there is generallya flat fe

Secondly, it does not reflect the increased risk exposure in the system to higher value
transactions, because debit card transactions range from R50 to R8000 or even more
and apart from the credit risk, there is also a fraud risk in debit carddsswt true

to say that because it is online and-pased, there is no fraud. There is substantial
fraud in the system which the issuer has to carry and which is reflected in the

interchange rate.

ADV PETERSEN Thank you. What limits are there teetfunctionality of the debit

card? For example, can a debit card draw against funds available on overdraft?

MR VOLKER: Yes, it can. Any funds available on that particular account that it is

linked to, is accessible.

ADV PETERSEN So, the debit cdy depending upon the facility that has been

arranged with the bank, can service the means of accessing credit?

MR VON ZEUNER Credit already approved. Papproved.
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ADV PETERSEN Preapproved credit. | have not seen that widely advertised.

MR VON ZEUNER: | think one of the reasons obviously, is that the debit card is an

additional instrument to an existing product, so we do not advertise the debit card as
a product, we advertise as | referred to the Silver Cheque Account to which the debit

card is aneans of access.

ADV PETERSEN Now, when it comes to the price that the consumer pays, it seems

to me from the questions and answers given up till now that one should conclude that
the consumer does not see interchange, and the consumer does noe see th
Il nterchange component, whatever it ma
merchandise price. So, the consumer is paying it or paying that component, without

seeing it as a distinct component.

MR VON ZEUNER | think our view is that that it is ithe merchant fee, and that is

disclosed to the merchant.

ADV PETERSEN No, but the customer in the shop, paying with the card, may well

consider, depending on the type of card that the transaction is costless because th

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagell0

BANKING ENQUIRY

iIssuing bank is not charging folne transaction, but may nevertheless be paying a

transaction charge buried in the consumer price of the merchandise.

MR VON ZEUNER Well, I think I can follow your argument. | cannot comment on

how the merchant has determined the price of that pra@hacto which extent that is

passed onto the consumer.

MR STILLMAN: May | just add a few points here, and that is, when a consumer

goes to buy a pair of shoes at the shoe store, there is a lot of things, the costs that th
retailer has, that the consundwes not see. The consumer does not know the rent
that the store pays, it does not know the merchant service charge, it does not know
how the ...(inaudible) was built up, it does not know the wage rates that are being
paid to the shops. There is a varief cost elements over any given retailer that are

not customarily disclose. What the customer cares about is the price that they pay.

Secondly when it comes to the specific issue of interchange fees and how that affects
mer chant 6 s s e mustaways,d thiakrregnensber the ts@ed nature
of this and to an extent there are interchange fees that then impact merchant servic

charges. There is also corresponding interchange that has providing on the
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cardholder side to lower cardholder fe&n, you have to look at both sides in
assessing interchange fees, but the main point is, you need to, on the transparenc

Issue, is the variety of costs that any retailer bears.

MS COETZER But is just similarly true that the cost of the cash thatctrstomer

use, is also not disclosed to that customer in the price of the retail inside ...

ADV PETERSEN That | will appreciate, but if you just do not anticipate me for a

mi nut e. The, what webdre dealing with
the network which becomes a cost on the acquiring side which enters whether wholly
or not , It mu st ent er to some signifi
service charge on the acquiring side and must consequently enter, even in the mos
competiive of markets, especially in the most competitive market, thank you Mr.
Stillman, into the price charged for the merchandise in the shop. The difference with
this, from the cost of producing soap powder for example, is that this arrangement is
permitting the cardholder to be relieved or apparently relieved in taking up the card
and using it from any transaction cost, but that is not the true position. The apparent

position is not the true position. Is that right or is that wrong?. You appreciate it. |

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagell?

BANKING ENQUIRY

am not saying it is not necessary. | am just wanting to pin down a feature of the

situation.

MR VOLKER: | think the perception from a credit cardholder is such that he

perceives a transaction to be free, where the most consumers are not aware that the
is a charge to the retailer, | think most retailers are educated to the extent that they are

probably aware of that, but we obviously cannot guarantee that.

MR STILLMAN: Well, | think it is a very similar question in exchange to the one |

had a half houago with Mr. Bodibe, regarding the impact of merchant service. Is
there ...(inaudible) that interchange fees, or it is passed through in the form of retail
prices, is everything offset, and | think it is really the same answer, which is that to
some extnt, there is a pass through to the retail prices, to similar extent that is borne
by the card user to some extent it is borne by nine card users, and there is argument
that one can get into whether that is an inappropriate subsidy of one means of

paymentr another.

ADV PETERSEN Certainly. That is a consequent question. But let me, before

getting to that, raise this with you. It appears that interchange is currently set high
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enough in the case of credit card transactions, 1,17% to make it possibledit
cardholders not to pay a transaction fee, although there is an annual card fee, |
understand. Why is this not the case with debit cards, where the interchange is
0,55%. What | am really getting at here is so that you can address it togettwr, is
this different of approach to pricing, all about a deliberate strategy to encourage

spending on credit.

MR VOLKER: | think it is partially true, although it could be argued that the

additional revenue that comes from the interest, is in itself @blenake the
transaction free to the credit cardholder. So, you would cover your major costs and
your risks in running the system in such a way that you can provide the benefits, the
payments guarantee and the free interest period, but there would moicheoom

for profit. So the profit comes out of the additional revenue that comes from interest.

In the case of debit cards it is not typically linked to a line of credit, so you have to

cover other general costs, marketing costs, etc.

MR SWEENEY: | think the comment | make is fundamentally both for a piece of

plastic. The products are fundamentally different. One is a flexible mechanism and
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the other one is an access vehicle to your current account, and therefore the fee
structures and the way thidwey flow through to the consumer are different, to meet
the requirements to those two products in the respect of markets. Credit cards
compete with all the landing products and compete with all the credit cards. Itis a
different market, it needs diffent requirements and therefore the proposition is

constructed in a different manner and the fee is part of that construction.

MR STILLMAN: Can | add one comment here. | actually asked Walter to explain

something but he explained to me earlier that reisvant here, and that is on why
debit card interchange fees are low in relation to the early stages of the debit market
and the need you perceived me that the problems at that early stage was getting

merchant acceptance and hence a pressure for loweshange fees.

MR VOLKER: | think it is a very important fee. When we first started issuing debit

cards in the late nineties, the cost of that system was quite high, because of the low
volumes etcetera, low usage. By the time we did the Edgar Dudy stu2002
which was announced in 2003, the result came out at ,71. That was the actual

reflection of the volumes at that time.
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We felt at that stage that was too high for what the merchant side could have born at
that stage, and as a result there was a recommendation from Edgar Dunn to drop th
interchange to ,55 which would make it more accessible to the acceptance side,
which was in fact at that stage, our major consideration, because we had quite a lot of
ATM cards which we could convert to debit cards, but the acceptance side was not
fully mature yet, and so we need to encourage that, which | think just demonstrates
the point bat in a twesided market, both sides need to have the benefits versus the

costs of doing that, and say in the early stages of debit card, it was quite important

also for us, to ensure a broad acceptance of debit cards.

ADV PETERSEN: Now the question ofvhat the merchant will bear and how one

gets to it is something that could take quite a long time to explore and | have a sense
that we may well get into to that tomorrow with MasterCard. But if one just confines

it to the abstract issue, and here | widizard an argument in favour of interchange,

on the basis of distinguishing clearly between debit card interchange and credit card
interchange, it seems to me from the explanations that have been given we take debi

card interchange.

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagell6

BANKING ENQUIRY

If interchange wereotcome down, the credit cardholder would in all likelihood have

to pay more for the card for having the card and for using the card because there
would be a contraction of revenue on the issuing side which would have to be made
up. By the same logic, iiterchange were raised in relation to debit cards, it might
become possible to relieve the debit cardholder of some or all of the transactions
costs charged directly by the issuer. Is there anything wrong with my logic within

that tightly confined abstca ?

MR VOLKER: No, I think that is absolutely true. From the consumer point of view

there would be a great incentive to use the card.

ADV PETERSEN: What can be done to encourage the roll out of debit cards and

make there use as cheap as possible?

MR VOLKER: | think it is a constant challenge and we feel that you said that you

are still far from where it could be. We still believe that there is a challenge on the
acceptance side not in the major centers or the major retailers, but in the smaller
retailer environments. We believe that, we need to get cheaper terminals out there, &

cheaper network capabilities, because one of the biggest barriers to entry of the
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smaller retailers is in fact not the merchant discount fee or the merchant charge, but
the terminal rental and terminal rental could be quite a few hundred rand which could

be prohibitively expensive for a small retailer.

So we are looking at technologies that could enable us to get lower cost terminals
into those kind of markets andass possibly through cellular networks in stead of
leased lines. So, that is our major function. On top of that also just the awareness
campaign, doing campaigns to our consumers of the benefits of using debit cards for
security, the convenience, sotHink it is partly an educational process, partly a
marketing process. In many respects we do that with some of the associations anc
with the retailers but also ultimately getting the cost of the infrastructure down to

some of the smaller retailers.

MR VON ZEUNER: | think the bulk of our current engagement with retailers and let

us cal |l it partners and JVO6s is center
the base of debit cards, | think we are already exploring that and Walter just to

confirmthe number of debit cards that we have currently in circulation.

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagell8

BANKING ENQUIRY

MR VOLKER: We currently have got just over eight million debit cards in

circulation, so we feel that the number of cards out there is quite high, the usage in
some segments is still relatily low so we have got a big spread of usage across the
various sub segments and it is our challenge to try and encourage usage in some C

those sub segments to a greater extent.

ADV PETERSEN:Now, it has been put to us and | am sure it is going to boug

further in public hearings that we should on no account follow the course taken by
the Reserve Bank of Australia in bringing down interchange. That itself needs some
exploring which | wondét do now, butd I
Australia and invite you to comment, if not now, in due course, because we ourselves
read what is written by the Reserve Bank of Australia and may well take it into

account if we are not shown that it is wrong.

Now, | am going to just put something you from the November 2005 Reserve
Bank of Australia publication, common benchmark for the setting of credit card
interchange fees in which they give some kind of report on the consequences of the

regulatory change which they made as they see it, aadycleam just going to take
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a snippet here, while the use of both credit and debit cards has increased substantiall
over the past decade, the timing of g
particularly rapidly i nmanyltaadhddere respahded a |
to the wide spread introduction of reward programmes, growth subsequently slowed
in the early part of this decade as credit card use became more wide spread. Over th
| ast couple of yearso, twishawogéd nhbole

credi t card transactions has increased

Let me interject here, | agree that to me there is no disastrous collapses in the credi
card i ndustry in Australi a. bedninfluenoetd i nt
by the banks reforms which have led to cutbacks in reward schemes and the
introduction of surcharges on some credit card transactions. | take that to mean that
perhaps growth would have been higher but for those changes, and now | ¢bene to

point about debit cards.

The pattern of growth, | am still quoting, in debit card transactions has been more
even. Recently growth in the number of debit card transactions has exceeded that ir

credit card transactions by considerable margin, rafigctot only developments in
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the pricing of credit cards, | interject, now the higher prices for credit cards has
encouraged people to shift to debit C
many financial institutions to provide deposit accountst theovide unlimited
el ectronic transactions including debi
Again, if you would care to comment on that either now or in due course so that we
know to what extent from your point of view we should place reliamceeports of

that sort from the Reserve Bank of Australia.

MR WEEKS: Mr. Petersen, at the most basic level and not speaking in terms of

credit card or debit card dynamics overall we are extremely conscious of wanting to
drive debit card performance as Méa has indicated. Indeed we are looking to
drive, if | called it electronic performance, any electronic transaction in preference to
a human interaction, because it is much cheaper for us to offer and therefore the
client would pay less, one of the thgsthat we launched at the beginning of April
was our packages, Gold package, Silver package and Platinum package. In the Silve

package which costs R99 per month we include twéwmy free electronic
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transactions, not branch transactions but free tciiosg. That number steps up into

the platinum range where it is unlimited.

| do not think it is a feature only of ABSA, other banks are doing it, but it is in direct
recognition of the behaviour that we wanting to assist in driving in order to pick up
the debit card volumes, we are extremely conscious of that need. If there are more

guestions on packages, | can take it later.

MR VOLKER: | think we are probably allowed to respond more fully in writing

because | think it is a very real and relevantstjoae. Maybe just briefly to add to
Keithodés comment s, the Australian Mar k
our s, especially on the bottom end, S (
Gold package probably could relate to the Austnafr@arket, the bottom end we have

got a very different challenge. We cannot charge a Flexisave which is ow mass
market customers, or Mzansi customer, R99 a month to keep an account going. Sc
we are talking about substantially lower fees for those andalpithe most fair way

of charging is on a usage basis. So, | think in our case the fees will not go away, if

interchange drops there is no doubt to keep that part of the market profitable, we will
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have to pass on a substantial portion or all of it éodbnsumer. On the converse if
interchange should increase, we would have a great ability to pass those benefits or

to the consumer to encourage that usage.

(Hearing adjourned)

(Resume hearing)

ADV PETERSEN:I just want to ask you about the National Credit Act. Am | right

in thinking that one of the effects of that will be to actually raise the upper limit on

interest charges in respective credit cards?

MR SWEENEY: Yes, that is correct. It leads to diffateindexation to the repo

ratio. Yes, there is a higher upper limit.

ADV PETERSEN:What effect do you consider that it may have on other charges

connected with payment cards?

MR SWEENEY:On credit cards, | said earlier, there is also an introductioneof th

cap on fees on a monthly basis. So it would clearly have an impact there, R50 per
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calendar month, so that will have an impact. In terms of debit card, | will leave

Walter to comment.

MR VOLKER: With respect to debit card, the impact is more indiré¢hink as we

have mentioned on a couple of occasions, the debit card is an access to a gener:
bank account, either cheque or a current account or a savings account and so the cos
related to the NCA and other new requirements such as FICA and thiegisdtkare

more indirect, it is on the relationship on the account as a whole rather than on debit
cards specifically, but a portion of the cost to the consumer are certainly related to

those general costs and overhead set that we have to carry.

ADV PETERSEN: Now | am going to turn to interchange again, Chairman. If | may

in the general area of the philosophy and theory of this fee. You deal with that in
your second submission, a little more than half way through the volume, in the
Access and Interopersiby section, pages 13 to 16. Now, your explanation of two

sided markets is with respect, very well articulated and again speaking entirely for
myself, 1 accept that payment cards obviously involve two sides, a side that makes

payment by card, the sidkat accepts payment by card and | accept that a network
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with definite rules is required for this to operate. Now, that previously and it is
inevitable again today that one has to touch at least on the problems raised by sectiot
41(b) of the Competition Adn order to examine the legitimacy of any market fixing

that may be involved in interchange.

But just as a ...preferace to my questions about interchange, | do want to emphasise t
you that our remit under terms of reference is by no means limitéct@arnd in fact

in paragraph 6(d) of our Terms of Reference we are expected to, as a result of this
enquiry, to enable the Commission to report to the Minister and make
recommendations on any matter needing legislative or regulatory attention, and it
may well be in any event that in an area as subtle as interchange that the rather blun
instrument of the competition act is not the appropriate means of dealing with it, but
having said that, let me just take you to page 16 where you say in the last paragraph
that in relation to card transactions the issuing bank and the acquiring bank are not in
horizontal relationship with one another in respect of the payment of interchange

fees. Is it not the case, and this is my question, is it not the case that welyeagree

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel25

BANKING ENQUIRY

to set interchange, banks which are acquirers and banks which are issuers are

involved together in fixing at least a trading condition?

MR NORTON | think we would like to answer your question in a range of ways,

and perhaps | can start off bysjureferring you to, is that useful analysis by the
European Commission which they did in 2002 in relation to an exemption which they
granted to Visa in relation to multilateral interchange fees and there is a paragraph,
paragraph of 79 of the analysis, iath | think is quite useful and perhaps | can just
read you two sentences from that, because | think it is quite useful in the context of

what you have raised.

They say here, and | am just quoting &
the casdhat an agreement concerning prices is always to be classified as a cartel anc
t hus S i nherently non exemptibl eo, t
multilateral interchange fee is not a price charged to the consumer but a remuneratior
paid betwem banks who must deal with each other for the settlement of a card
payment transaction and thus of no cho

the lines that we advanced in relation to the carriage fee argument about why we
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thought this was nad section 41(b) violation, by virtue the same analysis that the
European Commission has set out there in relation to multilateral interchange fees,

we would say that this is not a price charged to consumers.

This is affectively a fee that is chargedveeen the banks and therefore it does not fit
neatly within a Section 41(b) analysis, which inherently as we would understand it,
requires a price to be charged to a consumer or a trading term to be applied to &
consumer. That in our view is inherent ircBen 41(b) analysis and along the same
lines that the European Commission has set out here, we would say that one of the
essential elements of section 4.1 (b) violation, i.e. a trading term being applied to
consumer or a charge being applied directhhtodonsumer is lacking, so that would

be one argument.

The second argument is that, | mean oddly enough, | suppose in the context of this
enquiry, the commission itself has considered this issue about whether multilateral
interchange fees amount to, ricading terms as you have said about price flexing
violation and now certainly in the advisory opinion which they have given to

MasterCard they seem to have i ndi cat
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interchange fees to be a Section 41(b) violationadmittedly that is in the context
an advisory opinion and to be fair to the commission we all know that advisory
opinions are non binding and can be revoked, but certainly their preliminary view
and that was a view that they expressed in 2005, was th#tateral interchange

fees do not amount to a price fixing violation and th#énrik further to that.

| think that was not even sufficient from ABSA perspective because ABSA wanted
its own comfort on this issue before getting engaged in the most recewat of the
Edgar Dunn study which they currently performing for MasterCard and ABSA
sought its own advisory opinion from the Competition Commission as to whether its
participation in the Edgar Dunn study would amount to a Section 41(b) violation and
effectively we were given, if | can call it, loosely a view from the Commission that it
would not be a violation for us to participate in the Edgar Dunn study and on the back

of that, had ABSA agreed to participate in the Edgar Dunn study.

| think again, andsorry | do not want to sound overly technical or legal about this,
but | guess Section 41(b) issues are ultimately a legal debate, so for the sake of

compl eteness to refer back to what I |
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the Supreme Court appedleecision in the Ansac matter and again just to quote

loosely from the judgment which is paragraph 49 of the judgment.

It says: ABut whil e price fixing ineyv
determination by competitors, does not follow thace fixing as necessarily
occurred whenever there is an arrangement between competitors that results in the
goods reaching the market at a uniform price. The concept of price fixing both in
low language and in the language that the act uses my for exdmapimited to
collusive conduct by competitors that
our submission would be that the arrangements that have occurred to date in relatior
to the setting of interchange fees have not been with the intenti@voading

competition that has not been the purpose or desire behind that.

That is simply been to facilitate the system and we think that goes both to the price
fixing argument and to the trading term argument, because the Supreme Court appes
analysis $ not limited to price fixing and clearly is applicable to all types of Section

41(b) violations. So if that analysis is applicable on the facts of this case, in other

words, on our argument the setting of the interchange fee has not been with the
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expresed design to avoid competition, but is simply been with the purpose for desire
to facilitate the system of credit card usage and debit card usage. On that basis we

would say it is not a fixing of the trading terms as envisaged in the Act.

ADV PETERSEN Mr. Norton, thank you for those points which obviously will be

carefully evaluated, but it seems to me that the one question that you did not address
was the one | asked which is, is it not the case that where they agree to set
interchange, banks whichealacquirers and banks which are issuers are involved
together, let me change one word, in setting at least a trading condition. Let me take
out of it the sting, the 41(b) sting, and just ask you whether they are not in fact that
arose from this point, is suggested that they are not in a horizontal relationship. Is

there no horizontal relationship involved in that setting?

MR NORTON | think it again depends on how you analyse the frame work in the

sense that, is the acquiring bank and issuing baittlgin a horizontal relationship
in the context of the interchange fee that has been paid, or is the acquiring bank
effectively discharging a service or function to the issuing bank or vice versa in

relation to which the fee is paid and therefore thauldidake them away from a
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horizontal relationship into a vertical relationship. So | guess it all depends on
whether you analyse the interchange fee as effectively in the context of a vertical or
horizontal relationship i.e. is there a service which leenlperformed, and therefore

it would take it away from a horizontal relationship into the contexts of a vertical

relationship.

MR JALI: Arenodt there any competitors it

payment card environment?

MR NORTON | think certainly Judge Jali, there are competitors in the genetic

context in the sense that ABSA is a competitor of FNB, competitor of Standard Bank
etcetera, but | guess from our perspective and ABSA is looking at it from a slightly
narrow advantage point, butthink obviously we want to explore all of these
arguments quite carefully is, in the context of interchange fees themselves, are the
banks truly in a horizontal relationship as issuer and acquirer i.e. direct competitors in
that context, or is it more Rito a genuine vertical relationship in the context of a

service being discharged, and | appreciate that something of a technical argument
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but | think it is certainly not an argument we would want to abandon and certainly

one we would want to pursue ggiforward.

ADV PETERSEN So | wonot further debate t

my concern that whatever vertical elements there might be, there are competitors,
parties in horizontal relationship involved in the setting. As | have tried tukate
before, my own essential concerns relate to whether and if so, to what extent

interchange is necessary to the network venture and it maybe.

For me that would take it out of Section 41(b), relying on the ANZAC judgment
where one has to charactertbe conduct and a necessity of interchange and at what
level it is necessary, maybe necessary is clearly a integral to the entire discussion of
interchange and which we are going to pursue over the next two days as well. And
then if it is necessary, how should be set as to minimize potential harm to
consumers. Put that another way, to ensure that we do not and cannot have :
situation where the purpose becomes not simply to balance the two sides or-the two

sided market so that it can develop competiti, but to achieve maximum revenue
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extraction from consumers by concerted conduct on the part of the interlinked service

providers.

It may be difficult to establish that line but | am trying to articulate to you that I think
that in the discussion omterchange one has to keep an eye on the possibility that
there is a line that may be crossed there and as a result effect the proper
characterisation of the actual charging and actual practice of interchange. So | said
that as a foundation for some tuer questions. Let me stop there and ask you

whether | have succeeded in articulating it?

ABSA: I think in articulating the principle, | think that is fine. | just want to check

with Walter.

MR _STILLMAN: As an economic advisor | understand the fraorwof your

question and | simply await your following questions.

ADV PETERSEN Well, the next question, which is again an attempt to articulate a

focus for what | consider to be the important analysis in relation to interchange, and

again entirely provisnally.
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| would accept that it may well be necessary, | stress maybe necessary, to the
viability and competitive development of a fegparty scheme to provide within the
scheme arrangements for the reallocation of revenue between the acquiring anc
issung sides in order to compensate for imbalances in the incidence of costs.
However, it seems to me a different matter to say that a scheme, irrespective of
guestions of market power and consumer welfare, may be left to manipulate the basis
for pricing on he two sides so as to maximise the aggregate revenue of its
participants. Those seem to me two distinct things and you may wish to comment on

it.

MR VOLKER: I think that the principle sounds right. | think that is why we in our

presentations did say thae would support an independent methodology in structure
to determine that. | think if a system is left to its own devices it could be left, it could

open itself to abuse and misuse.

MR STILLMAN: If | may just add to that. | mean | think it is weltognised in the

economic literature that the use of the interchange fee can have very strong pro

competitive beneficial affects. It is also noted in the literature and | think it was
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picked up by the European Commission in its review, that in some cii@nces
interchange fee could be used also to, as a means of shifting revenues from one sid

to the other to enhance the profitability of the banks.

So there are different possible effects of Interchange fees and | can appreciate you
desire to try tdigure out how to sort through them and see what the drivers are. |
just, to, | do not want to anticipate questions because, but | think if one does think
about that issue of shifting costs from one side, rub this from one side to the other, it
Is very inportant to take on board differences in levels of competition on acquiring
and issuing, in which direction those differences in levels competition might point to
in terms of the implications of interchange fees aéd.I( i ndi st i nct) |
probaby opposite of the implication that the technical team suggested in its earlier
presentation, i.e. under circumstances in South Africa if anything | would think there
might be, the competition considerations, the differences in degrees of competition

mightargue in favour of lower interchange fees, but we can explore that further.

ADV PETERSEN When you say we can explore that further, are you saying that

you will make a further, perhaps a written contribution?
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MR STILLMAN: We are happy to do that. May,besort of feel a little bit, | do not

want to anticipate your questions, so perhaps we will be coming to that and we can

explore that more when ...

ADV PETERSEN But you might not have the opportunity to enlighten us yourself.

MR NORTON: Can | just addbne point along the line of questions that you have

asked. | think the analysis that we have done to date and | should qualify my
statement now by saying that | do not think it is a perfect analysis and we certainly do
not hold it out to be one, but ¢ainly the analysis that we have done to date in other
jurisdictions where competition authorities have recently looked at the whole issue
around interchange fees, is that the majority of those analysis seem to be focusec
around the level of interchangeeferather than the question of whether interchange
fees should exist or not, so it seems to us that in the majority of cases the principle of
interchange fees has been accepted, be it subject to certain qualifications which have
been expressed by certauathorities about the necessity for interchange fees in some
instances, but generally speaking | think it would probably be fair to say that the

principle of interchange has been accepted.
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What has been called into question is the level of interchangethimk the ABSA
proposal is one which says we are very happy for the level of interchange to be
interrogated thoroughly and for an independent third party to do a thorough and
detailed analysis of the levels of interchange and if post that analysistthresult is

that interchange levels should come down as was the case in 2002 when interchang
levels were reduced post the Edgar Dunn study, then ABSA is more than happy to
accept that position and | think we are very much in favour of an objective
independent assessment, to ensure that your concern which as | understand it, one
that interchange is effectively a mechanism for concerted practice by banks to ramp

up revenue.

We are very happy for an independent third party to have a very cold hard look at
that issue and make sure that, that concern is not one which comes into question, an
| think that certainly as | understand that the concerns that were expressed in
Australia were the lack of a regular review of interchange levels and the lack of a full
methodology and | think absolutely from a ABSA perspective we are in favour of

both of those in relation to interchange.
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ADV PETERSEN: Yes again, thank you, that is noted. | just emphasise again that

we will have to be considering the principle as weltreslevel, technically because
the principle does not tell us in which direction interchange had flown and whether in
fact it could not be zero in other words, that it is not necessary. But coming to the
level, would you agree MKon Zeuner, that the telency with interchange would
logically be for it to be competed upwards not downwards because of the interests

involved on the part of those setting it?

MR VON ZEUNER: | think | tried to answer that one eatrlier. | think when we did

the Edgar Dunn Study fadebit cards specifically the actual result came out higher
than the one we applied so we could have legitimately implemented ,71%
interchange rate that would have been in line with the data we had at the time and ye!
we decided to adjust it downward atite reason why is because in terms of the
maturity of the level of the two sided market at that stage we required a rate that was
acceptable to the acquiring side as well. That was our biggest challenge and | think
those kind of considerations would hate play a role in the future when we

determine interchange going forward as well.
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MR STILLMAN: The general point there is that it is not correct that banks always

benefit from higher interchange fees as this example illustrates that it is the bouncing
ad of recognising that higher interchange fees means you are giving something up on
the merchants side, so this could higher merchant service charges less acceptance, b
on the other hand you get lower cardholder fees more usage and so it is that

balancingthat is engaged, so higher is not always better for banks.

ADV PETERSEN: Yes, but is it not the case, and | accept that the particular
situation in the market, the degree of maturity and so on make an important
difference, but is it not the case thatlie extent that the emphasis is on encouraging
Issuing, that the schemes in competition with each other, and this comes from the
literature, have an interest in making it as attractive to the issuing side as possible,

and the one of the means of doing tisab offer a competitively high interchange?

MR VOLKER: | think as a general principle it might be trughihk in the South

African context that has not been the case up to now. We have got a regime where
both associations use the same interchangearad their differentiation comes from

other services, other support that they offer. Their fees are different in terms of the
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kind of services they offer, the advice that they give, the consulting fees etc, so they
differentiate themselves from each atlamd compete quite fiercely in a lot of other

terrains other than interchange.

So | think if that was a concern then one of the ways of addressing that would be to
have a single rate for the industry, obviously based on the mechanisms that we have
suggestd. | am sure it is not the only way of doing it and Visa and MasterCard

surely could be convinced to act responsibly, but one of the ways of getting around

that is to do a general interchange rate.

ADV PETERSEN: Well thank you, you have caught the doftmy question which

Is towards how interchange if required should appropriately be set.

MR _STILLMAN: | guess, still thinking about your question that schemes always

have an incentive to have higher interchange and | am trying to think of
circumstance where that could be the case. It would have to be very exceptional
circumstances in thinking about it where basically acceptance is just not an issue
because higher interchange fees do mean higher merchants service charges ar

should have infact merchiaacceptance.
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So, | guess | would want to see the particular articles you are talking about because
you refer to the literature, but as | think about the economics ofplay systems

and the competition between schemes, | do not see that is thehaasehemes
always have an incentive to have higher interchange fees that balancing seems to m
to be paramount and that can well be the case where you hit the spot where the
interchange fee is too high, because what you give up what you lose in thentgercha
side, we had a slide of that balancing is greater than what you gain on the issuing

side.

ADV PETERSEN: | want to come to multilateral and bilateral setting which you

deal with quite thoroughly in your submission. | forgot just to note when we were
talking about section 41(b), and | think | should do so, that the Visa exemption that
was referred to is the subject of contested litigation at the present time, as far as | an

aware.

MR NORTON: | cannot tell you definitely what the position is. As | undeosl

there was going to be an appeal against that exemption if it was granted, and to the

best of my knowledge that was abandoned and has not been proceeded with, bu
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| think Visa will probably be able to give you clarity on thatvduld not be able to

provide a proper answer on that.

ADV PETERSEN: On pages 15 and 16 of your second submission in the Access and

Inter-operability Section you deal with the advantages in relation to multilateral
compared to bilateral interchange fee arrangements. And sodaudind myself in
agreement with your points at this provisional stage that the question | want to ask

you is this. Should bilateral setting even be allowed?

MR VOLKER: | would, I think my view is that. | am trying to think of an example

where it wold be. | suppose the one example could be where there is no multilateral
rate available and you have just started off a new service and the next time there is
going to be a study done, you know, could be prohibitably far into the future or
something like hat. So that would be one circumstance where | would suggest
possibly bilateral arrangements between banks should be allowed, although | think
again less than ideal it is a very complicated and ineffective way of reaching

agreements.
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ADV PETERSEN: Yes Mr. Volker, you have made points also showing the way in

which bilateral agreements in this area could be used to create barriers to entry ta
assert a greater bargaining power in bargaining relations, thereby disadvantaging
small players, and it is reallggainst that background that | ask the question of

whether it should be permitted, on the assumption of course that there is a default or

multilaterally set or regulated rate.

MR STILLMAN Well, I just want to, your last comment Mr. Petersen , was the one

| was going to raise, which it seems to me that whatever, provided one has a
multilateral rate determined at an appropriate level as a default then the various kinds
of fears and conces that were discussed in our submission are addressed and so
there is then the option of bilateral, that could only be to the good, but | would leave
it to Mr. Volker to explain how bilateral might actually improve things in create new
opportunities, buto me the important part is how to get default of a multilateral on

an appropriate level.

ADV PETERSEN Yes, but perhaps you could address this. It seems to me perhaps

naively that a potentially bilateral setting where there is a default, could be used by
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big players to combine to change their competitive position advantageously on the
iIssuing or acquiring side and achieve barriers to entry and disadvantages to small

players in that way, which would not be purely a competitive level playing field race.

MR STILLMAN: Yes, well again | think need to be more specific about the

scenarios because |, my perspective is go down the list of concerns we had here an
already addressed by having multilaterally determined rate as a default, | think they
are addressednd then | think we would have to have a further exploration of what

kind of scenarios might be possible within that framework. | do not see them straight

off but | would stop there.

MR VOLKER: | think the current reality in the South African market iattthe

regul atory domain requires that banks
Is a requirement of your entry into a payment clearing house agreement. So by virtue
of t hat you are forced to accept seac

payments instruments.

If bilaterals fail for some reason either one of the party can go to arbitration and |

think one of the things that certainly we as a big bank would be very sensitive to, is
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to be exposed to such a scenario where we have to gbitoation and it is found

that we are being unfair in terms of the prices that we are trying to levy of a smaller
player for example. So | think there are some mechanisms in place. It is not that one
of the other participants in the clearing housesagrents are forced just to accept
whatever price you want to impose on them. There are some mechanisms to mitigate

against those.

ADV PETERSEN Clearly what | am groping towards is not the idea of a default

arrangement but of a binding single arrangembatvever arrived at. Would you

necessarily object to such a thing?

MR VOLKER: No, I think that would be ideal if that could be arrived at. | think the

only example we had is an interim arrangement until such a objective rate could be
set. So purely aime to market matter until the objective process has taken its course.

Once that has taken place then we would be in full support of a binding arrangement.

ADV PETERSEN This is the last part of what | want to address. | just want to

explore with you what may be involved in this independent third party measurement

of interchange which you cover in your slide number 14? My understanding is that it
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Is not proposed by gncard scheme that the third party, who ever that may be,
determines the interchange, merely that the third party conducts the cost study,
allowing the scheme to determine the interchange. Have | got it right? And that last
step involves the applicatiasf a business judgment? You are nodding again, Mr.

Volker. Is that correct?

MR VOLKER: Yes, that is correct.

ADV PETERSEN So, this idea that it can be on that basis a purely objective

process not open to manipulation would not be quite sound, vitGultt would not

really give the picture of what is being proposed?

MR NORTON Could we call a passed slide on the methodology because | think

that might assist. Slide 20.

MR JALI: Slide number

MR NORTON The slide simply, | thinks, sets out the thwdology as we

understand it which is basically, and | think MasterCard will probably be able to shed

a lot more light on this when you speak to them | think, tomorrow. | mean
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effectively is the process from an ABSA perspective, is that when a thing lipart
Edgar Dunn conducts one of these studies they send ABSA a very detailed data

request according to the slide that we have set out there.

They also have a number of visits and engagements, Walter could probably talk to
that in a lot more detail areffectively ABSA then provides a lot of detailed data and
information both to the written request and to the meetings and Edgar Dunn then uses
that information as they get from all the other banks, effectively as we understand to
arrive at a saalled optmal rate. So we think there are for example, if the
methodology is settled and if you were happy with the nature of the methodology i.e.
the methodology did not allow for lots of facts to be build into the system for
example that the methodology was aormus and thorough methodology, then there

is not really a great deal of room for discretion by the scheme because if Edgar Dunn
does their job effectively as appears to us to be the case, that is a fairly rigorous
exercise and the methodology itself isaisfactory one, then it will be quite peculiar

| think for the scheme to say, well Edgar Dunn has recommended, | am just taking a
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hypothetical number 1.71 for credit cards but we think the business case should be

1.9.

It would be very easy for an ingendent third party then to say look we have seen
the Edgar Dunn recommendation and we have seen that the scheme has gone with
much higher number, how do explain that? It is quite difficult the way | see it,
certainly for the scheme then if there wabsaquently an investigation with a third
party review it, to justify why they have gone for a higher number than recommended
by EdgarDunn for example. So it seems to me that provided you are satisfied with
the methodology and the manner in which the Edgann study goes about its
business, that there should not be to many loopholes in the system for fat to be build

into it.

MR VOLKER: | think it is key that the methodology is sound and robust and with

less room for maneuvering on manipulation and opesxternal scrutiny as well. So
it should be a transparent and open process on top of the methodology that is used.
think just in terms of your comment on potential manipulation it probably cuts both

ways, it could either tleed mdaomwnpul at ed u
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The ultimate purpose should, however, be to achieve the optimal balance in terms of
the system and the tricky part is going to be what kind of factors should be allowed to
be considered in determining that optimal mix and it might not justragyht direct

costs. There could be other factors that should be built into that mechanism. As long
as those factors are clear and objective and transparently set then | think the room fol

subject of manipulation should hopefully be minimized.

ADV PETERSEN Will I be right in thinking that by optimal you are referring to

optimal with reference to a range of factors and not merely optimal revenue

extractions?

MR NORTON | think certainly from our side we would envisage this as an ongoing

process becae, (you know) factors change over time and the methodology may
change over time and certainly | think there would probably have to be some sort of
ongoing process with regulators to make sure that ultimately they are satisfied with
the methodology and theanner this was being carried out and certainly again, and |
qualify this by my imperfect understanding of other foreign jurisdictions this seems

to be along the lines that have been followed in other jurisdictions where regulators
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have taken a fairly cke interest in the methodology in particular, and once satisfied
with the methodology there has been an ongoing review of the levels of interchange

fees.

ADV PETERSEN Well, if you are referring to Australia, MNorton, my

understanding of it, and | spk subject to correction, is that a particular methodology
was inapted and then it just became a matter of reliably filling in the figures to get to
the result and that, that provided a cap which was from time to time to be reviewed, |
think every three gars, with the possibility of the participants invoking an earlier
review, if they wished. But you yourself raised the question of a regulatory frame
work and that is really what | am driving towards, is this something that can be left to
the playersand | t i mately to someoned6s busines:

protection need a publicly approved methodology and oversight.

MR VON ZEUNER | think as we said at the offset of our discussions and

presentations, | think if that gives greater crdiijband creates more transparency, it

would surely be something that we will not be oppose to.

ADV PETERSEN Thank you very much.
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MS NYASULU: Gentlemen and ladies, | spent lunch time trying to see if the

Chairman could let me off questioning you, butdsanot too successful. It is not
very often that | am left speechless but | find this market very confusing. And here is
this thing, | think some wise man, whose name | cannot recall, said in football
everything is complicated by the presence of the rotlkam and my biggest
frustration with banking is that does not seem to be the case, and so my conscienct
have to do more with trying to figure out where the market failure is, because clearly
there is a market failure which has resulted in interventi@aving to be brought in

and to try and see whether we can find a remedy towards this, forgive me my
guestions, | am really about trying to understand where this market has failed. But
Jana Louw from our Technical Team said that there are instances whemk will

even charge some of the bigger merchants a merchant service charge which is eve
lower than the interchange that they have to pass on to the issuing bank. First of all,
let me ask is that statement true or false? Are there instances where \&dodoh

charge a lower fee than they would have to pass on?
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MR VOLKER: | suppose in isolation it would not be possible, because the bank

would be out of pocket. However, as is the case with the consumer you are dealing
with a consumer in terms of a rangkeservice that, that consumer interacts with the
bank on, and | think that just takes me to take the consumer side first to the example

we gave of the package deal here.

| think it was a silver package, wherefore a certain fixed rate you could gebh lo
free transactions and in a similar way on the merchants side, the merchant is not jus
a customer of the bank in terms of the acquiring relationship but in terms of a broader
banking relationship which includes cash handling, foreign exchange dealings
capital market, lending, etc., so it could be that in terms of the broader relationship
there is some kind of special deal that is made that could affect the acquiring business

as well. That is the only context in which | could comment at that, théit fneg

MS NYASULU: So, in short it is true that it would happen.

MR SWEENEY: It is possible. It is well to say specially in a large cooperate market

that there are deals constructed around the wider relationship between the two

organisations but | camugt say from merchant acquiring point of view specifically
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we have not got merchant acquiring dealers out there that is below interchange. Now
if | compare to that, you have got the right choice ...(indistinct) in the sessions we are

having.

MISS COETZER We price relationships that we buy the underlying products from

colleagues, so we are forced by that market demand. So yes, we will find

relationship pricing because it is all about the relationship.

A merchant is not a singular. It does not buy potslwff you. It is relationship
...(inaudible) that is having an internal regulation around that, so i.e. regulations

around that and we do not cost below interchange fee.

MS NYASULU: Let me ask my second question. Now, in relation to the

methodology ofEdgar Dunn and, (you know), half the time | cannot even calculate
my own mileage, sowould not even start to question that, and | have to say that
| believe that it is a very robust methodology, now, do the banks just universally
accept the recommendatis of Edgar Dunn, in other words, is there no competitive

force, once he sets the floor in terms of the cost to all of you is .15, that is the floor he
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set, do competitive forces come into play where one bank says, well, | know how

much it is costing meti this is how lam going to play it?

MR VAN ZEUNER: | think we tried to allude to that in the debit card fees, so you

might want to just to repeat on that Walter.

MR VOLKER: | think the Edgar Dunn process was a methodology that was agreed

to. | mug also just add that it was a process that we discussed in great detail with the
Reserve Bank doing the regulator, to ensure that they were happy with the
methodology and the approach that we were going to follow. So, that was done on a
number of occasiaincluding the time frames that we are committed to. So, the

methodology was established and then the banks had to independently submit theil
costs as determined by the methodology to Edgar Dunn. So, none of the banks whict
are the cost components, wiesabmitted that independently. The result was then a

result that came out of this process and which we all adopted.

| think it would have been the extremely onerous of us to then try and negotiate
bilaterally outside of that, that rates that came betause that would have been the

consequence if one or more of the banks wish to not accept the recommendations
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coming from Edgar Dunn, we would have been forced then to bilateral negotiations.
And then again, there was a recommendation from Edgar Dutenms of lowering

the debit card rates, even though it came out in a higher rate, there was a
recommendation which for the effective working of the system, was accepted by the

participating banks, and that is how it was implemented.

MR NORTON Can we @ist add one another point which | think might be useful. It

Is probably something you want to clarify with MasterCard tomorrow, because | am
sure they are closer to the Edgar Dunn analysis, but the way we understand it, if you
look at the last bullet poiron the slide. They used weighted average cost inflation.
So, in theory what you should arrive at is the most efficient rate. If you take all the
banksdé6 information and you coll ate it
to the level whib is, when we talk about an optimal level, which should be going
towards the most efficient level rather than (you know), if you have got banks with
high costs and others with lower costs, you should ultimately arrive at a level, if you
aggregate all thatata, at a level which is optimal, i.e. it tends to be the most efficient

type of level rather than towards the higher levels. So, from a competitiveness point
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of view you should be getting to a rate which is kind of predicated on the most

ef f i ci eapdaratidnaratiethan the least sufficient, and therefore from a

Competitiveness point of view, that should kind of force all the banks to try and

operate at that optimal level, unless ....

MS NYASULU: | think | can understand that, that (you knoifv},ou like the floor

price would be on the basis of the most efficient, but it is very unusual, and again |
am talking about a market which in my opinion has failed from a competitive
perspective. It is very unusual for competitors not to find a reasandercut each
other from market share or whatever it is that they would do, as would happen with
any products. And, so, that is the point that | find really amazing in my frustration

with a sector that does not look for opportunities to compete tvead

MR JALI: Before you reply, | just want to also, if you could deal with this particular
aspect. My understanding is that the fee is exactly the same. The interchange. St
just, if you could address that particular aspect as well. Because it is telatbdt

Mrs. Nyasulu has raised, the point she is raising?
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MR SWEENEY The mer chant 6s service fee [

each of the banks are from well entering to attend the process with a large merchan
to get the lowest possible feeAnd a large element to that, which is interchange,

which is the, as she said which is consistent.

Wel | , actually the merchantods service
competition between the banks to get the best deals, and we see thenteestita

are very well aware of how the systems works and what the costs entails and the
system is driving our bargain. They localize with the economies of scale, the values
of the transactions, the size of the transactions and their own risk and take the
customers to ...(indistinct) to drive the maximum possible value drive ...(indistinct).
And that happens, dependent on the safer deal, but to be quite honest, most deals a
done for twelve months and most deals are renegotiated annually. So, it y5 a ver

very competitive process.

MR STILLMAN: If I can just give some conclusion on this. There was a slide by

the Technical Team here, this morning, which described the range of merchant

service charges that showed there was a range, it was not arsergleant service
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charge. It was well the interchange fee which is a component of the merchant service
charge, may be the same across the two schemes, the merchant service charge its
which is the thing that the merchant is paying, is not the same dbeobanks and

that is according to competitive conditions.

MS NYASULU: | think that is actually a perfect queue for my next question. The

guestion has to do with the interchan:

charge. Now, is the interchge fee component transparent to merchants?.

MR VOLKER: The answer is, yes, generally, but not necessarily always. | think the

option that a merchant has, is to go to anyone of the number of acquirers and get the
rate. To what extent it is important ftivat merchant to know the interchange, is in
most respects probably not so important, because for most merchants it is the total

merchant s service fee that i1s I mporta

MS NYASULU: | am going to tell you why it is, sorry to interrupt, that | thinksit

important, because you made a point earlier in your presentations that there has bee

no proof that where the interchange fee was dropped or where it was eliminated, that
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that was not passed on to the consumer. Now, the question | ask is, how did the

merchant pass on to the consumer what he does not know?

MR VOLKER: 1 think in most cases, but not necessarily in all, because as we said, it

Is a very competitive market. In most cases when the interchange rate dropped for
that range of transactions, theer chant 6s service <charg

adjusted.

We cannot obviously comment on the whole market because, (you know) in some
cases, acquirers might not have done that, but certainly if the merchant went to
another bank they might have receividtf but in most cases, that is true to say that

as the results of the interchange c¢comi
and certainly in the case of the major retailers and our argument was that in that case

there was no empirical evidence that filtered through to the consumers.

MR VON ZEUNER Can I just check that, | mean, the Edgar Dunn study given the

prominence of that study, the content is known to the retailers, so the current state of

that interchange is known to the retailer, outsifleven the merchant fees.
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MS NYASULU: Are we talking the top retailers or retailers in general?

MS COETZER We are talking the top retailers, they are obviously more

sophisticated. You will even find that if you charge .

MS NYASULU: | hope there areot any of the smaller retailers here.

MS COETZER | think it is a matter of negotiation. If we were very honest about

South Africa price where negotiations, there are people that is more sophisticated
than others. And you will quite often find that ev@amaller retailers would ask if you

qguote a certain cheque rate, how is it made up?. And it is not something that you
cannot compete on because we compete against one another in the market place, ar
the moment that there is a better offer on the tdlidear Chris said once a year, |

know that we go back there every time that there is a better offer on the table, it is a
matter of we now know this, can we please come and have a conversation about that

That is experience.

MR PETERSEN Sorry, may | jusask this. How can one possibly know what

merchandise prices would have been but for the change?
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MS COETZER It is impossible in any, as far as the consumers, | do not think we

also know what is the underlying cost of the price that you are payiny icage. It

IS just a sophistication thing that we do not have access to all of that information.

MS NYASULU: Can I, you intimated in your presentation, Mon Zeuner that the

four-party scheme promotes more competition than the-{paety scheme, whe the
issuer and acquirer would be the same. Would you explain how more competition

would be promoted by the thrgarty scheme?

MR VOLKER: The thregparty scheme inherently expects the same system from

having both an acquiring and an issuing infragtme; which is probably possible for
t he maj or pl ayer s, saying I n Sout h A
probably be able to achieve that. However, we would have to invest far more in

internal infrastructure for example.

So, instead of just hang a 20% or 25% market share of terminals, we would have to
have a 100% share of market, of terminals to be able to achieve the same kind of
acceptance. So, in that sense we are duplicating infrastructure and making the syster

generally less efficient,ral | think the consequence would be that we probably could
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not afford to do that in the short to medium term. And also further to that, smaller

banks could not afford to do that.

One of the major barriers to entry in the acquiring environment is the ehaost of
capital of putting those terminals into the market. So, we would say if you as an
alternative to the fodparty system wish to go to thrgarty environment there will
be very few players that would afford to be able to get the same regoh have in

the fourparty system.

MS NYASULU: | am a little confused now, because in again the slides that our

Technical Team presented, it is obvious that although Visa and MasterCard have
nine, ten, whatever the numbers are, only four, it is only ¢lue banks that do
Issuing and acquiring, so we essentially are not talking about the smaller players,

anyway. We are talking the four ...

MR VOLKER: | think the point that we are making is that all the smaller issuers

have got full access to the wholesbaof terminals, whereas in the thysty system,
in fact, the thregarty system, also backs off the fequarty system. So Annex and

Diners actually use the same infrastructure provided by thepfy players, the

17 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highveld, 0169 el (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel62

BANKING ENQUIRY

Visa and Master players at an intrental cost, not the full costs. So, in terms of the
four-party system the smaller players, including the smaller merchants, benefit from
the economies of scale and the ubiquity of that infrastructure, and on the same vein
the threeparty players also cgriggy bank of the infrastructure provided by the four

party players.

MS NYASULU: If | may change tech a little bit. Wonder if you could tell me what

the link is between interchange fee and the level of benefits in the loyalty schemes?

MR VOLKER: The byalty schemes are not part of the interchange cost calculations.

So, there is no link between interchange and loyalty.

MS NYASULU: So, when you say ... can | just challenge that, because when you

said the removal of the interchange fee would resulbénréduction in possibly the

interest free period and loyalty benefits, what are we talking about there?

MR SWEENEY. We can be talking about the loyalty benefits, or of the benefits

from the card or of the reward. So, the value that the cardholder edgifree as

part of the fees that they pay on the card, and that is incurred in a card. So, actually
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any alteration in the interchange puts pressure on that values that is already includec
in the card for free. So, things like lost card protectionelransurance, that sort of

elements are already included within the card.

MS NYASULU: Are you not contradicting each other.

MR JALI: Are those the loyalty schemes you are referring to?.

MR VON ZEUNER Let me just explain the working of that loyakgheme as a

different product characteristic.

MR SWEENEY. ... in terms of our reward programme.

MR VON ZEUNER Yes.

MR SWEENEYMR SWEENEY Yes, obviously like all the other providers, we also

have our rewards programme. So there is a whole lot of value out within the bundle.
Our reward programme is actually, is paid for by consumers, but they pay an annual
fee per receiving that card.oSif he for proudness sake have a platinum card with

rewards, or a gold card with rewards, the fee structure for that card is different than

the normal card. The interchange is exactly the same.
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MS NYASULU: So, all I am doing is quoting what you gaweyour slides where

you were saying if interchange fee was removed, it would have a direct result on the

reduction of the loyalty benefits.

MR VON ZEUNER | think let us clarify that in say that, | mean, the changes that

we refer to, will be changesahis currently a characteristic of the product, that will

be the interest free period. It will exclude the loyalty scheme. Now, as Chris has

referred to, our rewards are loyalties, to give an indication of about 1,8 million cards

that we have in the miaet. Our participants at a loyalty scheme is at about0D80

of our card customers participate. So, the loyalty scheme and if that is how are
comment are then read, is confusing, it is not the case. We refer to characteristics of

the product.

MS NYASULU: Thank you. | promise you, | am as tired as you are, so | am about

to end. Could you just explain to me what drives the decision whether to issue a Visa

Card to a customer or a MasterCard?

MR SWEENEY: It depends on the card. | mean, one of the thivgslo, is when

we are issuing, we are about to take a new card to the market, we ask both of the
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