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MASTERCARD

MR JALI: Good morning Ladies and Gentlemen and welcome to the MasterCard
Team, Mr. Raywood and the team welcome. You will of course introduce the rest,
most of your team and once again thank you for coming all the way, and we really
appreciatdhat. We are in receipt of the submissions which was given to us so this
being the question and answer session we hope your initial presentation will be brief
and straight to the point dealing with the issues that need to be dealt with and then we
can mae straight into the questions and answers because everybody else had ar

opportunity last year to do what people would normally refer to as their spin.

MR RAYWOOD: Perhaps | could let Eddie Grobler, the General Manager for Africa

to introduce the team arsg¢e how today we progress.

MR GROBLER: Thank you very much. Judge Jali and members ofEhguiry,

good morning, we appreciate your time. Yesterday when Professor Hawkins started
with and explained or used the analogy of cricket to explain the rttatshas been

followed up until now | thought it was a bit oh ansensitive analogy to use, given
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the performance of our team, but obviously | think we have got different feelings to
date. Reference was made yesterday to runs scored and the bowtkgatieeven

some catches and later in the day | think there was reference made to a new ball an
the role that it can play in the game and we thought about MasterCard and our roll in
this analogy and | think we best fit in as a global sponsor. You knoa {hobal

sponsor the following is important.

Firstly the game of cricket and not only one single match and obviously the game has
reflects sportsmanship, skill and integrity, seeing the fact that our brain is associated
with it.  The game is also bgmnplayed in such a way that it wins spectators or
supporters from other sports, from the bigger sports like soccer. | think in our
analogy it can be cash or even from some of the smaller sports like athletics, in our
analogy it can be travellers chequesl @lthough as a global sponsor we have got an
arms length kind of interest in specific games, we do not have any interests in run
scores or any wickets that have been taken by a specific team and in the analogy
again is, we do not earn any revenue ountdrchange, we do not earn any revenue

out merchant discount fee, but that will be dealt with in detail a bit later.
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So if this is the background | just would like to take you briefly through our agenda
and then the members of the team. We will stdirtthis morning with some
comments on yesterday as well as the nature of the payment system and the role c
interchange. Mr. Carl Munson, Associate General Council on Regulatory Advocacy
based in New York purchase will handle this part of the presemtafter that we

will have Dr Christian Koboldt. Dr Koboldt is Director of Dot Ecom in the UK. He
specialises in competition economics and regulation and he will address the
economic function of interchange, after that we will have Mr. Nkonzo Hlatshwayo
and Mr. Peter Leon and Dario Millo to present the Competition Act and in the

context of with the MasterCard payment scheme.

We have been working with Mr. Leon and his team for the last three years on this
issue. After that | will briefly focus on theard payments landscape in South Africa
and Mr . Raywood wi l I then conclude on

to give you a bit of a status update.

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page4

BANKING ENQUIRY

We think it will work quite well if you can allow us time to do a presentation. After
that we wil allow time for questions and then we will go on to the next presentation.

With that as a background | will give it over to Mr. Munson.

MR MUNSON: Thank you ladies and gentlemen | want to assure you that we have

great respect for your inquiry. We tkirthat is entirely appropriate and that the
Competition Commission of South Africa should look into the payments industry and
frankly we think that if you consider all the facts and circumstances you will come to
a rather favourable result. | understamésed on some of the questions and
comments yesterday that, that may not be your mindset at the moment but | would
ask you to indulge us today to present our point of view on these things and frankly |
am reasonably confident that we will at least raisgomr minds a number of issues

that perhaps you have not yet considered.

| had originally prepared a presentation. It is actually a presentation that | had given
to many groups, regulators around the world, talking about the different kinds of
paymentmodels, two party proprietary models, three party models, four party models

and the like, but | must say that the presentation that was given yesterday by the
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Technical Committee was and actually we agree with it in most respects, there were
one or two thngs perhaps that we would take exception to or that we would like to

expand upon, but | would suggest that the most useful way to approach this issue
today and | think in certainly, the request Mr. Jali that you have made that we address

the issues todaythink we need to address the issues.

So | would like to do that by suggesting that based upon what | heard yesterday, the
guestions that were proposed, the discussion that was had, the comments that wer
made, there were really four points, four gumsti that have surfaced here that you

will need to answer as you prepare your report on the payments industry.

MR JALI: You will be referring to this particular presentation.

MR MUNSON: | will not be referring to the presentation. There is a slide atnide

that | will refer to.

MR JALI: 1 just wanted to take the slides as an exhibit if you are going to be

referring to them.
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MR MUNSON: You may take the slides and if later in the day or if at some point

you want me to go through so that the standardté&i@srd, you know three party,

four party presentation, | am more than happy to do it.

MR JALI: Okay. Let us do that, lets rather take the slides and then we will also get
them electronically if possible, that will be exhibit MM, that will be the finse ol

have got a file here. Is this the file, which contains all copies of the slides? Let me
split them up. Let me show which one it is, which should be MM and then the others
will follow as MM1 and MM2, MM3 until we reach the last one. | do not knaw
looks like there are quite a number of them here. | do not think this one is in the
pack. It does not look like it, if | look at the slide, unless, will it be this one? Page 2,

Payment Systems and the role of interchange? This will be exhibit LL.

MR MUNSON: Yes, and i f during the <course

discuss that in some detail, if you want to ask some questions about it, | am more
than happy to answer that but as | said, | think the best way you approach it today is
just to ge right into it. To focus on what | perceive to be the four critical questions,

and | would propose that the questions are the following. First of all, is there a

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page7

BANKING ENQUIRY

marketfailure in the payment card industry in South Africa? Secondly is interchange
or ae interchange fees necessary to four party schemes and is the balancing deman
explanation for interchange fees the correct one. Third question, what is the
likelihood that if interchange fees are set by the banks or by the scheme operator like
MasterCardthat these fees will be manipulated so that, for the benefit of the setting
of interchange as opposed to the benefit of the users of the payment system, the car

holders and the merchants?

And fourthly should interchange fees be regulated in Soutrcari And | would
propose to answer each of those questions in turn. So let me start with the first
guestion. Is there a markftlure in the payment cards industry in South Africa?
And | would suggest that in answering that question one must lodie avidence,

the factual evidence, as opposed to theories of what might be a better system or migh
be a worse system and | would suggest that if you compare the payment systems in :
particular, the card payment systems in South Africa, to those of obhetries
including first world countries fully developed countries like the United States and

like the United Kingdom and like Japan, you will find that the payments card
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industry and in fact payment systems in general, in South Africa, stack up extremely
well and in fact are better in many respects in the payment systems in many countries
around the world, including countries that most people would consider first world

countries.

Why do | say that? First of all, when | look at the payment systemsistraha |
noticed that all of the major international payments brandsté@ard which we
obviously thirk is the best brand, Visa, American Express and Diners Club are here,
they are in South Africa, they have been here for a long time, they are igviestin
South Africa and they consider South Africa to be an important market for them.
The second point | would notice is that there is strong competition on the issuing side

in this country.

There are a dozen or so banks that issue credit cards andellgenu that given the
niche, size bthe market in South Africa that is a good number, it stacks up very
favourably to countries of comparable payment market size and | note that the
products and services that are offered by issuers in this countrijrsarevorld.

Cardholders in this country and consumers in this country have the same options as
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those in other countries have. They have advanced credit cards, they have moder
debit cards, they have cheques of course and cash in other forms of pagoent.

you look at the payments industry in South Africa and compare it to what consumers
have elsewhere, it stacks up very well.noticed that the costs of these services to
consumers are comparable in South Africa to other countries. So the sar@ces

first rate and the prices are comparable.

| notice that if you look at the merchant side of the business the acquiring side of the
business, that the services that merchants are provided in this country once again ar
first rate. Merchants have tlsame opportunities for payments in South Africa as

they do in the most developed countries in the world and | notice also that the prices
that merchants pay in this country for these payments services are comparable to tha

paid by merchants in other cdumes.

Now obviously large merchants tend to get lower fees than small merchants, but if
you compare a merchant for merchant type of merchant per type of merchant | think

you will find that the prices for the services are also comparable to other esuntri
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| notice that there is sustained and significant growth in electronic payments in South
Africa obviously starting from a small base but nevertheless, if you look at the trend,
the trend is very favourable, that was demonstrated on one of the slilegatha
presented by the Technical Committee yesterday. There has been some suggestio
that there is less than healthy competition on the acquiring side and at this point |
need to make one correction to something that was said yesterday and that had to d
with the number of acquirers, the point | want to make or to correct is the MasterCard
system does not prevent any member of MasterCard, any bank that is licensed tc
engage in MasterCard business from acquiring. So every issuer in South Africa that

Is adnitted into the MasterCard system is permitted to acquire as well.

Now the fact as it was pointed out yesterday is that there are four acquirers and ther
there are some number of, larger number of banks that issue but do not acquire and
want to tell youthat if you compare that to other countries that is not exceptional. In

fact, that is the rule and | would suggest that the reason for that is that the nature of
the acquiring business as such that it is a business that is based upon scale efficienc

it is much more of a scale business than an issuing business, and therefore what yo
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will find in every country with strong electronic payments is that the number of
issuers in four party systems exceeds by several times the number of acquirers. This
Is true in the United Kingdom, this is true in the United States, this is true anywhere
and so if you compare the size of the South African market, because once again it is ¢
scale business and you look at the number of acquirers that number is comparable
even he size of the South African market to the number of acquirers in another

country.

Obviously we have more acquirers in the United States because it is a much bigger
acquiring market, but | can tell you that in the UK there are also four large acquirers,
| can tell you that in other countries, Mexico for example, there are only two large
acquirers and in fact there are countries in Europe with debit systems in particular
where there is only one acquirer. So when you look at South Africa and compare it
on the acquiring side it stacks up once again very favourably. | noticed that when
you look at the incidences of problems in the industry like fraud or other kinds of
problems the incidence is very low here, so in that score as well, South Africa stacks

up very well.  And then finally | notice that the development, the technological
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development of this country and the development of the payment systems here is on ¢
par with countries elsewhere in the world and in fact is in some respects even aheac
of many ceveloped countries in the world. My understanding is that this year the
banks and the schemes in South Africa will introdGbg & Pin, the most advanced

form of electronic payment. | can tell you that if that has only recently come to
Europe There ae many countries in Europe that are no product farther ahead than
South Africa and this, and | can tell you as an American to my disappointment, that
there are no plans in the United States to introdGbe & Pin, so from a
technological stand point the&h African payment system and the card systems in

general in South Africa is favourable.

So when | look at all these factors and | ask the question based upon what is actually
delivered in the market place, what is the nature of the products andeservic
payments products and services delivered, what do these services cost, how advance
are they, what is the level of competition, | see not only no evidence of the market
failure. | see a vibrant competitive, innovative, healthy system and | wouldrgest

you before you reach the conclusion that there is some tremendous failure to look at
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these facts and to consider the facts as opposed to theories that say well perhaps
could be done better. Perhaps it could be done betbert before you make ajor

changes just consider what you have. That is my first response to the first question.
The second question was, are interchange fees really necessary in four party system

and is it really true that they are used to balance demand.

Now, you know fom my submissions that MasterCard believes that interchange fees
are necessary in the four party system, you know from our submissions and from the
meetings we have had, and we have had several meetings with the Technical
Committee and we brought Christi@own to talk to Technical Committee and we
brought consultant Edgar Dunn down to talk to the Technical Committee you know
that we believe that and there is really no point in arguing that point, you need to
formulate your own views, and frankly | thinly asked the right question. | think it

Is a very fair question to ask because if there had been theories advanced that perhaj
interchange feewere not necessary there are regulators in other places that it
suggested that interchange fees are not n@ggsskis a very legitimate question. So

let me answer the question by taking a somewhat different tact. Let us put aside for
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a moment interchange fees, let us consider what it takes to run a four party payment
business, and let us in effect say wenid want interchange fees, we do not even
know what interchange fees are, we are going to set up our four party business. We
want it to be a viable business, we want it to be a profitable business, we want it to be
an innovative business but we do not cab®ut interchange fees and frankly this
whole notion of balancing demand, we have never thought about that before. Let us

just ask ourselves what would it take to set up the business.

Well the first thing if you are setting up this business that wilt lyou, knowing
something about banks, banks have shareholders, banks are regulated, banks mu
cover their costs, banks must engage in profitable activities, banks cannot take
financial risks. The first thing you will have to bear in mind when you got@mu
some bank and say | would like you to participate in my four party system as an
issuer or as an acquirer, first question you are going to get back is, okay, when | get &
transaction if | am an issuer, how much am | going to have to pay on that ti@msac
and if | am an acquirer how much money am | going to get. And you cannot answer

by saying, well, we have not figured that out yet, we will figure that out somewhere
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down the road, because in fact in a four party payment system with as many banks a:
there are in South Africa and as many card holders and merchants everyday there ar
at least hundred of thousands of transactions and millions of rands of value passing
through the system and you cannot have a system in which the issuers and the
acquirers d not know from the start and at every given moment what the issuers

obligation to pay is and what the acquirers benefit is going to be.

So let us take the case of a R500 transaction, The issuer wants to know if the
transaction is submitted for R500 hamuch money do | have to pay the acquirer,
and conversely the acquirer waitd know how much money am | going to be paid,
and | would suggest that while we are speaking there are really only three choices
that you have. The first choice and perhaps thst mlovious choice is to say, well if

it is a R500 transaction the issuer will pay R500. Another choice you would have is
to say the issuer will pay something less than R500, maybe R495 or maybe R450.
The third choice is the issuer will pay somewhat maraybe R505 or R550. But

you have to make that decision. Someone has to make that decision or no one is

going to participate in the system. Now why is that significant? Well we said we are
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not going to set an interchange fee, but what is this numbearevéalking about,
what is this differential between what is the settlement amount. The amount that is

paid by the issuer to the acquirer we call the settlement amount.

What is this differential between the settlement amount and the amount of the
transation which by the very nature of the business we easily see must be set. Well,
frankly you can consider it just to be another definition of interchange. Interchange
Is a difference between the base amount of the transaction and how much the issue
pays the acquirer. If the issuer pays the acquirer the face amount, that is the
equivalent of a zero interchange fee. If the issuers pays the acquirer R495 that is the
equivalent of a 1% interchange fee. And if he pays R450 that is the equivalent of a
10% inerchange fee. If he pays R505 that is the equivalent of a negative point
percentage interchange fee and if he pays R550 that is the equivalent of a negative
10% interchange fee. So even without intending to set interchange fees given that the
issuer andhe acquirer have to know what is their financial responsibility to the other
side of the business, or what is the benefit there are going to receive from the other

side of the business, we have to set this differential and frankly by definition, this
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differential is nothing more or less than the interchange fee. There is no escaping
this, it must be set and if you say to issuers and acquirers nobody is going to set youl
interchange fee they would not participate in your business. But, the analogy or
illustration is even more instructive | believe, because after having decided,
understood it and decided that you are going to set this settlement differential, you
have to ask yourself, what am | going to set it at. Am | going to set it at R495, R450,

R505 RBB50, where do | set it?

In order to set that fee first of all you are going to have to know something about the
nature of the business. You are going to have to know things like, are you going to
have a payment guarantee for merchants. How soon ackanés going to get paid,

Is it going to be immediate settlement with the merchants or is it going to be a
delayed settlement. What are the benefits to the cardholder, what benefits will the
cardholder going to get? Will the cardholder get an interest freriod? These
things have to be established and have to be understood because they in fact ar
going to impact the initial allocation of costs as between the issuer and the acquirer.

How much money it is going to cost the acquirer to participatesirsystem is going
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to depend on some things like, who has the risk for credit losses and fraud losses. I
there an interest free period and a myriad of other things. So the first thing you have
to take into account is the initial allocation of the costh& system on both the

iIssuing and acquiring side.

Moreover you have to also ask yourself, having set that fee at R495 or R450 or R505
or R550, is that proposition for the issuer, a viable proposition. Will the issuer be
able to offer these productsdaservices at prices that cardholders will be willing to
pay, and will the acquirer be able to offer its services to merchants at prices that the
merchant will be willing to pay. Perhaps if you set the settlement differential at R550
as opposed to R500, taps it will be too expensive and cardholders would not want

to use those cards and perhaps if you set it at R450 on the other side, merchants wil
not want to use the cards. So in setting this fee you are going to have to take into
account the demand rditions that the issuer faces on its side of the business and

that the acquirer faces on its side of the business.

So even though it was not your initial intention to balance demand you are in fact

going to have to look at exactly the same kind of factd circumstances and that
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you would need, if you intended to balance demand, and at the end of the day you are
going to engage in the very same decision making process as if you started up

intending to balance the man.

So where does that leave us?wduld propose that even if you do not want to call
this thing interchange, you still need to make a determination as to what is the
obligation of the issuer to the acquirer and in affect you will have to set something
that makes it very much like an intbiange fee, and | would suggest further that even
though it is not your intention to balance demand, if you are going to set this
differential at a level that gives you a viable business and of course for your
shareholders you will want ta@v this busings as large as possible. You are going

to have to engage in the very same kinds of activities as if you have started out to

balance demand.

My conclusion in my answer to this question is, you do not need to believe that
interchange fee is necessary hesmin fact it is absolutely incontrovertible if there
needs to be some decision taken as to the relative obligations and benefits of the

issuer and acquirer and whatever you call it, it is comparable interchange, and even if
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you do not believe that we aabout balancing demand, when you see what we do
you will realize that we have to engage in the very same process that some of you

claim to be balancing demand would have to engage in.

Third question. What is the risk that this interchange fee withbeipulated by the

party or parties who set it? Once again, broadly speaking | think and based upon
yesterdayo6s discussions, I think we al
setting this fee. = The banks can set the fee themselves, theesdparator,
MasterCard in our case can set the fee or some third party either appointed or
approved by a regulatory agency or the regulatory agency itself, could set the
interchange.  Then lets ask ourselves the question, what is the likelihood of
manipuhbtion if the fee is set by the bankisit is set by the scheme, or if it is set by a
regulator. Let me start off by saying | would not suggest that the regulator or the
regulatots appointee would engage in manipulation, but | will come back to that

point in my answer to the fourth question concerning the need for regulation.

So let us just focus on what if the fee is set by the banks and what it the fee is set by

the scheme, by MasterCard. Well, let us answer the question in the following way,
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let us assume that there is some country where therf®aréarge issuers and let us

assume that those issuers decide amongst themselves that they are going t
manipulate the interchange fee for their own profit. Now they understand of course
that there is @me optional interchange fee that balances the system and maximises
the output of the scheme but these issuers have decided that that is not good enougl
they think in the first instance that perhaps they can make more money by setting the

fee at a highelevel.

So they need to set that fee. But, consider for a moment, and we need to state al
assumption here, a very important assumption, that is, we need to assume that thes
Issuers, once they leave that room, are going to be competitors, they areoggong t
out and have to compefer the business of cardholders and | think it is a very
reasonable assumption, first of all because it is true in South Africa, secondly because
there has been no suggestion either in South Africa or in any other country that
investigating interchange fees, that the banks are colluding to set the prices that are
charged to cardholders. So, if you look at the facts and you look at the allegations,

nobody suggests that the issuers atkidimg over the business of card hotdeand
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the prices to card holders, and so when these ladies or gentlemen who are colluding
to set interchange fees, to manipulate interchange fees, when they leave this roon
they are going to have to compete. Well knowing that they have to compete, they

also know two other things.

First of all they know that if they set the interchange fee too high, they are going to
shrink the size of the system to below what would be capable or possible if they set
the fee at theptimal level, but the theory will beduppose that well they are willing

to do that because they are going to receive some excess interchange. But becaus
they also know that when they leave the room they are going to have to compete,
each of these issuers knows that the other issuers ropyadifferent strategy. One
iIssuer may take its access interchange revenue andaayndt going to put this to

my bottom line, in fact | am going to promote my cards more effectively. | am going
to issue more cards, | am going to put better senocesy card, or hm going to

lower the price of my cards and therefore | am going to gain market share and | am
going to improve my profits even above the improvement that the others have

received which is booked there as excessive interchange. Nowyrseeach one of
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them knows that and each one of them will immediately then begin to think, well

how can | use mgxcess interchange to grow my business?

Well, of course once that process begins, they will realise that in fact there is no
benefit to bagained by intentionally setting the interchange fee at a supra competitive
level. Not only will they have to compete thaseess interchange fees away, but in

fact they have intentionally set the interchange fee at a level that minimises or
reduces the giential for their business, so they are accepting a smaller business for
higher interchange which they are just going to have to give back to their card

holders in some form through the normal competitive process.

So | would suggest that if the issuare intelligent and | think most issuers are very
intelligent, and if they understand their businasslthe competitive pressures they
face, and | think issuers do understand that, that there is no logical reason why they
would intentionally set the intehange fees too high, and frankly for the same reason

there is no reason for them to set the fees too low.

Now let us consider that the scheme for a moment and let us ask, well, might there be

some way in which the scheme would want to manipulate teechinge fees, either
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for its own benefits or the benefit of its banks and that was suggested yesterday. The
first thing | would point out is, and | would refer specifically to my company,
MasterCard, and | would point out that MasterCard is a publiclg bempany.
MasterCard as a publicly held company has a responsibility to operate its business in
a way that maximises the value of the company with the benefit of its public
shareholders. The Board of Directors of MasterCard, MasterCard is a US company,
the Board of Directors of MasterCard, under the security laws and corporate laws of
the United States has a fiduciary obligation to manage MasterCard in a way that

maxi mi ses Master Cardbés profits, not th

I n fact, I Boaril leasnecethiaiGlee manageraent of MasterCard would set
an interchange fee so as to maximise the profits of banks as opposed to the profits o
MasterCard, | presume they would fire that management immediately and replace it

with management that would serthe interest of MasterCard.

So, MasterCard certainly in the long run has no incentive and in niacty
disincentives to set interchange fegsnything other than the level that maximises

the size of the MasterCard business, and you need to undetiséan, that the way
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MasterCard receives most of its revenue, is based upon the number and the volume @
MasterCard transactions. The more MasterCard transactions there are and the mor
money that is exchanged on MasterCard cards, the more money Measterélees.

So, in the long run there is no incentive for MasterCard to set these fees either too

high or too low.

Wel | , yesterday It was suggested, an
MasterCard face intense competition on the issuing sids, do@t Mast er Ca't
compete with Visa and American Express for issuers business and might there be
some short term pressure for MasterCard to give issuers higher interchange so as t
win issuers business and the answer to that question is why yesireé there is. |

can tell you that in personal experience that when issuers tell us what they think what
interchange should be in those circumstances in which we set interchange fees they
rarely say, please reduce my interchange, and they frequently resd more
interchange to have more competitive products, to lower prices to card holders to
help you grow your business. So yes, there is a $bor pressure and an intense

pressure to raise interchange fees. But consider for a moment that whenavanmak
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offering to an issuer to use a MasterCard card instead of a Visa card or American
Express card and you heard yesterday from ABSA how that process works when a
bank such as ABSA or another bank in South Africa, or indeed anywhere else in the
world decdes they are going to issue a new kind of card or they are going to issue a
block of cards, they are going to come up with some new business, they go to
MasterCard and Visa and other competitors and say what is your offer? What can

you bring us? Why shddiwe choose your card over that of your competitors?

And | can tell you that one of the absolute requirements if you are a manager of a
four party business is, that you would be able to say right off the bat, well, if you
adopt MasterCard as your branyau will be able to offer your card holders a card
that is first in class in terms of merchant acceptance. This is an absolute requiremen
in our business. | can tell you that infact MasterCard for many, many years, | have
been at the company for twentgars, and at least for that long we have had a slogan

t hat we repeat all the time to oursely
have unparalleledac cept anceo that there i s no

acceptance. Why is that? Well tieason is, that if we went to one of issuers,
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because we had raised interchange fees to a level that cast one targemetailers

to drop out of our system and we say,
of ignore the fact that our card istress widely accepted as Visa, the issuers would
tell us, I am sorry, | have to give my card holders a card which is first in class. So we

would loose that competition right at that point.

| can tell you from personal experience that MasterCard, whéingsatterchange

fees, the first thing they considers, is to question themselves sheukise a fee, or
introduce a new fee, the first thing considered is, what will the merchant say? How
will the merchant react? Will this damage our acceptance?uldvabso suggest that

if you, when you learn a little more today, from Caleb how we set interchange, and
you know a good deal already, you know that we use cost studies. We do a cost
study of i ssuerds <costs as wi |ldasuribhgg e
mer chant demand. We dondét actually do
so why are we so intently focussed on the merchant demand side of the business

Well, once again it is becauseprerequisite for winning the business of banks,

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page28

BANKING ENQUIRY

isauers in South Africa and else where in the world, is that we be able to offer a card

that is world class in terms of acceptance.

We cannot afford to tell our issuers that if they issue MasterCard cards, their
customers would not be able to shop in theesataces as Visa customers. So, |
would suggest to you that not only do we have no long term incentive to issue, sorry,
to set interchange fees acessvely high levels, in the short term, if anything, we
have even more reason to be concerned abotrigéte fees too high thanddow.

And one other point on that, if you know anything about the acceptance business, you
know that acquirers, it is a very scale driven business as | said, acquirers are actually
much less sensitive to the size of the isguportfolio or a card brand that they
accept, than issuers are to the size of the acceptance base of the cards that they isst
In other words, an acquirer says, | got my system, | got my computer is installed; |
got my network put in, now | just wanatisactions. | want as many transactions as |
can get, and frankly | do not care if they are MasterCard, Visa, American Express,

Diners.
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| can tell you, | was many years ago, shortly after joining the company, | was the first
lawyer at MasterCard who wassigned to provide legal services to the acceptance
group within MasterCard and who is frankly a bit of a shark when | went to some of
the first meetings with the acquirers to learn that MasterCard acquirers, banks that
were very loyal to MasterCard, wingou talk to the acquires they did not care if the
transaction was MasterCard, Visa, American Express, Discover, these are US
companies, they could care less. All they wanted was a transaction. And therefore,
they did not care whether MasterCard had nuarels than Visa, or Amex had fewer
cards than Visa, so once again, the sensitivity in the business is really, there is really
a greater sensitivity to the size of the merchant base than there is a sensitivity to the

size of the issuing base.

Then finally, the last question and | think | partly addressed it, but | would like to
make a few points about it is. The question is, should you regulate? Once again, |
think it is a legitimate question, and here | would like to refer to a slide that was in
the pesentation and propose that if you decide to regulate or if you decide to appoint

someone to set the interchange fees on behalf of the schemes and the participants i
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the schemes, there are a number of things that you are going to want to pay attentiol
to in order to ensure that the payment systems in South Africa remain word class, that
competition can continue to be robust and that payment systems continue to be

innovative and at the forefront of technology.

And | would suggest that the first thing yaant to assure yourselves of, is that you

do not establish some kind of interchange fee system or structure that puts one four
party system in a competitively advantageous position relative to another four party
system. And of course in South African agldewhere in the world the two largest
four party systems are that of MasterCard and Visa. Obviously, this is a very
important concern of ours as well, but nevertheless, you will want to be concerned
about this because as is giving to demonstrate, irgegehis of concern and as has
been discussed, interchange is important to issuers, so if one of the four party system:
is given some kind of advantage over the other in terms of interchange, you will have
upset the competitive balance between the fouyEgdtems, to the disadvantage of

competition in your country.
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And let me here refer to the regulation that the Reserve Bank of Australia imposed
several years ago, and this is the second point that | want to correct, because ther
was some discussion bbw that process works. | think, MPetersen, you described

it, and | would like to expand upon and explain how that system actually works.
What the Reserve Bank of Australia did, and to their credit, they were concerned
about maintaining the competiiness of the credit card business in Australia. So,
what they decided to do was, they said, well, we will establish a cost formula that all
of the four party systems would be required to use, and at that time there were three

four party systems, Masterfth Visa and a local brand called BankCard.

So they said, we will establish the formula and we will then require that each of these
credit card systems conduct a cost study and a valid cost study and we will review
this cost study and make sure that tinaly perform prgerly, and then based upon
these costs, we will require that there will be a determination of the average costs,
and then this average costs will become what the Reserve Bank calls the benchmark
And the significance of the benchmark &t whatever interchange fees the system

then set, and the system is free to set interchange, but whatever interchange fees the
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set, the weighted average of those interchange fees may not exceed the benchmar
And the Reserve Bank thought they had besny ¢lever, because they believed that

they had accomplished two things.

First of all, they had imposed a system that would limit on average the amount of
interchange fees, and secondly by allowing the systems to set their interchange fee:
wherever thewant, so long as the benchmark is not exceeded, they thought that they
had maintained the ability of competition over interchange fees and for competition
between the three branded schemes. Well, what happened? When the first cos
studies were done, lownd behold the MasterCard cost study produced a slightly
higher benchmark than the Visa and the Bank Card schemes. Quite frankly we were
thrilled with this. It was about a 2 basis point differential, but | can tell you that a 2
basis point interchangeftirential over a sustained amount of time is a competitive
advantage, it helps you win business. And so, in the first couple of years of this
process, MasterCard had a slight, but significant competitive advantage, based on the

way that the Reserve Bahlad set up this system.
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So, what did the Reserve Bank do? Well, they said, well we have to fix that. They
did fix it. They then said, well, we are just going to have one benchmark that applies
to every brand in the market. Now, by then there only tvecause one brand, Bank
Cards, a local brand, was in the process of going out of business, which | would
suggest to you was in fact the result of regulation. Be that as it may, we are now
operating in a system where everybody uses the same benchmaek. tHat solve

the problem? Well, interestingly, no it does not. And why is that? Well, let me

explain it to you.

When setting your interchange fees, bear in mind that we have to make sure that the
weighted average of the interchange fee does notedxttee benchmark. Well,
considering the following case. Let us say one of the schemes has a higher
proportion of premium cards, and do you understand what | mean by that, premium
cards are cards that are used by more affluent consumers and they tyicadlya
higher interchange fee because additional services must be provided on the card. S
imagine that one brand has, let us say, only 10% of its portfolio as premium cards,

and the other brand has 20% or 25% of its portfolio as premium cards.
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Oncethis benchmark is set, the scheme with the smaller percentage of premium
cards, realises, ah, | can raise my interchange fees for premium cards, | have tc
reduce my interchange fees for the non premium cards in order not to exceed the
benchmark, but becaa | have a smaller percentage of premium cards than my
competitor, | can pose to my competitor a dilemma. If they want to match my now
higher premium card interchange, they are going to have to drop the interchange fees
from the other cards by a greatanount than | will have to drop it, in order to not to

exceed the benchmark.

On the other hand, if they do not want to drop the interchange fees for the other
cards, then in order not to exceed the benchmark, they would not be able to raise thei
premiuminterchange fees as much as | will. So, in other words, there is on both ends
of the system, based upon the differentials between the portfolios of the different
brands, a kind of inequality. Who was advantaged by that and who was
disadvantaged by thatjould depend on the nature of these portfolio. But the system

Is not perfect and in fact, competition is affected by the system.
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Now, the next thing you want to consider when you set up this process is, you want
to ensure that you can, | believe that farty systems are not disadvantaged as
against three party systems, which compete against the American Express anc
Diners, frankly there is nothing that | would grant banks, banks that participate in our

system from issuing the cards of these three [sgdiems.

But what happened in Australia? What happened in Australia was, the Reserve Bank
chose only to regulate the interchange fees, only to regulate interchange fees, anc
therefore only to regulate the four party systems, because as has beend]iticresse
party systems, strictly speaking do not have interchange fees. It is reasonable to sa
they have an implied interchange fee, but there is no announced published
interchange fee, because they just move funds back and forward to accomplish the
samepurpose. What does that mean? Well that means, and in the case of Australia
is that when interchange fees were regulated, three of the four largest banks in
Australia immediately went out and signed contracts with American Express or
Diners and prompyl issued American Express and Diners cards to their more

affluent customers and we lost a lot of business from that, and that condition is in use

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Page36

BANKING ENQUIRY

today. And when we complained to the Reserve Bank about this, the response tha
we got was, well, yes we undgand there it is a problem, but we as the Reserve

Bank do not feel that is such a big problem now, because you are still bigger than
them, and frankly we are not quite sure how to regulate them, because in fact, we
cannot regulate the interchange feeduse they do not have an interchange fee, and

so would probably have to regulate their end user prices, but we do not want to do
that, because then we have to regulate your end user prices, so frankly, we just do nc

know how to regulate them, so you austjgoing to have to struggle on.

So, when you introduce regulation, you are going to have that address that same
guestion. How do you regulate without putting three party schemes in an
advantageous position rather than to four party schemes. Yolsamgoing to have

to consider what might be the impact on the different kinds of products. Will you for
example, change the relative attractiveness of credit cards or debit cards. What will
happen to the number of cash transactions. May you in fact gmdducing the
number of electronic transactions and so slowing its growth. And once again, | think

if you look at the example in South Africa, it is very instructive. The Reserve Bank
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was very open and honest about the fact of saying that one of lésvggmmin fact to

give debit cards an advantage over credit cards. It wanted to see more debit carc
growth. But if you look at the result, what you see is that the local debit brand, the
online brand, it is calle&EFTPOS in fact did not grow and contied to shrink. In

fact, there was some gain on the debit card side but that gain was to Visa product
called Visa Debit, and interestingly enough, Visa Debit which had not originally been
regulated, had the same interchange fee as Visa Credit Cards, #ml Reserve

Bank of Australia has now regulated that.

You are also going to worry about a number of other things, understanding that a four
party system is one way in which small banks can participate equally with large
banks and in which small merchactn offer the same kind of payment services as
large merchants. You have to worry that you do not in some way disrupt that level of
competition and give large banks or large merchants an advantage over the smalle
competitors, and then finally, and | Hlgawant to emphasize this, you are going to
want to consider what is the impact on innovation and competition, improved

competition in your market.
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In Australia once again the example, or the results are rather unfavourable. | can tell
you from personlaexperience that prior to the regulation there were quite a few large
banks in the world who were looking at Australia as a possible place to do business
and the reason they talked to me was because they wanted to know what was the
regulatory situation.l can tell you that since the regulations were imposed that none
of those banks have entered the Australian market place, in fact there had been nc

knew entrants into the Australipmymentsnarket since the regulation.

On the innovation side | can telbu that before the regulations were adopted, the
banks inAustraliawere preparing to impleme@hip & Pin. They were preparing to
upgrade their cards to chip cards from the current mag stripe, and | can tell you that
after regulations were imposed andaege amount of money was taken away from
the issuers in the form of reduced interchange fees, they have deferred, at least fo
now, the adoption of chig pin, and | would point out that if you review the report
that was published by the Parliamentary @uttee that reviewed interchange
regulation last summer has specifically pointed this out as a major concern that

Australia, prior to regulation had as advantaged a payment system in the world, but
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now there is a risk that the Australian payment systeiaglbehind other payment
systems because there seems to be a slow down in the adoption of new technolog

and innovation.

So, | would suggest to you, that if you are going to regulate, you are going to have to
consider these things. And one other pbwbuld like to make and it is surely my

final point and | appreciate you indulging me in speaking for so long.

MR JALI: On that point, | am a bit concerned about the time ... my understanding as
| explained earlier on, | do not want to interrupt yout, there was a time allocated

and | see you have got about five speakers or so. We will need to get time for
guestions and answers. We would break in between and also lunch in between anc

we need to finish at a certain time.

MR MUNSON: | need one more mute and then we are prepared to answer any

guestions you have on this topic and if you want, we can go immediately into the
second topic, but I think what Eddie had proposed, we thought it would be sensible to
present this, like you asked questions abiuand then to do the economic

presentation and let you ask the questions about that. If we go through it that way,
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we think there will be about an hour left at the end, and so you could have another

guestion session.

MR JALI: Well, the way we run itthe way we run it in this enquiry, we allocate
time in the beginning for you to do your presentation, because everybody was given
time as | explained earlier on, last year, to say as much as you want, but for now, just
a brief presentation then we will dor question time. That is the way we have been
running it, all other banks have been given approximately 10 to 15 minutes to do

their brief presentation before we go into question time.

If we do ask for another presentation, we will ask for anotheseptation. We have

been having interactions with MasterCard from my understanding, that is the
Technical TeanandMasterCard, so a lot of things have been, sort of discussed and
they were sort of aware of a number of issues, and also you have given us a
submission which is containing about three lever arch files, which we have gone
through. So, let us not repeat it because purpose of the presentation was briefly tc
highlight what other points you think are of significance and then we can go into

guestiontime because that is the purpose of this second session of the hearings.
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MR LEON: Chair, we obviously respect that, but we have not made a formal

presentation to . We made a very brief, as you recall, a very brief presentation to you
last year. We thehad interaction with the Technical Committee on this interchange

iIssues, but unlike the banks last year, we have not made a full presentation ...

MR JALI: Well, that was out of choice, Mr. Leon, that was out of choice.
Everybody was invited to make presation. That was out of choice. We cannot
then be subjected to a situation where we have to go through an entire presentatior
when the second session of these hearings is to ensure that we can ask question c
these presentations. It was out of choitat tyou did not make a presentation last
year. Everybody was invited. The notices went out to everybody to say, please come
and make a presentation and we are giving people as much time as they wanted, to d

a presentation.

MR MUNSON: My understandingvas, Peter, that this had been discussed with the

Commission, and that it was understood that we were, we brought Christian down,
Caleb, my understanding was that it was understood that we were going to deal with

series of relativelyshort presentationsand the fact that we have a full day for the
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hearing gives ample time for you to ask us questions. We will do, whatever you
want, but | really believe that if you give us the opportunity to do these presentations,

it will help focus the questions ...

MR JALI: When | started | said, | do not want to curtail whatever you want to do,
but | am warning you about the fact that we need time to ask questions. | am just
concerned about the length of your presentation and there are still about five other
people tlat are still going to talk, four or five. So, that is the only reason why | was
raising it. Because at some stage, | will have to say, that is it now, we now want to

ask questions. So | am just asking you to curtail whatever you have to say.

MR MUNSON: | appreciate that. As we had worked, the amount of time available

today and the length of all the presentations, | think we estimate if you allow to make
the presentations in the time we think it should take, there will still be 3 to 3%2 hours
for quesions, and so | think there is ample time for questions. At the end of the day
we will do whatever you want, it is your party and we want to bepmrative, but

we do think it would be useful if we do some of the other presentations.
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MR JALI: Okay thenjet us carry on but | am just highlighting the fact, | am trying
to bring to attention the fact that there might be time constraints, especially if you got
about five other people. If they are going to take as much time as you have taken, we

will really run into serious problems at the end of the day.

MR MUNSON: And we will be guided by whatever decision you make.

MR JALI: Let us proceed.

MR MUNSON: The final point | wanted to make and it kind of relates to the thing

we just talked about, the need, tteehatever regulation be established, if there is to

be regulation, that you can continue, that you assure yourselves that there continue tc
be a competition, increasing competition, innovation, increasing innovation and if
you think about of it, here isne of the biggest risk of regulation. If you regulate
interchange fees you tend to impose a static interchange fee system on a very
dynamic business. Not only that, but as you will see if you will allow us to do some
of the other presentations, intercharfges are used, not just to balance demand, but
frankly interchange fees are used to encourage innovation and technological

improvement in the system. It is very common for example, for MasterCard to set
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interchange fees, and we have done it many tithes will encourage issuers on the

one hand or merchants and acquirers on the other hand who adopt technology.

For example, when chip and pin are introduced, it is very typical for us to set a lower
interchange fees for merchants and acquirers who ddptachip pin technology.

So, the point that | want to make is, in order that there is regulated interchange fee
structure not stifle competition and not stifle innovation, whoever this interchange fee
setter is, be it a regulator or someone appointed t@gulator, that entity is going to
have to work very closely with banks and with payment systems. Frankly, it is going
to have to be partner in terms of figuring out the development of the business,
innovation and all the rest, and | would just sugdhat for a regulator or for a
regul atordés appointee, It perhaps woul
because essentially you have to be working woperation with the banks and the
systems, to ensure that the system continues to innovatt ansure that all the

benefits of competition are afforded.

In any event, you have to take that into account. You have to make sure that you do

not put a system in place that is rather static and then slows down the development o
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competition, new enyrdevelopment of innovation and | would suggest once again
that if you look at what happened in Australia, you will find that that is exactly what

has happened and that that is another problem, potential problem with regulation.

Those are my remarks. ddpologise for taking a little more time than | had hoped.

| think it is a very complicated issue, and so | try to go slow, in any event, | am happy
at this point to take any questions you would have as to this presentation. If you want
to go to our ecaomic presentation at this point, we would be happy to do that, but it
might seem reasonable at this point if you have questions about what | have just saic

to ask those questions now.

MR JALI: Which would be the next topic, the economic function adrcttange. |

think we would take, because they are all sort of interrelated with your presentation.

MR MUNSON: It is very related. | would agree with that. Kwoboldt will present

that.

MR KOBOLDT: Thank you very much, and | shall be brief to compen&attime

lost and can be so given that the technical team in its presentation yesterday morning
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has provided a good summary of the economic issues. By way of background,
interchange fees are often characterized as payment for services provided grfcquir
by issuersAccordingly the suggestion is that, in order to establish the appropriate
level of the interchange fees, one would want to look of the costs incurredibgsiss

in providing these services, and interchange fees should be limited to tisise co
Indeed, some regulators in other jurisdicionts have tried to establish what services
can be said to be provided by issuers to acquirers, and what the costs are that may &

reimbursed.

That might be partly driven by a concern about manipulatiomteféhange fees by
the schemes, trying to extract money from merchants by increasing the payment they
have to make for accepting credit cards in order to increase the benefits to

cardholders, thereby increasing demand for their schme.

Unfortunately the niion of a payment for services provided to acquirers by issuers is
meaningnelss and misses the point that the demand for the services of a payment i
determined by both customers,, as cardholders, and merchants, and that the role c

interchange is balanathat demand. And the consequence of that, is that regulating
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interchange fee with reference to costs supposedly incurred in the provision of
services from issuers to acquirers, is inappropriate and potentially very detrimental

for cardholders, merchamsd the economy as a whole.

So, let me begin to summarise some basic points about payment systems
payment system, all payment systems. The first is the most important, and that is that
payment systems are characterised by joint demands and tberstrict
complementarity. What do | mean by that? What | mean by that is that you look at a
demand from the services of a payment system, measured it in terms of the value of
the purchases that customers would wish to make using their cards, amdsinaier

the volume of sales for which merchants would like the cards to be used, you will
find that they need to be the same by definition. Every purchase made by a custome
using a a particular payment system will need to be matched by a sale made by &

merchantusing that samsystem.

So, merchantés demands and cardhol der 6
exactly the same as expressed in terms of the value of the purchases and the sale

made using a particular payment systeth.merchants wouldbe happy to accept
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cards for say R200 million rands worth of sales but cardholders are only willing to
purchase R100 million rands, worth of goods on their cards, then the total demand for
the card transaction will be R100 million rands worth of transastimot R200
million rands worth, and some merchants would prefer that ¢hstomers use cards

instead obther payment methods in order to pay for their purchases.

Consumers generally carry multiple payment methods, and merchants often accept ¢
variety of payment methods to give their customers choice and make purchasing

from them more attractive. In addition, there are positive network effects: the more

customers there are who use a particular method of paytheriteteiis the benefit

to mercharg from accepting that payment method. The more merchants there are
who accept a particular payment for example, the more benefits there are to the

customers from carrying that payment method.

The decision whether to use cash or cheques or cards forieulparpurchase
depends on the perceived costs and benefits relative to paying by other means, so is
better for me to use a card or cash, is it better for the merchant to accept cards or no

to accept cards and that decision really is interlinked vghfact that consumers
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have a choice of payment methods, payment methods in their wallets and merchants

often accept a variety of payment methods.

And the last point which will be relevant later on, is that private payment systems
such as the MasterCanggayment system consisting of the scheme, issuers and
acquirers must be sdihancing. They must recover their costs exclusively from fees
charged to users of the payment system. By contrast, cash is the subsidised paymet

system.

The users of cash aret bearing the full cost incurred in providing the payment
system, the cost of printing and distributing notes, the cost of collecting notes that are
to be taken out of services and actually destroy those notes, they are not born by the
merchant decidingo accept cash for the transaction, nor are they born by the cash
user. They are born by society as a whole, because cash, being legaliseader
publicly subsidised payment system. And it is just important bearing in mind when

you then look at the viiare impact.

Okay, what are the implications. The first implication is that it is essentially wrong,

meaningless, not particularly helpful to say that there are some elements of the
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payment system or payment service which are provided to cardholdgendrother

el ements which are provided to mercha
merchants, signing up merchants benefits cardholders. Giving card holders an
interest free period enables merchants to offer their customers credit withowg havin
to check the credit worthiness of the customer and without having to incur the cost of
extending credit, by simply deciding to accept credit cards. The decision to accept
credit cards is an alternative to the merchant saying, okay, you buy at my shiop an

will send you a bill at the end of the month.

The costs incurred in providing the service are joint and common costs; they are
caused by serving cardholders and merchants together. They are not caused b
serving cardholders on one hand or merchantshe other hand. So, there is really

no meaningful way in which you could say well, the costs incurred by the issuer or

that particular cost incurred by the issuer is incurred for the benefit of the cardholder.
Both user groups benefit from the featuiresn the services provided by the payment

system.
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Another implication is that optimal prices really need to ensure that cardholder and
merchant demand is the same. Why is that? In equilibrium it has to be the same by
definition. Every purchase muse lmatched by a sale. So, if you have unsatisfied
merchant demand or unsatisfied cardholder demand, there are more merchants wh
would want to accept cards, than there are cardholders who want to use them, or ther
are more cardholders that would like teeucards and there are merchants who are

prepared to accept is.

You are just giving up the opportunity for increasing the output of the system for
making more money for increasing access to the payment system, and you could
simply remedy that by droppinthe price to the side where there is insufficient
demand and increasing it by the same amount to the other side. So, if there is exces
demand from merchants for card acceptance, and there are not enough cardholder
prepared to use cards, what you doyas increase the price to the merchant. You
price off some of that demand, but that was rationed anyway and you increase
cardholder demand so the total is increased. That is illustrated in the diagram

carrying on from the previous diagram. So if you éndlie situation of excess
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merchant demand, you increase merchant fees, price off some of merchant demanc
so that goes down from R200 to R150 say, and you use the money in order to
stimulate cardholder demand, increase that from R100 to R150 and you have
suddenly increased the output of the system from R100 to R150 without having

changed the total price, the sum of cardholder charges and merchant charges is stil

the same.

Well that shows, and that is the characteristic definition ofgidled markets athe

Technical Team has pointed out yesterday, that the structure of prices matter. Not
just the overall level, the overall level has remained unchanged. We have just
dropped cardholder charges and increased merchant charges by the same amount, :
the level end to end, is exactly the same. The structure has changed and as a resu

we have grown the system.

Now, what can you do in order to achieve that, in order to achieve a price structure
that maximises output, that makes sure that there are notnaayisfied customers
on either the merchant or the cardhol

system, a three party scheme.
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A three party scheme is essentially free to do whatever it wants. It can charge prices
to one side and the other simlewhichever proportion, whichever ratio it deems fit.

It needs to, obviously, recover total system costs, but there is absolutely no match
between issuing revenues and issuing costs on the one hand and acquiring revenue
and acquiring costs on the otheamnd, because it is all just a big pot of costs. Now, if
we separate issuing from acquiring and entrust different institutions with carrying out
those functions with different functions, we have a four party system, even though

there are on us transactgim four party systems as was discussed yesterday.

The optimal balance of prices is unaffected by that. We can talk about the benefits of
four party systems and they generally have a greater appeal to card holders and ther
are lower unit costs, becausf economies of scale and inflgheme competition, but

by and large the fact that cardholders and merchants are prepared to pay in &
particular ratio, is not affected by the fact that we suddenly organised a business
differently and given issuers thenfttion of issuing cards and acquirers the function

of acquiring transactions.
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Now, what you do have now though, is you have a clear separation between issuing
costs and acquiring costs, because issuing costs are the costs incurred by issuers al

acquiring costs are the costs incurred by acquirers.

That balance is to a large extent determined by the scheme rules. So if you have al
interest free period say, and if the issuer has to pay the acquirer immediately before
receiving funds from the cardholdehe cost of providing an interest free period is

incurred by the issuer.

You could imagine a different system where the acquirer pays the merchant
immediately, but the acquirer does not collect funds from the issuer until that point at
which the cardholer has paid, in which case the cost of the interest free period
would be incurred by the acquirer. So the scheme rules play an important role in
terms of how issuing and acquiring costs are initially allocated, but it would be pure
co-incidence, it woulde a fluke if the allocation, initial allocation of issuer costs and
acquirer costs would exactly correspond to the optimal structure of prices, and if it
does not, you have a problem. If you require issuers to break even purely on charge:

to card holdersand acquirers to break even purely on charges to merchants, you
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would not be guaranteed to have a pricing structure of four party system that really
optimises outputs and maximises the size of the scheme, so you have to have som
way of reallocating cost from the side where costs are higher than revenues, given

optimal prices, to the side where costs are lower than revenues, given optimal prices.

And it is interchange that achieves such a transfer and | think the example given by
Carl Munson this mornig of how you get there without even mentioning or thinking
about interchange, it quite clear, you basically need to say there are issuers costs
there are acquirers costs, issuers pay acquirers a certain amount which may be th
face value of the transagti, it may not be the face value of the transaction and you
essentially get interchange as the residue of that imbalance of costs, the distribution

of costs on the one hand and the optimal distribution of revenues on the other hand.

Now, some implicatios for interchange. Interchange is clearly affected by how
costs are initially distributed between issuers and acquires, but it is not linked to costs
of services provided by issuers to acquirers. What do we mean by that? Well,

obviously if more costs faonto issuers then interchange fees would have to be
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higher, but that is because initially more costs are incurred by issuers, it is not

because issuers suddenly start to provide more services to acquirers.

Changes in demand require changes in interghdees, even if the total cost remains
unchanged. We have heard yesterday from ABSA the considerations that were taker
into account when looking at the appropriate debit interchange fee, and the need to
establish merchant acceptance, so to the extahimbrchant acceptance grows and
there is then a need to drive card holder acceptance, that would obviously then
suggest some change in the interchange fees. You find that in early US debit system:
interchange fees flowed from the acquirer to the isssmrihe issuer paid the
acquirer, and the purpose of that was to drive merchant acceptance, and that has sinc
been changed. The costs have not changed dramatically, not to an extent that yol
would say well, suddenly acquirers have stopped providing ssnia issuers and
issuers have started to provide services to acquirers, it is simply a change of demanc

conditions that brought about this change in interchange fees.

A very important point is that higher interchange fees imply higher merchant charges

and lower card holder charges but not higher total charges. Yesterday, | think one of
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the conclusions on the Technical Team presentation, that is probably a point | would
disagree with, was that the focus of this enquiry should be on interchange fees and
merchant service charges. What about the cardholder? Interchange fees do affec
merchant service charges, yes, but they also affect cardholder charges. They alst
affect the amount that the users, the consumers, the customers of the payment systel
on theconsumer side pay, and | think you need to really look at those, firstly in order

to determine whether there is a problem and secondly more to determine what the
potential consequence of interfering with that scheme is and in order to understand

that theras really a balance in the system.

So, interchange, increasing interchange can either reduce or increase total demand fc
the services of payment system, as | have shown in the stylised graph here. As
interchange fee increases, total system outpueasas, if previously cardholder
demand was less than merchant demand and therefore there was merchant demar
that eventually went unsatisfied. So, the transaction volumes increase if you increase
interchange fee. You get to the point where you gotlit rignat is where the demand

is balanced. If you increase interchange fees further, total system output would fall.
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That shows very clearly that it is not helpful, it is not instructive, it is wrong to look

at interchange fees in the same way as you dvtmdk at a price. Increasing the
price normally, unless we have really perverse demand conditions, reduces demand
Increasing interchange fee may increase demand, depending on what the origina
starting point is. If you have a situation where therensifficient cardholder

demand, increasing interchange fees will lead to an increase in total system output.

Now, there have been arguments put forward that you do not really need interchange
you do not really need to balance demand because merchantsewgerfectly
capable of sort of dealing with those things themselves. So if they are keen on people
using payment cards, but people are not keen on using those cards because they ca
too much, an easy way for the merchant to get around this problezngssentially
discount, offer discounts for card sales, stimulate the use of cards in that way. So, yes
the card is very expensive for the card holder because the issuer charges a high price
but if the merchant thinks that cards should be used more mxgnshe merchant
could just drop the price of card sales and in that way reduce the price for the

cardholder.
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That is not true as long as merchants do not really charge different retail prices
depending on the form of payment use, as long as th@mices coherence as it has

been termed.

| have got a very simple example here. All the examples for some reason or anothel
seemed to involve shoes or cricket. | have used shoes, so think about the purchase ¢
a pair of shoes for R500 and assume thatctdrd transaction incurs a cost of R10.
The nerchant receives a direct benefit of R6 if the customer pays by card. The
customer receives a direct benefit of R6 from paying by card. So the joint benefit of
merchants and customers is above the cost dfdhsaction and the card that should

be used. Assume that the cardholder has to pay the full cost of the transaction, so th
cardholder will be charged R10 for using the card. Obviously the cardholder would
not be willing to use the card because he @dis R6 benefit but has a R10 cost,

unless the card price were a least R4 lower than the cash price.

The merchant on the other hand would be prepared to charge up to R6 less for cart
purchases than cash purchases because that is the benefit the nggisha®io, by

reducing the card price relative to the cash price, the merchant can induce the
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customer to pay by card, for example the merchant might be setting the cash price a
R500 and offer a five rand discount for paying by card, in which case tt@rars
would be happy to use the card, and would get the net benefit of one, the merchant

would get a net benefit of one and everybody would be happy.

You could get to the same result, if the merchant has to pay the full cost of R10.
Obviously the merchd would not receive, wish to receive a card payment unless the
card price were at least R4 higher than the cash price. The customer would be
prepared to pay up to R6 more, because that is the benefit he gets, and in that case,
the merchant could chaadRr505 for card purchases and R500 for cash purchases, he
would end up in exactly the same place. The card would be used, merchant anc
cardholder would be exactly in the same position as in the other case. Observe
though that this requires that the menehcan differentiate those prices without great
problems. Now in practice we observe that merchants do not differentiate prices.
The do not surcharge widely, even where they are allowed to. They do not offer cash

discounts even though they are allowedand that is to do with the fact that given
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the difference in the cost and benefits of accepting different forms of payment, it is

simply not worth their while to do that.

It does not mean that prices are exactly the same, or that benefits froningccagh
and cards are exactly the same for merchants. But given that the differences are s
smal | |, It i s not really worth the merc

on the payment system used.

And that is the reason rather than the fehitosing business, The fear of losing
business argument has been blamed much more strongly elsewhere, and I think it ha
not played such a prominent role here, but it came out shortly yesterday when one of
the potential reasons why merchants may not wastircharge was that they would
obviously discourage the use of cards and might sort of price off some customers.
But again that looks only at one side of the story and the other side of the story is that
the merchant could then reduce the cash pribe tharged more on credit cards and
would attract cash customers and some customers might simply switch from card to

cash.
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In fact, if merchants were not surcharging credit cards sales because of a fear of
making losses if they did so, that would sugdkat customers respond much more
sensitively to credit card prices than they respond to overall price levels and that
merchants could make a killing by increasing their overall price level by a small
amount and reducing the price of credit card purchda3es claim that merchants do

not surcharge because of fear of losing business and losing profits is at odds with
what we observe in reality and the real reason why merchants are not really price
differentiating as much as one from a theoretically petsmgovould expect them

to, is because given the differences in the net costs of accepting different forms of

payment, is simply not worth their while doing that.

What that means in the above example, though is that the prices charged to carc
holders andmerchants, how we recover that R10, has an important impact on
whether a card is being used and whether those benefits are being enjoyed. Ir
particular we need to make sure that the prices that we set recover those R10 fron
card holders and merchantssach a way that the card holder wants to use the card

and the merchant wants to accept the card and the cardholder is happy to use it an
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that means that we do not charge more than 6 to the merchant and we do not charg
more than 6 to the cardholders, sere is a relatively narrow margin within which

we can set the prices, and if more than 60% of costs in the above example were to be
incurred on the issuing side, we need an interchange fee unless we want to end up il

a situation in which beneficial carhhsactions are not being undertaken.

Now, there is a large body of economic literature on two sided markets which looks
at what determines the pricing, what impact pricing has on total volumes, profits and
this elusive notion of economic welfare thatuyind in a good many of economics
papers which essentially is focussing on the sum of consumer and producer surplus
It is not taking into account other policy objectives. It is not taking into account
distributional concerns and it is usually basedather stringent assumptions about
prices and costs in the rest of the economy. And as is almost the hallmark of recent
industrial economics, you can get pretty much any result that you want. You can get
the result that interchange fees set by assonmtiwe too high compared with what
they should be, from a sort of social welfare, economic welfare perspective. You can

get the result that they are too low, and you can get the result that they are exactly the
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same, depending on what assumptions you m&ke. the specific results from all
those papers and are not very robust, and whenever | hear from the reference to th
literature that shows that there is a problem here it is always troubling because you
know pretty well that is because the assumptioresia a particular way. The
specific results are very sensitive to the underlying assumptions, which in many cases
are essentially made in order to make that model analytically tractable, simplifying

the complexity, rather than making sure that the assangpcorrespond to reality.

There are some robust findings though.

The first one is that both privately and socially optimal prices and by implication
interchange fees take account of the same factors. Price sensitivity from merchants
and cardholdersthe relative extent of externalities to which extent more

cardholders benefit merchants, more merchants benefit cardholders and so forth.

There is no direct relationship between the prices charged to one group of customers
and the costs incurred irerwing a group. There is absolutely no reason why
cardholder charges should exactly cover issuing costs and merchant charges shoul

exactly cover the costs incurred by acquirers.
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The third point: making the product more attractive for one side cagasevalue
for both sides, so giving something in terms of added benefits to the cardholders can
make merchants better off and card holders better off, even if that means that the tota

end to end cost increases.

And there is broad consensus among ecastsmthat the costs of particular
components of the service are an inappropriate benchmark for interchange and tha
simply is because interchange is not tied to the provision of services from issuers to
acquirers, and should therefore not be determineth@rbasis of costs incurred by

Issuers in undertaking certain activities.

So, even if in theory you have some situations in which interchange set by competing
schemes may not maximise social welfare in the strictly technical sense, there is
absolutely narobust case that interchange fees set by those schemes are always tc
high or always to low, or always at the right level. It is, | think pretty much
impossible for a regulator to say what the right level of interchange would be. It is
easy in the econammodel where you have set out all the parameters to say well, if

the price elasticity here is such and such, and if the cost function is such and such,
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and if competition here is intense competition or it is not intense, then interchange fee
set by compiing card schemes will be higher than the social interchange fees. That

has absolutely no relevance for a real life situation unless you can show that these
assumptions are pretty much a close match for reality and that slightly tweaking the

assumptionsaks not change the result.

The reliance on cost measures is entirely inappropriate, so that even though it looks
superficially attractive from a regulatory perspectiva sort of a clear cut gold
standard we need to look at in order to see whethecir@rges fees are at the right

level - it is an entirely misleading and an inappropriate benchmark.

The literature also tends to ignore the decision to differentiate prices or not
differentiate prices. | said previously that the reason why merchants dorobarge

or offer cash discounts is that is not worth their while to do that, given the current
level of differences in the cost of accepting different payment systems. If that
difference were to increase, the benefits from charging different pricesd wou
increase and the merchants might well start to introduce price differentiation on a

large scale. Incidentally, you would not expect to see price differentiation
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surcharging and cash discountingn a large scale if the payment systems have got
the picing roughly right, because it would be enormously disadvantageous to
payment system to push prices to a point where merchants suddenly start to trigget
price differentiation because that will basically mean the payment system loses its

ability to balane demand.

And last but not least, all the results in the economic literature, | am aware of in both
models tend not to take into account that the cost faced by the merchant for accepting
cash, cards, cheques, may be a very, very poor indicator for tlaé gmsts incurred

in providing a payment method.

There is a study which is based on the cost in US grocery retailing. Those studies are
extremely difficult to undertake, so you usually focus on a particular area where it is
relatively easy to measureaal and private costs, the costs faced by the merchant,
the costs essentially incurred by society, and what | would draw your attention to, is
that for cash the difference between the cost to the merchant and the cost to society
is very, very large, wigh basically shows that cash is a heavily subsidised payment

system. For cards on the other hand, here again, the difference is relatively small anc
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the difference that you get, is essentially the cost carried by the cardholder on the
other side, so thatompares merchant private cost and social costs, and there is a
huge gap between cash and the small gap for payment cards, which means that if yol
were to regulate interchange fees to induce merchant service charges at the level ¢
which merchants are justdifferent between cards and cash, and sort of bring down

the cost of cards to the merchants to the same level as the cost of cash, you woul
essentially subsidise, you would essentially induce the increased use of a paymen
system that has much, muclgher social costs than the one the use of which you are

going to reduce.

Now, | have gone on and on and on about why costs are sort of not particularly
relevant and why the particular costs are a poor measure for what interchange fees
should be, and you gt ask yourself quite legitimately well, why then is
MasterCard commissioning cost studies in order to help with interchange fees set in
process. ***As Carl Munson told you, merchant acceptance is important, so we need
to make sur e t huaformaorey. dheaharges & mgréhants mast be

reasonable compared to the benefits they get from accepting cards. Merchants shouls
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not be bounced into starting to charge higher prices for cards than for other forms of
payment, noting that they get caaha heavily subsidised cost and in theory this
would suggest that you would want to have some measure for merchant demand. Ir
practice directly measuring merchant demand is very, very difficult and proxies can
be used, and a suitable proxy for an uppeuna of what merchants should be
expected, reasonably be expected to be prepared to pay for cards is essentially what
would cost the merchant to sglfovide a similar payment system, noting of course

that only the very largest merchants would be abbotthat.

So itobs t hpeovidng & ¢card paymest syisttm that the merchant would
have to incur, which is what the cost study is measuring. It is measuring issuer cost
but by doing that it is not measuring costs of services provided by issuers
acquirers, it is rather trying to figure out what it would cost merchants if they were to
provide a similar card payment system to their customers, so if merchants became
issuers what costs would they have to incur? They would have to incur funding the
interest free period, they would have to incur some processing costs, they would have

to write off fraud losses, they would have to write off credit losses and so forth, and
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those are the costs components, issuer cost components which essentially g@roxy th
willingness to pay of merchants, the amount that merchants can reasonably be
expected to be willing to pay for the services provided by the card payment system.
And as you will hear later on, the cost studies are only one input into the Master Card
interchange fees setting process and again from an economic perspective | would
warn strongly against assuming that you could just have some objective approach
where you send somebody else to measure costs and then say whatever the result i

that is going tdoe the interchange fee.

There is a whole lot of other issues that need to be taken into account, innovation,
incentivising acquirers or issuers to adopt a particular technology, that play a role,
and any mechanistic view of interchange fee as correspprtdi particular cost
categories, because it is a proxy for merchant demand and because it is based on tr
misguided motion that there are services provided from issuers to acquirers, is not
going to get to the right interchange fee level, that is righthfe market and for the

economies of scale.
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So, in summary, interchange fees are aimed at affecting the structure of prices and a
balancing demand which is important as long as there is price coherence. They are
an essential element of four party stles, four party schemes would otherwise not

be able to do what three party schemes quite legitimately do and that is charge prices
structure prices in such a way that demand is balanced and the scheme use i
maximised. Interchange fees need to ensurtectiralholders and merchants charges

are at the level at which both groups of customers are happy to use cards and accej

cards, hold cards, use cards for making purchases and that output is maximised.

There is really broad consensus, unusually broadeosos if you know economists,
that interchange fees should not be limited to certain costs elements and that they ar
not payments for services provided by issuers to acquirers. Looking at it from that
perspective is likely to provide a misleading pictied there is absolutely no
suggestion, there is no robust result in the literature that would hold across a wide
variety of models, and a wide variety of parameters that competing schemes are
likely to set interchange fees systematically too high or é@ofbr that matter and

therefore the economics literature does not provide any reliable, robust base for
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intervention. That was that. | thank you. | hope | have not taken up more of your

time that | should have, and | am happy to take questions.

MR JALI: Thank you, Mr. Koboldt.

(Adjourn for tea)

Resume hearing

MR JALI: Welcome again, Ladies and Gentlemen. Let us proceed. We will start
with questions for the two people who presented. Mr. Koboldt, your presentation,
the slides, if we could also ¥ them electronically and they will be added in the
records as MM1. The first one was MM, so this one will be MM1. We will then

proceed just to deal with questions.

MR BODIBE: Thank you Chairperson and good morning gentlemen. The first

question | wouldike to pose is a much more practical question about the process of
acquiring. Could you explain to me the steps that an acquiring bank has to undertake
to acquire a merchant, second what the merchant has to establish or invest in order t

participate irthis acquiring.
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MR GROBLER | think typically when an acquiring bank will approach a merchant,

part of the process will be to look at the viability of the business case of the
merchant. And the second point that will be addressed is the, what weddterthe
Merchant Category Code, that is the business segment in which the merchant
operates typically. That will play a very important role in terms of the risk inherent
into the business. The acquiring bank will also then do an assessment in témmns of
business practice and the integrity of the merchant and at that stage the acquiring
bank will typically engage in discussions with the merchant on the merchant service

fee.

After they have reached agreement on that, there will be typically a merchan
acquiring agreement which the merchant will engage in and the acquiring bank then
has got the responsibility to do training with the merchant in terms of risk and
security and | would say, that is more or less, on a very high level the process. ltis
also expected from the acquiring bank to visit the merchant or to do site visits on an
annual basis. That is a normal conventional merchant. | have not referred to the

typical mail order or the telephone order environment.
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MR KOBOLDT: | s n O tthere d&re sbrmeueehnitahsgstems that will be put in

place and ...

MR GROBLER | think yes, | have referred to a typical smaller merchant, you

know, where the acquiring bank will typically install a point of sale device with the
merchant, so that is noaity not an integrated system. In the scenario of larger
retailers obviously the point of sale equipment is integrated with their infrastructure
and that may be a bit of a more a complex process. But I think on high level what is
important is assessmerig the training of the merchant and then the merchant

agreement.

MR MUNSON: If | can just add one thing to what Eddie has said, some of the things

t hat he described in terms of Visitin
business, MasterCard beally imposes on acquirers certain obligations to do some
of these things and essentially MasterCard has two concerns, that it relies upon the
acquirer to address. One is, to make sure that we do not bring into the system &
fraudulent merchant or a merctiahat is operating a business in a way that will

increase the risk to the business, and secondly to make sure that the merchant i
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abiding by the rules in terms and conditions of the system, accepting cards, etc, anc
so, the merchant from our point okew, the acquirer provides two essential services
and the first is, the acquirer actually assumes the risk, financial risk to the system if
the merchant does something wrong and secondly the acquirer assures us that th
merchant is following whateverrulesr e appl i cabl e to the

participates in the system.

MR GROBLER If I may just quickly on that point as well, we are getting into the

detail now but | think it is relevant or important to know, is that we also expect the
acquiringbanks to monitor the incidence of charge backs. Now, a charge back is a
technical term that we use for transactions that has been disputed by cardholders witl
merchants and if it exceeds a certain ratio, then we expect the acquiring bank to take
some actin with that merchant, you know, normally it is corrective action, it is

training and some kind of intervention with them.

MR BODIBE: Now that the merchant is now compliant and the agreement has been

signed, what financial outlays should the merchavgshto participate in the system.
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So basically how much they pay for the terminals and also for ensuring integration of

their communication systems with the banks system?

MR MUNSON: Before you answer that Eddie, let me just make a caveat. We are

happyto provide you with such information as we have, but obviously to get the best
answer to questions such as those, | think you really need to speak to the acquirers
but | am sure Eddie have some knowledge, general knowledge anyway, and we are

happy to proide that.

MR GROBLER | think | agree with that. You know, it is obvious that there is a

business agreement between the acquiring bank and the merchant but what will
typically happen in South Africa, and again | am referring to the smaller merchant, |
am not referring to the bigger retailers, is that the smaller merchant will typically rent
the point of sale device from the acquiring bank. The acquiring bank will provide the
merchant with stationery and the necessary supporting material likal Bnd
acceptance material, and normally in terms of the newest trend in South Africa, there
is a move away from fixed line telecommunication to GPRS communication, so that

will be set up for the merchant and | would say that is more or less the capital outlay
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for the smaller merchant. For the bigger merchants it is obviously a bit more
complex in terms of integration with their systems, but | agree with Mr. Munson, it is
very much a business decision between the acquiring bank and the merchant in term:

of the cating or the pricing of that.

MR MUNSON: Can | just add one more thing, if you look at the way the acquiring

business is structured around the world you find different models, ultimately what is
boils down to is connect a merchant to the MasterCard reystedoes require
investment in equipment, in communications, in training and in ongoing monitoring
and the model can vary from country to country and from merchant to merchant,
essentially the negotiating process is to decide, is the acquirer going tp ploe
capital and then charge a monthly fee or a service fee or make it part of the merchant
service charge, or is the merchant going to provide that equipment on its own and
thereby reduce the amount of money it pays the acquirer and assume theetfpst it

and there are many, many variations that can be made to accomplish those purposes.
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MR BODIBE: So, an acquirer will have a choice as to provide their own, sorry, the

merchant, would have the choice as to whether to invest in their own equipment or

rent it from the bank?

MR MUNSON: There are countries, | believe in the United States for example, that

even with smaller merchants, it is fairly common for the merchant to actually buy the
terminal. Iknow that in some countries it is uncommon for alsmarchant ever to

buy a terminal and they will rent the terminal, and as Mr. Grobler said, in the
situation with large merchants, generally the merchant will own the equipment
because the point of sale device will be integrated into the cash registbe in
inventory control systems and so it becomes part of the business of the merchant of
the large merchants, but once again, there are many, many ways that the acquiring
business can be set up and contractually the relationship established. So,allyou re

want to know the details you really have to talk to the acquirers.

MR BODIBE: No w, rel ated to that, wh at I S
Wh a t ar e t he factor s t hat ar e bui |t
interchange?
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MR GROBLER: As | have indicated and | am typically referring to the single

acquiring model as we have reflected on page 57 of our second submission, so that i
the model t hat | am referring to, so t
service fee, Wl be the risk profile of the merchant. It will be the turnover of the
merchant, it will be the product set of the merchant, the kind of products, internal risk
involved in that, whether the merchant is well established or not and the cost of
service tomerchant. You know, in the single acquiring scenario where we made the
assumption that the acquiring provide the terminal and the stationery, there is

obviously a cost involved in that as well, a maintenance cost.

So, | would say those are more or tlesd variables that will play a role in the
mer chant 6s service ffee. Agai n, you Kk
acquiring banks, but obvious there is some business strategy behind it as well. Some
of the acquirers may try to focus on smaller chants, some may focus on bigger
merchants or retailers, so | think it is a question of may be to ask some other banks a:

well.
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MR BODIBE: So, can | repeat what you say are the elements that go into the

decisionmaking, there is one that | just missedou said, the risk profile, turn over
the products, the cost of service and perhaps even the banks business strategy. Wh

did | miss?

MR GROBLER | think what you have missed as well, is the product profile of the

merchant, so typically if it is a pduct that has got inherent risk to it, let me think
about mail order, telephone order, and there may be a higher level of risk in terms of
the delivery of the product on that, and that may play a role in the setting of the

merchant 6s service fee.

MR MUNSON Risk can be a huge factor. | recall earlier in my career at

Master Card, in the 199006s, you may rec
American ran out of business, TWA went out of business, Continental went through
chapter 11 and if youhink about, if you were an acquirer of an airline where huge
amounts of tickets are bought in advance and then the card holders come back to th
bank and say, | bought this ticket and the air line is out of business, give me my

money back, and then undée charge back process that Eddie mentioned, the issuer
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then charges that back to the acquirer and says, give me my money back, and now the
acquirer is sitting there with a liability and its customer, the merchant, is out of
business, and so, it just emplify, it is just an example that the risk that the acquirer
takes can be very large. On the other hand, if the acquirer is dealing with a main line
retailer or large department store that has a long track record, you know, the risk may
be relatively smih so risk place a huge part in the set up and management of the
payment system for the issuer, for the acquirer, the issuer process credit risk and for
the scheme because we actually guarantee the payment of the issuer to the acquire
and if the acquirecannot make with the charge backs, we guarantee that, so we are
very concerned about who are our issuers and who are our acquirers, how well are
they running their businesses, are they taking excessive risks, so risk becomes one c
the most important facts in just about every aspect of the business and after all

webve been monitoring the risk.

MR BODIBE: What proportion of the merchant service fee is retained by the

acquirer and what proportion is paid to the issuer?
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MR MUNSON: If I can answer that,think based upon what you heard, the answer

IS you cannot say in general you would have to look at the merchant acquirer
contract, you would have to look at the MSC, and also you would have to know what
Is the interchange fee. The average interchangehtdeatmerchant pays, may vary
depending upon the type of merchant. So, if the merchant for an example is an
Internet merchant, they may on average, in some countries they may pay higher
interchange fees because of their risk in transactions, that gayia retail merchant

with brick and mortar stores, so the answer is, there is no general answer to the
guestion. You have to know what services is the acquirer providing to the merchant
and what are they charging for those services, and how muchirgdhehange fees

and then you calculate the ratio. But there is now way answering the question

without knowing all of those things.

MR BODIBE: But you cannot even say as a general rule the greatest proportion goes

to the acquirer or to the issuer?

MR MUNSON No, | do not believe you can. Once again, | think | heard yesterday

i n one of the presentations that i n S
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between 2% and 7%, ,do | get that right or 2% and 6%, something like that. If you
think about it, f it is a small merchant that you know, for whatever reason, because
of risk profile or services provided, is that the upper end of that range, be it 6% or
7%. Then, there is a good chance that most of the MSC is being retained by the

acquirer.

On the oher hand, if it is a large retailer that is providing many of the services itself
it is paying for its own infrastructure, its own communications and the risk profile is
very low, then in that case the interchange fee would probably constitute a very larg
percentage of the MSC, you know, | do not know, 70%, 70%, 90%. | do not know
what the number would be, but once again, it have to look at the particular case. You
would have to look at what merchant are you talking about, what services are being
provided, and where is the interchange fee, so there is no way to answer that questior

in general.

MR BODIBE: But , woul d it be fair t herefo

fee operate to compensate the acquirer plus some margins as well as someportio

the interchange. What 1 s the purpose
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trying to understand. Is it on the one hand to compensate the acquirer for their costs
of acquiring, the merchant and at the same time, also have the portion of the

interchange?

MR MUNSON: | am not trying to avoid your question and | will give yauséraight

forward an answer as | can, but the purpose of the MSC, is to compensate the
acquirer for its costs and in a competitive system to provide it with a reasonable
profit, because the acquirer in most cases is going to want to operate a profitable

business.

Now, what are those costs. We have identified the nature of these costs and certainly
one of the costs that the acquirer will bear in a four party systemosh cases, will

be interchange fees, and that is the cost to the acquirer in the sense that as th
example | gave this morning, if it is a R500 transaction, and if the, what | call the
settlement differential which is the same as the interchange, ifstib, then the
acquirer is essentially paying a R5 interchange, and that is one of its costs, and it will

have to recover that cost from its customer which is the merchant. So, yes,
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interchange is one of the costs that the acquirer bears and if theeaggsihes to run

its business profitably, it will have to recover all of its costs.

MR GROBLER If I may just comment on the South African scenario, | think on a

very high level, it will be fair to say that the margin for the merchant is the difference
between the merchant service fee and the interchange fee. On a very high level. Wk
must also remember. The margin for the acquirer, sorry did | say merchant, for the
acquirer is the difference between the
As you know we have got three different levels of interchange in South Africa, credit
hybrid and debit, so, for the various products, obviously there will be different

margins.

It is also important to note that in South African, and | think it reflertsthe

development of our system, is that if a merchant bank has got an acquiring
relationship with the bank that they bank with as well, they enjoy same day value, in
other words if they do the banking in the evening with a kind of a batch format going
in and getting cleared and settled, they enjoy same day value. And there is

sometimes a funding cost as well for them on that. It is very technical but I think it is
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important for you to just be aware of it, that it is part of the efficiency of the system

that the acquirers actually offers to the merchants in South Africa.

MR BODIBE: So, in effect, the level of the interchange has a bearing on the level of

revenue that an acquirer can extract?

MR GROBLER | would say that is a fair comment.

MR MUNSON: No, | do not. | do not agree with that. The level of interchange is a

cost, the interchange is a cost. How much revenue the merchant, the acquirer cat
extract, and frankly | think that is @erjorativeword, how much revenue they can
receive depends op how skilful the acquirer is in conducting its negotiations from
with the merchant and also how good are its products and services and how good i

its pricing.

A more efficient acquirer that is more aggressive in seeking market share may be
willing to have a lower margin than another acquirer who has a different strategy or

may be confronts a different kind of merchant. It is not a question of extracting

anything, It i's a question of how 1is
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costs, what kd of merchant is it doing business with, and how skilful it runs its

business.

MR BODIBE: The point | was trying to make, is that interchange is set not by the

acquirer and the level at which it is set, can it have an effect on the revenue of an

acquire?

MR MUNSON: Interchange is not a revenue to the acquirer. Interchange is a cost to

the acquirer, so it does not affect th
The acquirerds revenue is det eropaythed b
acquirer, how much the merchant is willing to pay the acquirer, and that is a question
of what services the acquirer receives, excuse me, the merchant receives, not the
acquirer, and how skilful and the acquirer and the merchant respectivelyeeinga
these negotiations. It is a market in South Africa where you have four acquirers,
competing strongly through the business of merchants. Ultimately it is a market
price. It is the market that determines the cost to the merchant of obtainingdibe cre

card services provided directly by the acquirer and indirectly by the issuers.
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MR BODIBE: On a different note, your presentation suggest that for the system to

function there must always be a principle of asymmetrical pricing, is that correct.

Asymmetrical pricing between the two sides of the market.

MR C MUNSON (Well), you are talking about the examplgalve this morning if

you do not intentionally set interchange but you are setting up the business, | think
what | was trying to demonstratetisat in order to have a viable feparty business,

you can sort of, and you ask, when you establish the terms and conditions under
which the issuer and acquirer will do business, and when you ask the critical question
on a R500 transaction, which is subted by the acquirer through the system to the
issuer, then the question that the issuer will ask is, how much money do | have to
pay, R500. R95. R505. decision has to be taken by somebody and that decision
has to be taken before the time of the taatisn. Now, how that decision is taken, it

is a business decision ordinately, but whatak saying is that in making that

decision one must know a lot about the business.

You have to know what are the nature of the products and services that time syste

offers. You have the know what are the costs of delivering these services and you
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have to know what kind of demand constraints and competitive constraints to the two
sides of the business, the issuers and the acquirers face. So, all of these tl@ngs hay

to be taken into account.

Now, you know, does that lead to, what was your term, asymmetric pricing, does that
lead to asymmetric pricing. If, by asymmetric pricing you mean, is it typical for let
us say the cardholders to pay more, a greater sh#ne adtal cost of the system than

the merchants, the answer is yes, that is generally the case. We did a study, fol
example in the UK, where we measured the end to end costs, in other words the tota
costs of the MasterCard credit card system in the Uidiagdom and we compared

that to all of the revenues that were received by banks, well issuers and acquirers, an
| do not remember the number precisely, so forgive me if | get it a little bit wrong, |
can get the number precisely if you want it, but ragailection that it was, the
cardholders collectively paid about 75% of the total cost of the system and the

merchants paid about 25% of the total cost of the system.

It might surprise you, because if you, you know, listen to merchants, God bless them,

they are a critical part of the business, but you know, they like to complain that they
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are paying to much, but if you look at a typical competitive credit card system, it

turns out that the cardholders typically paid most of those costs.

The other intergting part about that study was that if you just look at the costs before
interchange, (you know) where do the costs initially fall. My recollection that it was
something 95% of the costs fell on the issuing side and about only 5% of the costs
fell on theacquiring side, and reflects the fact, for example, that the issuer has all of
the credit losses, you know, if the cardholder does not pay, all the fraud losses has tc
pay the costs for the interest free period etcetera, it turns out that initially @ven m
of the cost is on the cardhol deros sid
costs are on the issuing side, but the cardholder only pays 75% of the costs, well
obviously interchange accounts for that fact. Interchange is the transfelidhet a

you to redistribute the total cost of the system and put more of that costs on the
merchant s side and | ess of the cost o
is said and done in the credit card system in the UK, and | believe thatinodeers

are not too different than you would find in other competitive markets, the

cardholders still end up paying a large majority of the costs.
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MR BODIBE: And can they be switched around?

MR MUNSON: Can which be switched around?

MR BODIBE: Can theproportions be switched around? Where | am coming from

you said interchange is a mechanism to balance the two sides of the market, and yol
have to understand the dynamics of that market, so for example, at the initial stage
where you wantatakeuprateot he car dhol der 6s si de,

than you would on the merchantds si de
proportions change to an extent where for example, merchant pay more than

cardholders?

MR C MUNSON | think my previous answeproves that, yes, that is true. As |

said, the studies that we did in the UK demonstrated that in the first instance 95% of
the costs was on the issuing side and only about 5% of the costs was on the acquirin
side. Given the effect of interchangee tbost, the proportion of that cost that was
collected on the issuing side was about 75% and about 25% of the costs were
collected on the acquiring side. So that is obviously a redistribution of the costs

through the system, so that the issuer franktg gecontribution from the acquirer to
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cover its cost. That is the purpose of interchange, and could it change? Yes, of

course, it does change.

C KOBOLDT: I think the preference then in the Amex to the second submission in

the economics paper, | thinlor American Express the proportion of calculated
revenues that comes from the merchanto
cardhol der 6s si de. So, Amex IS runnin
bringing costs into relatively high mehant service charges. So, that shows you that
depending where you want to be in that space. You might well decide on a different
pricing strategy. You might also do that because market conditions are different all
because your business strategy i$edent. So there is nothing that says it almost

needs to be 25%, 75%, it can be 70/30.

MR BODIBE: Ever equal. The incidents of costs, is it ever equal?

MR KOBOLDT: You cannot say for American Express, because ittisesparty

system.

MR BODIBE No, for MasterCard.
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MR MUNSON: Once again, understand what we are saying. That is a good example

but understand, there is one very important reason why | am assuming those number:
are true, | do not know those numbers personally, but assuming those swarder
true and knowing what | am doing about the business, | would expect that one of the
major reasons why in the American Express system the cardholder, you know, the
proportions are different and the merchant is paying so much more of the costs,
American Express typically runs with charge card business. Most of their cards are
from charge cards, and that means that you do get an interest free period but there i
limited ability to revolve to have extended credit, so at the end of the month you are
expeted to pay your card off. Now, that is a somewhat different product. Itis a
credit card in the sense that there is an extension of credit, but that may not be a long
term extension of credit. On a typical MasterCard credit card the consumer does get
the interest free period, but in addition the consumer is given the choice at the end of
the month to pay off the entire balance or if the consumer wishes, do not pay off the

entire balance and take long term credit.
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So, once again, unless you know whaidkaf product you are offering and what the
costs are initially, you know, you cannot make any generalisations. But | am not
trying to avoid your question. If the question is can interchange be used to
redistribute the costs across the system and canhlibetdferent interchange fees or
different types of redistribution, the answer is well, of course, there are and credit
cards will have one kind of redistribution, debit cards may have another, charge cards

may have a third, and even within those categoyou may have redistributions.

So, yes, that is exactly what the purpose is but it does not mean you can pick these
things out of the air and say, well, your interchange was 1% yesterday, well, let us
just make it 5%. You have to understand what igrybusiness, what is your

business model and what is the demand constraints on your business.

MR BODIBE: Can we go to slide number 3 on the economic role of interchange?

Can you explain the concept of strict complimentarily and under what circumstances

it holds?

MR KOBOLDT: The concept of strict complimentarily simply refers to the fact that

arithmetically by definition, the value of sales made using a particular payment
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system, must rand for rand, match the value of purchases made using a paymen
sydgem. So you cannot have R100 million rands worth of credit card purchases but
only R75 million rands worth of credit cards sales. They must match up by definition

and that is what the term strict complimentarity refers to. Every rand of purchase,
everyrmds worth of purchase made by a car

worth of sale made by a merchant.

MR BODIBE: So, it does not necessarily mean the quantity of cards and the quantity

of supply points?

MR C KOBOLDT: No, it does not, as | sailwas measuring demand in terms of

the value of sales and purchases made, using a particular payment method.

MR MUNSON:- We, in our business, we typically measure the size of our business,

using the term, volume, and volume refers to, well dependindh@rcurrency, in
South Africa it would be the rand value of the purchases made with the product and
you can speak of issuer volume and you can speak of acquirer volume, and a

particular i1 ssueros volume may hmaybdi f f
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different than its acquiring volume, because it may do more issuing business that

acquiring business or vice versa.

But if you |l ook at the whole system th
of all the acquiring volume, they havelie the same, because as Christian said, you
know, for every time you pull out your MasterCard, and | hope all of you have
Master Car ds, I f you make a purchase tF
same transaction then becomes part of the acquicdusne, but they are exactly
equal because it was a R500 purchase. To me this is another example of how
economists come up with very complicated terms to explain relatively simple

concepts.

ADV PETERSEN For every marriage there must be two people s&y | do.

MR BODIBE: Okay. Then my next question was going to be what is the intrinsic

method of arriving at the equilibrium, but if you are saying these are purchases
relative to sales, then that makes perfect sense. Slide number 10. It is dtmetioge

Economic Literature on Tweided Markets that does not support intervention. Just
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so that | am clear, the red bars refer to Social Cost, and the Blue one is the cost tc

merchant. What do you mean by social costs?

MR KOBOLDT: By social costs | meathe entire cost incurred by the economy

within the economy as a result of using cash for that particular transaction rather than
another bank. So it would involve, it would include the costing cut by the merchant
cash and ... cashing up costs, securasfem to the bank, bank account costs,
whatever ... it would include the cost to the cardholder, so the purchaser using cast
might be ATM fees and so forth, but it will also include costs of running the cash
system in the economy which are neither borrihgymerchant nor by the customer,

so that would the cost of providing the additional notes that are required in order to
accommodate the additional transaction, the additional cash volume that needs to be
in the economy. It would include the cost of td®gng those notes when they need

to be taken our of circulation and so forth.

MR BODIBE: So, if that is the case then it means that the difference between cash

and other methods are not that big. The social costs?
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MR KOBOLDT: By that you mean thahé¢ difference in the size of the red bars is

not that big?

MR BODIBE: Yes.

MR KOBOLDT: Yes. That means that the social costs of different payment

methods are sort of broadly equal.

MR BODIBE: So, which means from a social point of view, cards cannot

necessarily less costly than cash. Is that what it means?

MR KOBOLDT: Again, you need to be careful because that has been measured for a

particular type of transaction, a particular type of merchant, so that that might be in a
particular country. So #t might be rather different, what would not be included here
for example, | would have thought, | would need to go back to the original paper and
probably further back, would be costs that are incurred as a result of a black economy
supported by cash, wéh would not be that size if cash was sort of less commonly

used and so forth.
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So, ldo not want you to take away from that slide that all payment systems have the
same cost to society. What | wanted you to take away from the slide is that the gap
between the social and the private costs does vary across payment systems, does var

considerably across payment systems.

MR MUNSON: If | can just add a point to that. You mentioned the black economy.

| can tell you, | have personal experience dealing veitjulators in various countries.

| would not name them by name, but there are countries in which there are very
sizeable black economies, and by that what | mean is tax avoidance economies
where people engaged in cash transactions, off the book transactiavoid paying
taxes. Ipresume that happens to some extent everywhere, but in some national
economies that is a huge problem and in those countries the regulators are usually
very, very interested in trying to replace cash transactions with electaaodiother

forms of transactions for which there is a paper trail.

So, you know, once again, you cannot say that that chart is an accurate reflection of
the social costs of these different forms of payment in any particular country. You

would have todok at the social costs in that country, because there are differences in

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel00

BANKING ENQUIRY

the way in which various payment systems were used and other forms of behaviour

are engaged in various countries.

MR BODIBE: Now, how reliable is this chart for making the argutriat there

should not be any intervention in the South African context, if you say given the

caveats that you just pointed out.

MR KOBOLDT: Well, I think what this chart should tell you, is that matters are

actually very, very complicated and we needbt very, very careful to take to
account the various cost elements that are being incurred and the chart was meant t
address some of the shortcomings of the theoretically economic literature and without
wanting to bore you or the audience to death. \ilt@ge models typically assume is

that there is a reference payment system, let us call that cash, which has a certain co
to the merchant and another payment system, let us call that cards, which is more
expensive to the merchant and the conclusions vehiether there are too many card
transactions or too few card transactions is basically determined on the basis of

comparing those cost elements.
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Now, that can only provide guidance as to whether there are indeed in the really, too
much or to few cardénsactions. If the costs you assume for the reference payment,
are accurately reflecting social costs, because otherwise you would be maximising, or

trying to maximise the benefits from intervention for the economy as a whole.

If there are significantiversions between private cost, the cost that the merchant
takes into account when it decides whether it prefers cash or cards, and the costs the
this decision closes on society, the conclusions you can draw from economic models
that say there are undeertain circumstances too many credit card transactions and
too many card transactions, the conclusions you can draw from that are actually very
limited. All you can say is, well that holds, in that specific model which is used that
everything else in theconomy is sort of in balance and there are not any subsidies
going on, there are not any cross subsidisations, cash used from public taxation
because the Central Bank is funded in particular ways and so forth. So, that is just, it
IS meant to be a wamg, do not just because some economic models says there is a
tendency for card associations to push card transactions too much, do not conclude ftt

that that this is indeed a profit.
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MR MUNSON: | can give you a real world example of social costs versusoeao

cost of payment systems. | was in a city, not in this country, a number of years ago
and | went into a jewellery store to buy a very expensive piece of jewellery for my
wife and | did not have enough cash to pay for the jewellery. And the meszhdnt

to me, you can pay with your credit card or | will give you a discount if you will pay
with cash and there is an ATM just down the road and you can get the cash and come

back.

Now, at first blush you might think that my demand for credit card usagkt be
relatively small, because | could save a significant amount of money, but one of my
colleagues said to me, this is a very dangerous neighbourhood. If you go to that
machine in broad daylight and walk back with a large amount of cash, you will
probably not make it back to the jewellery store with all of your cash. All of a
sudden, because of the social costs, additional social costs by using cash my deman
for using a credit card went up. So, you know, once again, you know, costs, value,

demand ér things, | think the point is you just cannot take into account the stated
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cost of something either to the merchant of the cardholder. You have to consider all

the costs to the system, of using the various forms of payment.

MR BODIBE: But with all those qualifications, however, can | conclude from this

example that cash is the cheaper option for the merchant?

MR MUNSON: No, you cannot. You absolutely cannot.

MR BODIBE: Why not,

MR MUNSON: Because, if you want to know what is the cheaper forpagiment,

cash let us say versus credit cards, you would have to go in and measure the cost t
the merchant of accepting the two forms of payment, and let me give you a couple of
examples. There are a number of costs of accepting cash that typicallytare no
mentioned when people consider cash costs. People will generally consider for
example, the cash handling costs, they will measure the fees or whatever they are
called here that the bank charges the merchant for handling the cash at the end of th

day. There are also cash handling costs that are often not accounted for, in other
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words, you have to have employees who are spending time counting the cash,

balancing the cash register and doing things like that.

Another fee that is often not taken into amebis what is sometimes euphemistically
called as slippage, which means that the clerks are taking money out of the cash
register and so that the merchant is not getting the full amount of cash that was
expended by consumers. So the amount of, the actstl of the cash to the
merchant will vary and we have, the numbers on this are not great, these are harc

studies to do to measure this.

We did a study in Australia a number of years ago and | would say one of the

difficulties of doing these studies, tise merchants are vergticent to provide with

these numbers, not surprisingly because if they tell the credit card companies what
there cash costs are, it could affect the negotiations, so they tend to hide these facts
but we did a study with merchanisAustralia a number of years ago. The only way

we could get any information at all, was to agree not to publish the data itself and so,

you sure have to take my word for it, but what it showed was that cash handling,
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fully measured out of pocket cosb tmerchants for handling cash vary quite

considerably, depending upon the nature of the merchant.

For very large retailers, supermarkets in particular, cash handling costs were
relatively low and they were lower than the cost to accepting a creditardor

small merchants, single proprietary stores cash handling costs were several times the
cost of accepting a credit card. So, once again, these are questions that cannot b
answered in the abstract. If you really want to know what is the cost eptauy

cash, you would have to go out and collect the information. You have to collect the
data and then you would have to look at what is the cost to this type of merchant or to
that type of merchant, and it would probably depend, vary country to coamdry
merchant category to merchant category and so, there are no easy answers to such

guestion.

MR KOBALDT: Can | just add two further points to avoid any misconception about

what this graph does and does not do. What you can conclude from this dis,gram
that in US grocery retailing for a typical transaction of $11 and 52, cash is cheaper to

the merchant on average, not for all merchants but on average than some other form

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel06

BANKING ENQUIRY

of payment. That is what you can conclude from this graft and that is wieyishen
awful lot of small print on that which nobody in this room can read, but which we
should be able to identify on your printout, and that is also referenced in the Amex to

the second submission where there is a little bit more detailed explanation of

Another point | would like to make is that, there is a tendency to focus on costs,
however, that is only one side of the story. You also need to look at consumer
benefits. So, yes, cash may be cheaper for the merchant, but if it is significartty bett
for the customer, you might well want to say, well, the card , if that is more beneficial
for the customer. Now, you could say if it is significantly cheaper for the merchant
to have an outlet in sort of a run down area which is open three days aneegko

hours a day, because it cuts down on rent, it cuts down on staffing costs and so forth
that would clearly be cheaper for the merchant, would it be more beneficial for the
customer, the answer is, very probably not. So, all | am saying is, yoid stat

focus exclusively on costs to the merchant. You also need to take into account the

flip side and that is benefit to the customer, and there seems to be a tendency
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particular when there is interchange proceedings which seemed to be drivergo a lar

extent by merchants to focus strongly on the cost of the merchant.

MR MUNSON: WEell, just one other point is that, you also had to ask yourself what

is the benefit to the merchant, because one form of payment may infact be cheaper
but the value of thatansaction to the merchant may be less. The best example | can
give you, is certainly something that we believe and | think the history of our

industry proves, is that there is a benefit to merchants to offer credit in some form to

the customers whiclsinot surprising.

If you think about it, the payments card business is about 100 years old, a little bit
less. Guess who invented the payments card business. It was merchants. Merchan
was the first group of businesses to offer cards, originallywesg little metal plates

actually, but the business was invented by merchants. Even before the credit carc
business was invented, merchants had accounts. Merchants offered credit. My gues
is that if you could do the historical research, you probaiolg that the ancient

traders were offering credit. | cannot prove that, but it is merchants who invented the

idea of extending credit to their customers. Why is that? Well, presumably because
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they found out at some point that if you do not make evenypag right away, most
people will pay eventually and you can make more sales. So, the value of the credit
card transaction to the merchant may be greater in some circumstances than the valu
of the cash transaction to a merchant. So, | agree with @hrithat you also have

to look at value. You just cannot look at price. A Volkswagen costs less than a
Mercedes Benz but does it mean that a Volkswagen is a better automobile than &
Mercedes Benz, because perhaps the Mercedes Benz, to some peoptkesprovi

greater value.

MR BODIBE: My last question is in relation to the decision on the acquiring side, or

the deployment of terminals. | just want to understand why in particular localities
which is a predominant feature of the South African economy, @ehene you have

a sizeable number of people with debit cards and credit cards, but you do not have &
simultaneous deployment of terminals, just to give you a personal example. 1 live in
Kempton Park. If | cross the road to Tembisa, it is a cash econamysage of
cards, so why is that situation be like that, and why are we not seeing a proportionate

increase of terminals in those type of situations?
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MR GROBLER You know, | think it is a question that should be asked to the

acquiring banks, but I can ggwou my view on it. | think if you look at the growth

on the point of sales infrastructure over the last two years. In the last two years the
point of sales infrastructure grew with about 30% in South Africa. There is about
655 000 point of sale devisen the market at this stage, not merchants, devices and |
would like to make the assumption that the markets you are referring to, is starting to

be addressed. So, that is the one point.

The other point is that communication is obviously very imporanthe merchant
to establish the transaction and this is where | believe that technology can play a role
and | can be specific on this one. Capitec Bank actually launched the chip card
technology where it is not important for every transaction, neced$sargvery
transaction to go online to get authorisation for the transaction, so it is a transaction
that is not dependent on telecommunications infrastructure. | would like to make the
assumption that that technology will facilitate the development aiftpaf sale

infrastructure into the areas that you are referring to.
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So, just to summarise, | think there is a wonderful growth of the point of sale
infrastructure. | think those markets are in the process of being addressed, but | think
technology willactually support that going forward as well. But | am quite sure that

the acquirers will be able to give you more information.

MR MUNSON: If I can make a couple of comments on that. That is one of the most

iImportant questions. You should have sofadened that question and say why is
it, that in some locations the infrastructure exists and credit cards or debit cards, or
whatever form of payment you are concentrating on, are widely used and in other

places, perhaps very nearby they are not. \Whigat?

Frankly, that is a question that MasterCard asks itself everyday. Because the more
we understand the answers to those questions, the better able we are to come up wit
the products, service and technology and marketing approaches that will emable

cards to be used more widely and more often.

| can tell you that there are many, many reasons why cards are not used. Some 0
them are very personal reasons. My mother was the kind of a person who never

bought on credit. She believes that you $th@ave your money and only spend it
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after you had it. Now, fortunately for the US economy, most consumers do not think

like her, but nevertheless that was the way she thought.

So, you know, people who offer payment services are always trying to fgtire
what the customers want, but that is also an education process that have to go on an
there is a natural evolution in a market where consumers become more comfortable
with different kinds of payments. As we mentioned before, some merchants for
example,may prefer not to have payments where there is a written record of the

payment. That can be a factor.

As we mentioned, if you look at the history of the credit card business, you will find
that initially it was brick and mortar retail stores that wtre first to take those
cards. The introduction of credit cards in taxi cabs for example, is a fairly new thing
and to some extent, that is supported by technology, because now, with radio
transmission you can now get an authorisation, so you know themany, many
reasons why in a particular location or in a particular merchant segment or in a

particular community, cards are or are not used to a greater or lesser extent. And it is
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one of the most important issues in trying to understand your busindss trying

to make your business better.

MR BODIBE: In this particular example is the absence of the infrastructure and my

particular concern is whether these costs are prohibitive for merchants in those areas

to use and acquire terminals and allbmmsumers the ease of usage of cards, but ...

MR _MUNSON: Well, as Mr. Grobler said, obviously you should talk to the

acquirers, they can tell you better, but if you ask the question, are the acquirers in
pricing things, pricing certain merchants out of thusiness, asn antitrust lawyer,

my general answer to that would be, well if the acquiring market is competitive, then

it would be unlikely that that is the case, because they would all be competing for

business and at least some of them would be mhgpto enter that space and try to

win business. So, you know, there obviously things are what they are and you need

to understand that and you should go to the source.

MR JALI: Whilst we are talking about this acquiring models, you, in your

presentatin you made reference to the fact that you do not prevent any banks from
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acquiring. Can you just expand on that. You do not have any conditions for banks

who qualify to acquire?

MR MUNSON: Well, first of all, take away the term banks. We do not linoit o

business to banks.

MR JALI: That was going to be my next question. But carry on.

MR MUNSON: Let me step back and answer your question a little more broadly. If

anybody, any institution, be it a financial institution, a bank, an insurance company,
any kind of institution, if they want to participate as an issuer or as an acquirer in the
MasterCard system, they have to qualify for membership, for participation. Okay.
And generally speaking the requirements for participation are the follovimgy

must be engaged in the business, the payments business, and number two, they
must be a regulated and supervised institution and by that we mean is, there must
be some government regulator like a banking regulator, that is monitoring their
business and enfwing sound fiscal practicesNow, why is that? Well, the answer

is because, | said, | think | said this already today, MasterCard guarantees the

settlement of its issuers and acquirers to each other. So, in other words, if one of oul
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participants, onefamur customers goes out of business, and there is a huge amount of
money owed to other participants in the system, we are on the hook for that. That is

our responsibility.

So, we want to make sure that whoever participates in our business, is nog causi
excessive additional risk to our system and to us. Now, so the general requirement is
that there would be regulation and supervision. It is a general requirement.
Exceptions can be made. We have a group within MasterCard that actually will go
out if there is a request to join the system and measure the specific risk of a particular
entrant and sometimes permission is granted to participate in the system, even thoug|
you are not supervised. Though very often in that case, the patieyild be
required to essentially post a guarantee or get a letter of guarantee from someone

else.

So, the focus here is to make sure that whoever participates in the system, is no
unduly increasing the risk or if they are increasing the risk, that that risk is dovere
somehow so that the system is not left holding the bag, you know, having a lot of

transactions that cannot be paid off because the party that brought the transaction:
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into the system has gone out of business. So, that essentially is how the membershi
or, we used to call it membership, we are not supposed to call them members
anymore, because they are customers now, because they do not own the busines
That is the other point that you are aware of. About a year ago, a little less than a

year ago, we é&came a publicly held company, so the banks are now customers.

So, we are not limiting the banks, we are looking at liminating typically to regulatory
and supervisgfinancial institutions, | give you an example of how that can change
over time. You mayave heard that when the Reserve Bank of Australia regulated
interchange fees, at the same time they made some changes in who could participat
in the four party systems. The truth of the matter is they did not change that from the
standpoint affectingur rules. What they did was, based upon conversations that they
had with us, and | presume with others, is they created a new system of regulation
and supervision, so that entities which previously had not been regulated and
supervised, if they wish to getto the business, would be regulated and supervised,

and that then would allow them to participate in our system, because thatmesild
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our requirements. So, that was the way that Australia could, at least in theory,

improve their participation in thieur party systems.

Now, in fact, as far as | am aware, no new entrants have come into the system. So
maybe it was a waste of time. | do not know, but we do not, and the final point is, if
you want to participate in that system you have to get ad&cedhe licence allows

you to use the trademarks, the licence allows you to submit transactions into the
system and you are acquired by the rules, etcetera. Our licences are not specific t

iIssuing or acquiring. We grant you a licence.

It is then up ¢ the licensee to decide, does it wish to engage in both the issuing and
acquiring businesses, does it only wish to engage in the issuing business, or does i
only wish to engage in the acquiring business, and that third choice, that may be
restricted, depnding on the location you are talking about. In some places, | think
including South Africa, we have generally frowned upon someone who is only an
acquirer and is not also issuing. In other places that is permitted. But the licence
itself does not preve# someone from going into the acquiring business, or into the

issuing business. Both are permitted and certainly if someone is issuing and has &
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good issuing portfolio, they are never prohibited from going into the acquiring
business, with the single exateon, here is the one exception. The one exception is
that if we perceived that a bank, a participant in a system which had not previously
been involved in acquiring, who is going into the acquiring business in a risky way,
for example, they are going bwing in merchants that were high risk merchants, you
might frown at that. You might look very closely at that and in some circumstances

we might not even permit it, because once again, it would increase risk to the system.

The acquiring business is aegjial business. It requires experience. It requires the
right kind of knowledge and expertise, and so we do reserve the right to make sure

that the acquirers are running their businesses properly.

MR JALI: | just want to sum up what you have saidtlsat | am sure that they
understand exactly what your submission is. You must be a regulated financial

institution, that is what you have said?

MR MUNSON: You must be regulated and supervised.

MR JALI: Financial institution. Those were the words yoedis
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MR MUNSON Financial institution generally is someone who is regulatetl an

supervised. But do you have to be a financial institution? No. But you have to be

regulated and supervised.

MR JALI: Well, | am quoting you Sir. You can clarify it. Bilat is what you said.
You said he must be a regulated financial institution and in addition, if they are in

South Africa, you cannot only be an acquirer, but you must also be an issuer.

MR MUNSON: That is my understanding.

MR JALI: That is the pagon. So, if | sum all of this, it means only banks can be
involved with your business. If | look at all these requirements you have set out.
Whatever way you want to put it, it means only banks can be involved in your

business?

MR MUNSON: Let me, my | ask you a question? What do you mean by the word

bank?

MR JALI: A deposit taking institution in terms of the South African Law.
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MR MUNSON: And what | am telling you is, that the term financial institution is

not synorymous with the word bank. Wealie financial institutions which are not

banks, which participate in our system. | give you a ...

MR JALI: | am talking about South Africa ...

MR MUNSON: The rules are the same in that regard. Let me give you an example.

MR JALI: Can | just, | knowyou are going to tell me about what is happening all
over the world. | am just interested in what is happening in South Africa. That is
why in particular, | also made reference to the other additional statement you made to
say in addition, if you are indaith Africa, you will find upon giving somebody a
licence if he is not an issuer as well. So, | am more interested in what is happening in
South Africa. Let us talk about South Africa because that is my jurisdiction. | do not
want to go outside my jusction. So, it means if | sum up all of this, it means only

banks can be involved in your business?

MR MUNSON: Wrong.

MR JALI: Okay. Only financial institutions can be involved in your business?
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MR MUNSON: If you properly understand the term finalgnstitution ...

MR JALI: You are still going to tell me what you mean by financial institution.

MR MUNSON: A financial institution is an institution engaged in the business of

payments that is regulated and supervised.

MR JALI: Regulated and supased?

MR MUNSON: Yes.

MR JALI: Okay.

MR MUNSON: Can | give you an example?

MR JALI: No, no. | understand. | fully understand. | do not need an example.

MS NYASULU: Mr. Munson, | am going to irritate you because | am not going to

restrict myselfto facts only because | am of the opinion that if we did not indulge in
theories you and | would still be wearing skins and grinding our food on stones, and
it is precisely because someone dared to indulge in theories and working through

those theories thave have the innovations that we have, Sir. | am quite comfortable
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with some of the theories that have been raised and | am also, | do not want to ask
you questions which you have already answered in some way or other, so | am going
restrict myself to tking about a mindset challenge, because as you rightly said in
your opening remarks, you picked up certain things in where we were going and
things that we were concerned about and | am picking up certain things also about
where you are going which conoeme, and what | am picking up is more a defence

of the status quo. So, | want to ask questions really, that say is there a life outside of

this status quo.

The first question | would like to ask is in following the same format that you
followed, you aked the question, is interchange necessary? Can | turn that on its
head and say rather, and lets just assume for one minute that | am not going to fight
with you on whether interchange is necessary or not, but rather say, is a four party

payment system gessary?

MR MUNSON: Okay, your question is, is a four party payment system necessary? |

think it is a great question and | would answer it this way. Four party payment

systems, as compare it with the other models, well | would call it two party system,
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or a private legal system, where the merchant actually offers the credit card, that is
the original model. In four party systems as compared to three party systems like the
American Express system, and there is even another variation which you might have
seen a slide in my remarks, a 3% party model, where you have issuers, but only a
single acquirer, | call that a 3% party model. So, | think to answer the question |

think you have to say, in comparison to what, and then you can conclude a few

things.

First of all, given the history of the business. The business started with the two party
systems and then there was the introduction of the three party systems, and then th
introduction of the 3% and the four party systems. If you assume, and | adree wit
you by the way, | think theory is a wonderful thing, and theorising and dreaming and
try to figure out a better way to do things, that is what drives innovation and
competition. We just had to be careful to have the right theory, that is what | am
concened about. So, if you look of the evolution of the business, the business evolve
from the two party model, where if you wanted to use your credit card at a store, you

had to get a credit card from that store. So, if you shopped at a lot of storébewell
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you had to have a lot of credit cards, and referring to my dear mother again, she hac
many credit cards for many different stores, she just did not use them very often.
Now, that evolve to a three party system. The advantage of a three party isystem
that the entity that runs the system can sign up multiple merchants, different
merchants to accept its cards and then can go to the cardholder and say you only nee
one card, and you can shop at many different locations, and | would argue, | do not
think it is an argument really, | think it is pretty obvious, is that it provides a benefit

to the cardholder. At the same time it provides a benefit to the merchant.

First of all, the merchant does not have to go to the expense and run the risk of
running its own business, especially smaller merchants, who probably could not

afford their own credit card business, and they now have a greater number of
customers to draw from, especially like international travel which | do a lot. No one

knows me if | go int@a shop in South Africa. They do not know if | have good credit

or bad credit, but if | have a MasterCard, they are pretty comfortable that if they sell
me something, they are going to get paid. So, that was, | should say American

Express, because we asdking about three party. If | would have pulled out the
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American Express, they would be pretty comfortable that they will be getting paid.

That is three party.

But there is a further improvement. We can have a four party system. In a four party
sydem, instead of having just one company offering cards, and just one company
signing up merchants, we can allow different companies, typically banks to issue
these cards and we can allow different companies to compete with the business of the
merchants. N w, from both the cardhol ders a
would contend that is an advantage. It means that there will be, we called interests in
competition. There is now a new form of competition in the market, so that

cardholders and merchantdl have additional choices.

If you want a MasterCard card as a consumer in South Africa, you are not limited to
deal with one entity. You can go out, and from what | heard yesterday, have as many
as eleven choices to choose from, and if you are ahaet and you want to accept
MasterCard cards, from what | heard yesterday, you have a choice not just of one
entity to go to, one acquirer, you have a choice of four. So, are we contended? Yes

that is a benefit.
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There is another benefit which | thimk the long run may even be more significant,
and that is because these issuers and acquires within the system are still competin
with each other, they are constantly innovating and because MasterCard has to worry
about the desirability of its service, ig also competing and this tends to drive

innovation.

If you look at the major innovations in the payments market over the last 20 or 30
years, for example the introduction of electronic payments, because in the old days
credit card transactions weretr@ectronic. They were papbased. You know, you
zip-zap the card, and you filled out a receipt and that was physically transported
somewhere and then someone keyed in their numbers, and one of the greates
Il nnovations whi ch t osdahe intpoduatioreof theneledtrone 1

terminal. That introduction was driven by the four party systems.

A more recent example of sort of the same thing is the introduction of chip cards,
where you replace the mag stripe with a much more secure and rovetvensatile

computer chip in the card, and that innovation is driven by a four party system.
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MS NYASULU: Okay, | am going to stop you there for a while if you do not mind,

because you have answered the first part of my question. What | now wantdo prob
with you is, you are obviously assuming that the only way that we can introduce
competition is to follow the four party model, whereas | am saying, there is nothing
that stops us introducing competition within a three party model and having many
American Expresses, in other words, compete that way, rather than compete by
bringing out, hence my question about why the four party scheme is being touted as
the only one, because the three party model also gives merchants access to a syste
that they want. Igives consumers or cardholders access to a system that they want,
so it does everything that the four party model does. It just does not charge

interchange.

MR MUNSON: Two points | would make. First of allperhaps | did not express it

well, but infact the three party model does not do everything that the four party
model does. There is no intra brand or intra system competition. If you want an

American Express card, you have one choice. You go to American Express ...

MS NYASULU: Is that a badching?
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MR MUNSON: It is for you folks to decide whether more competition is better than

less competition, but it is a fact, that there is an additional form of competition within
a four party system. It is a fact that if you look at merchant fees arbenaadrld,
you compare merchant feeBISC6s bet ween three party

systems, generally the merchant fees of four party systems are lower.

MR JALI: But there is no interchange.

MR MUNSON: So, let me address that. There is no interghdae. Why is that?

Well, because once again, interchange fee is this term that we use to apply to the, tc
useMrBodi beds exampl e before of reall oce
say, yes that is the purpose of interchange. But do not desstand. The mere fact

that a three party system does not formerly need an interchange, because it does nq
have to move money between different banks does not mean it is not moving money
between the acquiring and the issuing side. In fact, there is good indication to
beli eve that iIin most cases they are ac
side to the cardholderdos side, i n oth

cardholder fees going on in three party systems.
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So, it is yes, fouparty systems need interchange but both systems need to balance
the demand as Dr Koboldt explained and therefore you do not avoid the need to

balance the system just because you have a three party model.

MR GROBLER Can | just possibly, | think to exgh in the context of South

Africa, and | think the point that Mr. Munson touched on, is the acceptance
infrastructure, the development of the acceptance infrastructure. Through the four
party model it is developed through the four, we actually have igetaicquiring
banks in South Africa. | want to include Capitec as an acquiring bank as well. So,

the collective result is much wider than the three party context.

But | think if you look at the amount of products that has been issued in the four
partymodel in comparison to the amount of products that has been issued in the three
party model, currently in South Africa there is about 24 million debit cards that can
be used at point of sales in the four party model that has been issued. Part of that i
the Mzansi card and really for us to address the market that we really need to address
| would make the assumption that in the context of the three party model it may be

much more expensive based on the facts that the information thituvson shared
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with you to penetrate the market as deep as we can do potentially through the four

party system. | do not want to argue itmsegther or. | think its a both factor.

MS NYASULU: | would support it on the basis that | said | would support theories.

You ard | can only put theories on the table, we have not tested it. But if | am
willing to explore theories | am quite happy for you to explore the same and it is

quite possible that it would be expensive.

MR MUNSON: And, we are not against three party nede

MS NYASULU: And | am not against four party. | am looking for a different way

to do things and whether ...

MR MUNSON:. My own personal view is that consumers and merchants are most

benefited when they have as many choices as possible. Persamahpt think it is
a bad thing that American Express exists. | mean, certainly they prompt us to pay
even more attention to our business, because we know they are a very effective
competibr and they run a very fine company. So, to me though, it shailbena

choice between three and four party, it should be both, and three parties do bring
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certain advantages to the market and four party systems bring other advantages, and

think consumers and merchants are benefited if they have both choices.

MR KOBOLDT: Can | just add one observation that is more a theoretical

observation. The benefit of intrascheme competition | thinks extend further than just
being able to say, well | get my MasterCard from Nedbank, ABSA, or whoever. The
benefits extend to fosteg competition amongst banks for a whole range of services,
to the extent that there is a tendency for customers to want to have relationships or ¢
single relationship with the bank for a range of services if you had only three party

systems competing Witeach other.

Centrally, if | wanted a credit card, | could only go to one of those few banks who are
sufficiently large to be able to run a three party system. We heard yesterday from
ABSA that it is not even guaranteed that they could sort of laumehhtree party
system on their own, so that would severely limit a number of three party systems
that could be sustained in the market. So, if | am a smaller bank and | cannot run a
three party system of my own, | am also limited in terms of accesstmnrs who

want single bank relationships.
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So, if somebody wants a credit card, and a current account and maybe some othe
products, and | cannot offer a credit card because they are on a four party system, tc
this open system | cannot compete in thadcgp so there are wider competition
benefits from a four party system than just intra scheme competition in terms of

choice of provider of issuing services.

MS NYASULU: Thank you. If | may continue with my questions, and again

relating to a comment thgou made MrMunson. | want to know why you believe
that it is only in a four party model that each player knows exactly how much they

had been charged, which was the statement that you made?

MR MUNSON: By player you mean cardholder and merchant or .

MS NYASULU: All four players in a four party system. The comment you made

was that it is only within the four party system that each of the different players
knows exactly what amount would be coming to them and exactly what has been

charged.
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MR MUNSON No, I think perhaps what you are thinking of, is | said, before a

financial institution would be willing to participate in a four party system, it would
need to know how much, either how much money he was going to owe, or how much
money he was goin... In other words, if you go to a bank to use that example, and
you say by agreeing to participate in the system, we have these things called
settlement rules, and some of the settlement rules require that an issuer funds wha
we called a settlement @munt. Literally it is a bank account held by the settlement
bank and on a daily basis the issuer is regliiv put money into that account and we
basically send them that. We look at all the transactions of whoever funds the
processing, and calculatesnett position, how much money do you owe and how
much money are you entitle, do you owe. And then they are required to put that

amount into the settlement bank.

| was just trying to say that before agreeing to participate in the system, that issuer is
going to want to understand what is that settlement obligation. How much am |
going to have to pay for a given transaction and what other things am | going to have

to pay and similarly before an institution is going to participate as an acquirer, it
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need to know at the end of the day, how much money am | going to get paid,
because, if it signs a contract with merchants requiring to pay its merchants, so that is
what | was trying to say, that it is peculiar to the four party system, because only four
party systems have issuers and acquirers but before someone will participate in a four
party system, they need to know their financial obligations and their financial

benefits.

The three party system of course knows that, because it is the only playenoyau k
If you sign a merchant contraahd a cardholder contratct issue cards, it can figure
that out, but in a four party system the issuer, the acquirer hascmnbectedand
have to make a decision. Is that good enough? Am | willing to participased

upon rules and based upon the fees and based upon the settlement terms, etcetera.

MS NYASULU: | have a question for Mr. Koboldt, and are you, is ECON the same

organisation as Dot Econ, before | ask you any questions. It is exactly the same.
You were guoted quite extensively in the MasterCard documents and if | could just
read something that you said in trying to understand this whole issue of balance, and

I will say quite unashamedly, | am a marketer, not an economist, so | am battling
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with the cacept. It says that card acceptance is driven to some and potentially a
large extent by the desire of the merchant to offer good customer service and give its
customers the choice of payment options, and in this regard the decision to accept
cards even thugh the costs of doing so is higher than the transaction of benefit
enjoyed by the merchant, is not different from any other decision to incur costs in

order to provide a better service to customers.

In other words, my understanding is there are insgrmrene are suggesting that it is
common to incur some of these costs without any hope recouping them just to make
sure that the customer is happy and therefore that there is a, you are shaking you

head, would you explain what that comment means?

MR KOBOLDT: | think that statement did not say anything about recoupment.

Obviously ...

MS NYASULU; No it did not. Recoupment was my word.

MR KOBOLDT: The customer service, | am getting more business, | am possibly

able to charge higher prices, | benefitnfrgcale of economies and so forth. So, what
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this statement was referring to, was that there are direct merchant benefdedo
transactional benefits from accepting cards, for example | have an automatic record
of the transaction track feed into mgcaunting system. | do not need somebody
who at the end of the day, should go to a cash register strip to see whether everything

Is okay. So there is a direct transaction.

Merchants may accept cards because it facilitates their bookkeeping, but merchants
may also accept cards because it brings additional customers into their store becaus
they offer a better customer service because they offer the customers more choice
And what | was trying to say is that the decision to accept cards for that reasain, is

in any way different from the decision to set up my store in an easily accessible
location where rent may be significantly higher, it is not different from the decision
to keep my shop open for longer hours, even though that increases my cogtet It is
different from setting out my shop in a nice way that makes it easier for the
customers to find what they want, even though that increases my costs. It is not
different from hiring bettegualified and more sales staff in order to reduce

custowmetsr 6s c

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel36

BANKING ENQUIRY

All of those costs merchants incur in order to provide better customer service which
they obviously need to be able to charge sufficient for in order to recover the costs.
So, if lam saying | am setting up in the most expensive part of Santtdnstonly

rational if | expect to be able to spend as a result of that, choice of the ... benefit for
my customers to ... and so forth, | would have to be able to recover the higher rent
compared to setting up somewhere else. If | say | keep my shopfapnger

hours, | need to make sure that the additional business | get justifies the additional

expense.

So, the recoupment element that you were referring to is always ...(indistinct) | am
not going to incur costs in order to get better customerices in order to ..., if | did
not expect to be able to recoup the additional costs in form of more business, higher

prices, whatever.

MR MUNSON: And there is no difference for credit cards....

MR KOBOLDT: Payment methods in general and in credit€argarticular.

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel37

BANKING ENQUIRY

MS NYASULU: Perhaps you could help me, again it has to do with trying to

understand this balancing because it is a very difficult concept particularly for
someone like me. | have a very simplistic, if you like, view that says if aatafk
supply and demand are not enough to regulate a market and you need some kind
external intervention before a market will work properly, that to me suggests to me
market failure and you made comment about the fact that there was statement madk

abou market failure, which | made yesterday.

And that to me is what is the problem with interchange because | view it and in my
understanding of this whole concept of balancing as this thing which is tattered as the
one that balances this market, which thesves me to a point that says if that is the
one thing that makes this market not work effectively, then surely it can be a good
thing and maybe a different kind of payment system is better. One that will allow

supply and demand to regulate the markéthaeut external intervention.

MR KOBOLDT: | would be interested in learning what in your view, the external

intervention is in interchange? Let us start very basically. Let us assume that | am

setting up a business of bicycle courier service, and lemak money by charging
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the people that | am collecting this from, some amount, and | am charging the people
| deliver letters to. And my business grows, and grows, and grows, and at some point
| say, well I am actually quite good at collecting parcelspaaently better delivering

parcels | collect money to deliver ..(indistinct) and that is really holding me back.

So | engaged somebody, but he was terribly good at delivering parcels, okay and we
operate at an arms length relationship. Okay. | inedram costs. He incurs certain
costs. Now, it may well be the case that the costs he incurs are precisely equal to the
money he gets from charging the people he delivers the parcels to and the costs
incur are precisely what | get in terms of revenugenf the people | am collecting
parcels from. That would be a rather fortuitous fact of circumstances. It may well be
that in order to have an attractive service, he needs to incur much, much higher cost:
in delivering than the people receiving the pacelindistinct), and | incur much,
much lower costs in collecting than the people who | am collecting from are prepared

to pay. Now, what are we going to do about this?
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We have two choices. We can say, well, let us just thought it would operataim a
relationship ...(indistinct) our business ...(indistinct) the courier side. So, we convert

the ...(indistinct) relationship into a free party system. That is one solution.

The other solution is well, we just, you are making a loss, | am makingfig gr

you carry pricing like that. So, you are providing an essential component of the
interim services, so | am just compensating you for that. So, the guy who is
delivering is collecting some money from the people of the parcels are being
deliveredto and he is definitely a contribution for me, because | am making lots of
money from the people | collecting parcels from, without this part of being delivered.
The advantage of that is that | could contract with different delivery organisations. If
different delivery organisations can take the business from more that one collecting

organisation, so that is what you have in a four party system.

What | do not understand is why there is agreement between me and my mate, | an
collecting his delivery, woulthe considered to be something artificial or external, an
external intervention that the market has not produced, because that is precisely,

precisely the outcome of market forces. My business was too large, there was

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel40

BANKING ENQUIRY

something that was holding me back.thought | could do better. | put in some
financial arrangements to make that work, and that is what we are doing. | mean, that
Is the sort of innovation | thought you were talking about where market players in
response to changes and needs, and ihdgbome up with a mechanism that allows

them to do things that have not been done before.

(Adjourn hearing for lunch).

(Resume hearing)

MR JALI: Welcome back. We just, if we could carry on with the questions where
we left off, and depending on howeththings will turn out, then we will talk about
which would be the next presentation if we do finish this afternoon with questions.

Mr. Petersen, you may proceed.

ADV PETERSEN There of course, each of us can only speak for ourselves, and

speaking for myslf | am a fan of the four party model and it seems to me that the
network benefits that it generates are very considerable and | would not like to see

that damaged. But, as with all network effects there can be negative as well as
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positive network effestand it is perhaps on the latter that we are concentrating, the
potential for negative effects that we are concentrating on. Mr. Munson, may | ask

you first. In how many countries do you operate?

MR MUNSON: | do not know the number precisely, but | edeen told it is 210.

ADV PETERSEN | am going to refer from time to time to your various and very

helpful written submissions and may | say that the effort that has gone into that, is
appreciated. | cannot see that there is anywhere where a giféatecauld have

been made, whatever the outcome of may be. But | am going to refer initially to
your second submission, which | call MasterCard 2, if you have it available, could we

go to page 45.

| will try to identify in my own reading of this docuant which passages are subject
to terms of confidentiality. If | appear to be intruding onto confidential territory, |
hope that you will stop me, but there you say that MasterCard is visible in 210
countries. What do you mean by visible? Paragraph.2.3 About one third of the

way down.
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MR MUNSON: Honestly, | am not sure exactly what that means. | think what it

means is, we do not have a place of business in 210 countries. | presume it means th

card is either issued or accepted in up to 210 casntr

ADV PETERSEN: So, it would be the MasterCard brand.

MR MUNSON: That looks like a fair reading, yes. | did not read the entire thing.

Forgive me if | have ...

ADV PETERSEN Not al all. 1 got from, you have some 25 000 financial

institutions isuing cards under your brand. Is that correct.

MR MUNSON: That sounds about right.

ADV PETERSEN You have over 25 million merchants signed up. Is that correct?

MR MUNSON: Sorry, Mr. Retersen We have over 25 millions acceptance

locations.

ADV PETERSH\: Not necessarily separate merchants.

MR MUNSON: Correct.
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MR PETERSEN And over 140 000 in South Africa alone.

MR MUNSON: Mr. Grobler is probably in the best position, but he is nodding, |

take that as a yes.

ADV PETERSEN Are you able, or wilhg to tell us how many cardholders you

have. In gross terms, not down to the last detail?

MR GROBLER Is that globally or in South Africa?

ADV PETERSEN Well, if you can do both, | would like an answer to both.

MR GROBLER | think in our templaten terms of the global position there is more

than one billion cardholders, is that correct to say.

ADV PETERSEN More than one billion cards.

MR RAYWOOD: Yes. Obviously people may have more than one card.

ADV PETERSEN Do you have a South Africargfire?
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MR GROBLER | would say it is close to 4 million credit cards and round about 9

million debit cards.

ADV PETERSEN Now, | appreciate that the next would be an estimate on your

part, but coul d | ask you whainthgsama o
categories. Is it roughly comparable to MasterCards, or significantly less,

significantly more.

MR GROBLER: | think it is more or less you know, the market share is close to

50/50. If I define the market, it is just important, | am talkalput South Africa

obviously. Not globally.

ADV PETERSEN And just so that you have to worry about ignh aware of your

submission that there is not a market definition dominance purposes, while | think of
that, because you say that you are in dimahpetition with all other payment

instruments.
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MR GROBLER Definitely. Sorry, Mr. Petersen, something that is in the public

domain is the Euro monitor information that | have quoted earlier today and there are

some card numbers from that that | charg with you as well.

ADV PETERSEN: Really, what is at the back of these questions, is an appreciation

of the formidable network that is operating under your brand and under your scheme,

and under your scheme rules. | am not exaggerating if | ¢afthiidable, am 1?

MR MUNSON: | think we are happy with that characterisation. | prefer to say

successful.

ADV PETERSEN Yes. Now, and it is because of that and because of the

tremendous network effects generated that | would suggest that pubksintehow
this is run, what its consequences could be, is quite legitimate, and | think |
understood you Mr. Munson, to be recognising that that is legitimate and in this

enquiry, legitimate as well from a broader perspective.

MR MUNSON: You are rightSir, absolutely. We think this enquiry is entirely

legitimate and it is entirely appropriate for you to ask this questions.
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ADV PETERSEN Now, you gave an indication during your presentation Mr.

Munson, that MasterCard itself does not have a direerdst in the level of
interchange. But as | understood, you do accept that it has an indirect interest, a very

significant indirect interest in the level of interchange. Would that be fair?

MR MUNSON: Maybe | can even help you out a little bit. Thstfpoint you noted

that MasterCard does not receive any interchange. Interchange is paid from one side
of the business of the other, so if that is what you mean by direct interest, then you
are absolutely correct. As my presentation this morning ireticathether you call

this interchange or whether you call it the settlement differential and whether you call
it balancing or whether you call it just good business, clearly MasterCard has an
interest in interchange being set at appropriate levels ana ap@aropriate manner,
because it wildl affect, and | think D

well how it can have a very significant affect on the size of our business.

ADV PETERSEN And accordingly on your own revenue which is transaction

volume related.
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MR MUNSON: It is largely transaction and volume related. Not entirely, but to a

large extent it is.

ADV PETERSEN Because you did indicate that at that time in Australia when there
was more than one benchmark being applied, MasterCanddyduring that period
an advantage from the fact that each benchmark and accordingly the cap on

interchange was higher than applicable to VISA.

MR MUNSON: Slightly higher, but yes, it was higher.

ADV PETERSEN You noted that as an advantage.

MR MUNSON: | think definitely it was an advantage. | do not know to what extent

that advantage played out in the form of more business, but certainly it was better in

that case to have somewhat higher interchéngesomewhat lower.

ADV PETERSEN | just wantto refer you to a passage in an article which appeared

in the AntiTrust Law Journal, Volume 73, Issue 3/2006, written by Allen S Frankel
and Allen L Champin, called the Economic Effect of Interchange Fees, and just invite

you to commentonthat. lamgu i ng ACompetition bet wee
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to 652, ACompetition between card brar
fees because a network with lower fees gets fewer sales. If one network were to se
its interchange exactly at a theacatly efficient level while its rival offered a
slightly higher interchange fee, issuers would prefer the network with the higher fee,

unless the fee was so much higher that merchants refuse that brand.

Consumers would have no incentive at the pointabd $0 avoid a more expensive
brand if price coherence prevailedo,
di fferentiation by the merchant, and |
an incentive to market more heavily or enhance rebateofmumers using the more
expensive brand. Ultimately there is little to prevent each network from increasing
the interchange fee to the same level that a monopoly association would choose if
consumers are | oyal t o p a rthail ceadlthatrcleadya r d
enough that you can actually deal with it, without having it printed out in front of

you. Would you care to comment on that?
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MR C MUNSON | would not care to comment on that, because | am not an

economist and Dr Fraekis good eonomist, but | would ask Mr. Koboldt if he is

willing to comment on that.

MR _KOBOLDT: Yes, when the first thing to note is that statement obviously

follows on from some theoretically analysis, one would need to look very carefully at
the underlying assuptions and in particular at the assumptions that were made in
order to identify this hypothetically efficient level from which then interchange fees
are being driven up. Hoticed caviats,how interchange fees would eventually
increase the attractivenedstioe particular scheme and the assumption is it would not
have any material impact on acceptance, or at least the incentive to increase

interchange fee would assist, unless there were any material impact on acceptance.

ADV PETERSEN Yes, if | may intgect, unless the fee was so much higher that

merchants refuse that brand.

MR _KOBOLDT: Which I note, there is no indications to how much higher that

would be, so that may be fraction above the level or it may be a lot above the level,

we do not know.

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel50

BANKING ENQUIRY

adv PETERSENBut even monopolies are not right or constrained in their pricing.

MR KOBOLDT; No that is certainly true, but that is, | tried to show that with the

graph where the interchange fee volumes, sorry the interchange increase had an
increase inransaction volumes as a consequence up to a point and then it started to
drop off. And that is why it is not entirely appropriate to compare that to a price and
sort of monopoly analysis. Now, Mvlunson explained this morning that, yes,

issuers are ierested in interchange revenue.

So there is at least in the sht@tm pressure to offer better interchange in order to
win issuers business. But issuers are equally concerned about the acceptance level
and if they were at risk that acceptance woulobdand that you would lose one or

two of the more important merchants, then that would render this proposition rather
unattractive to issuers, because, remember, if an issuer benefit from interchange only
to the extent that there are transactions madé&an ¢ards. So, the assumptions in

the model are seemed to be set up and that we want to look at that very carefully, in &
way that captures this dynamic that was discussed this morning without necessarily

trying to establish the impact that higher intexege fees would have on acceptance.
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All | hear you saying was, so much higher, and | would ask, how much higher, and
we have a theoretically efficient level which neither | nor you, nor Dr Frank knows if
it is in practice and we may have an incentive éard schemes to increase

interchange fees slightly above that level. How much? We do not know.

It is also worth pointing out that this theoretical results that show that there is a strong
incentive to compete up interchange fees. Very, very nicadheal models, very
cleverly done. Woul dndét you expect, i
interchange fees in real life? | think if, theories are falsifiable, so if a theory predicts
that interchange fees should be creeping up, anduifopserve that interchange fees
are actually coming down, that would suggest that something with the theory is
wrong or the assumptions are not quite matching, and | think what we heard
yesterday could be observed in any other markets is that the intgectems actually

have been coming down, in a competitive environment (indistinct) been creeping up.

ADV PETERSEN Yes, | notice you say in a competitive environment, in other

words you are not just talking about situation that you deploy like the Aasitrali

regulatory consequence. You are talking about competitive forces. So, we must be
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envisaging then competitive constraints which are as it were providing a cap, and
perhaps a reducing cap to that upper level of interchange to which there would

otherwisebe a tendency for interchange to rise. Would that be fair?

MR KOBOLDT: Can you repeat that, sorry?

ADV PETERSEN So far, in what you said, | am not hearing a clear refutation of the

central point from the passage that | read, which is that therecanmtires upwards

MR KOBOLDT: There are equally incentives downwards and the balance of those

incentives ...

ADV PETERSEN And the latter would be the result of constraints. Would that be

correct by competing payment products.

MR KOBOLDT: The later would be the impact of constraints on the merchant

acquiring side. But if you try to increase your interchange fee in order to offer a
more attractive product to cardholders that would backfire to the extent that you

would lose merchant acceptanceysa might trigger a price discrimination.
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ADV PETERSEN Because the willingness of

service charge is associated with a particular card, is not an absolute thing, it is

relative to what alternatives are available to the treant Is that not correct?

MR KOBOLDT: That is certainly correct, yes.

MR MUNSON: Can | just add one other point and maybe ask Dr Koboldt to come in

on this. That statement is a very simple statement, because as | hear it anyway, i
seems to be assumgin t hat t he merchantdés only al
with what the merchant believes to be an excessively high merchant service fee,

perhaps driven by excessive interchange, is to stop taking the card.

But we know from experience and | thiokher people have talked about this, that
mer chant 0s hs sslvod of eefuding laateptance; ¢hat merchants have
various ways of discouraging the use of cards that they do not prefer. So they can
continue to put the logo on the window and they camtinue to accept that card for
cardholders who insist on using it, but they can employ various devices, the best

known of which is surcharge, but even if they choose not to surcharge, or surcharge
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Is not available, they have other alternatives such as mentioned, they can

discount for cash.

Frankly, the simplest thing that a merchant can do, @hohk some of the studies

that we have done in Europe indicate that merchants do, do these things and are we
aware of the ability to do them and the gathing happens in the US, is they can
simply ask a customer, you pull out your card and they do not prefer that card, and
they will say, sorry, do you have another card? And it is amazing how many times a
consumer will say, sure, | have this other card & that is the preferred card for the
merchant, then they transact the sale in the preferred manner. And so, they have

various devices.

So, I j ust think that Dr Frankel 6s a
mer chant 6 s h avaging wse grsl framily, we essacpayment system are
just as concerned about the discouragement of the use of the transaction, because
the aggregate that has the same affect as thalefuke card in the first place, so it

IS not quite so simple. Mehants can essentially signal to us if our fees are to high, if

we notice that there is a significant increase in these discouraging, and there is a.
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what is the term, no, once you have start that, it is hard to reverse it. It is known that
if you push mechants so far that they actually put in place the systems that are
necessary to significantly suppress usage, if you just say, oh, we went to far and now
take the i nterchange back down and now
systems that haveow been put in place, not necessarily come out of place, so there
can be long term damage done to your system, if you allow it to the point that you
aggravate the merchant so much that they begin to take strong action to discourage

the usage of cards.

| just point out that what Dr Frankel says there, is a little more complicated than

perhaps is indicated on the face of the document.

ADV PETERSEN Now, Mr. Bodibe asked questions relating to the cost to the

merchant of cash as reflected in that graphromy version slide 10, | think it is the
short version slides. | want to start from a slightly different angle which involves
acknowledging the, from the social point of view, the efficiency of the payment card,
relative to cash, and therefore the sotiahefits of encouraging the take up with

plastic in place of cash, it is not in contradiction to any of the questions that you
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asked about the particular cost of cash to the merchant, but it relates to the claim of
efficiencies which is made in favour dfd, of your scheme. Let me take you to p27

of MasterCard 2, paragraph 6.5.5. Il g
interchange fees to drive efficiency, they nevertheless have this effect as such fees
make four party systems possible whiblemselves place competitive pressures on

other payment systems, thus promoting inter brand competition and further introduce
i nter brand competition into the payme

assume that you would apply that also to cetipn with cash.

MR MUNSON: | would think so. Our understanding as has been pointed out by Dr

Koboldt, the cash is a subsidised price.

ADV PETERSEN:Yes, | appreciate that, but in the market itself cash has measurable
costs. Now, what | want to gewith you, is the following: My impression from
listening to the presentations and in particular to Dr Koboldt, is that the balancing
exercise which is involved in the setting of interchange, is intended to arrive at a
point where you can determine tmeaximum that the merchant will bear and

reconcile that with the maximum card take that you can achieve, given the
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revenue that you can rely on within the model as a whole. In other words, you are
testing the elasticity of merchant demand, and youfagllitate the issuing of cards

in balance with that. Have | got that right so far?

MR MUNSON: Well, let me in to that. Those are your words, Sir. | am not quite

sure exactly what they mean, but I think | know what you are getting at, and we
would putit somewhat differently in maybe slight a more practical way and that
would be to say that in setting interchange fees,uttumate goal is to increase the

size of the MasterCard business, in other words the number of transactions and the

volume of tranactions.

We attempt to do that by setting interchange fees, and the language we use internall
anyway, is to maximise issuance and acceptance. Now, that language as | am sur
you are immediately aware, is a little bit wrong in the sense that you cannot
maximise both, you are balancing them. But on the other hand, the goal is to
maximise output. The goal is not, if | understood you correctly to sort of find the
maximum point at which merchants will continue to take the card, because frankly |

do not thnk any of these things can be measured all that closely. At all times one is
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approximating or estimating, based upon information that one has, and based upor
experience and sound judgement, but nevertheless, the ultimate goal is to increase th

output tothe extent possible, to maximise the size of the scheme.

ADV PETERSEN Because, when we are talking about the merchant not taking the

card, | accept your more flexible approach, which is that it does not necessarily mean
refusing the card all togethdmt it may include discouraging the card and ending up

not taking the card in the particular transaction.

MR MUNSON: Exactly. You can have a lot of acceptance but not so much usage,

because your merchants are unhajmpyour cards to be used.

ADV PETERSEN Yes. But for example, on slide 11, Dr Koboldt told us concerning

the difficulty of measuring merchant demand, that a proxy is used and a suitable
proxy for an upper bound on merchant demand, is what it would cost merchants to
self provide a similapayment method, and then two bullet points down, those cost

studies do not measure the cost of service provided from issuers to acquirers but the
share of total cost that merchants should be willing to bear. You are investigating

what the merchant wibhear.

18 April 2007

Pretoria
Audio Visual Conferencing
PO Box 68207, Highvd] 0169- Tel (012) 323 3140, Fax 086 604 7276



10

20

COMPETITION COMMISSION Pagel59

BANKING ENQUIRY

MR MUNSON: That is a fair point, but let me add something to that. The process in

the way in which the cost study was always employed, is as follows: You perform
the cost study. You do reach this anc
bound, | would not necessarily use that, but nevertheless, you are attempting to
establish a numbeat or below which, you were comfortable that your acceptance

will not suffer.

Now, given that number, you then make decisions as toemuosset the feesral
generally you will set the fees at a level that on average your interchange fee will be
at or below that number, and frankly in many, many cases you were setting it below
that number. So, it is an upper bound in the sendhiok of it as a warningign, a

yellow light. So you look at this number and someone comes forward and says, oh,
but we can get some more issuing business if we increase this interchange fee, bu
you have this number in place and you say yes, but if | do that, | will push beyond
this limit we have measured and that is a strong indication to me that they may

damage my acceptance.
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Someone else may come to you and say, you know, we want to roll out a new
technolog like chip, and the only way to get merchants to invest in it, ggu® them

an interchange fee and sell it, and tell them if they will invest the money installing
chip terminals, we would reduce the interchange fee. At that point you say, well that
Is going to lower the average interchange fee, | have no concern esjtlect to

merchant acceptance, in fact it may grow my acceptance.

So, when, it is not a situation where a monopolist for example is trying to figure out,
you know, what is the monopoly price, and the competitive price, | want to find the
monopoly price ad then | want to take my price up to that. It is being used to give
you an indication of where, in a ball pawhere your numbers should be, where your
interchange fee should be, and it is to warn you that if you take certain interchange
fee decisionsthat drive your interchange fees up to this level or beyond this level,
that you may be getting into danger on interchange fees, and that, once again, tha
does not mean that you would not set any interchange fee above that, you may se

some above that, buf you do, you are going to look for some countervailing
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interchange fee below that number so the balance that weighted average, comes ot

below that number and in many cases the number is set below that.

There was an excellent example given yestesdlagn the South African banks set
the interchange fees, the last time they set them, they had a number, they had bee

measured for debit, but they chose for business reasons to set it below that.

ADV PETERSEN:Since you mention that, do you know wheth&hen the South

African banks reduced the interchange as it happens on both debit and credit cards ir
2003, whether merchants service charges came down consequent upon tha

reduction?

MR MUNSON: | cannot comment on that.

ADV PETERSEN: But you agree that would be quite important for us to establish

that, because it would have a bearing on whether there is effective competition

between acquirers.

MR MUNSON: | would believe so, yes.
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ADV PETERSEN But coming back to the track | was on a minute agohatWV

want to test with you, is whether this upper limit, this yellow line on interchange
being in the sense what the merchant will bear, but as you pointed out, the safe figure
set may be below that to allow a safety module, it seems to me, and obviwisly
mer chant is paying it through the merc
me that the implication of that is that you are not using the efficiencies of plastic to

compete vigorously against, for example cash.

You would be using, if | ited the cash just for simplicity, you would be using the
mer chant s cost of cash as an upper |
the acceptance of card, and in fact | would suspect that the upper limit would be
higher, because one would haie add to that, the fact that you could also be
exploiting the added cost to the merchant that would be entailed in price

differentiation.

So, my suggestion is that these efficiencies which are inherent in plastic and potential
in your scheme, are nokimg applied to social best advantage because you are able

to price interchange up to that upper limit.
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MR MUNSON: Let me make comments on that, and given that this is a public

forum and competitors may be present, there is a limit to how much | can say
public, but let me say first of all, that given some differences in the, let us say, the
utilisation, the utility of different kind of cards, and in particular debit versus credit
cards, we believe that the best way to estimate approximate, to davetopy for a
merchant going to pay for credit cards, is to compare, is to look at something that is
closer to a bank issued credit card and we think that the proper comparison there is ¢

store issue credit card.

Because credit cards, well it is our fiim® as you correctly pointed out earlier Mr.
Petersen, it is our position that if you were to take antardgt market definition
approach, that you should include in that market cash and cheques and debit card:
and credit cards. There are obviousljfadences between credit cards and debit

cards, and all other forms of payment.

One of the important differences between credit cards and other forms of payment,
especially cash and debit, is the availability of long term revolving credit line and in

sone cases the availability of the short term or the interest free period. Many debit
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cards we call immediate debit. So, it is not, in our view anyway, it is not necessarily
the case that the best comparison for a credit card is cash, in our view istthe bes

comparison for a bank issued credit card, is a store issued credit card.

The second thing | would say is, there may be circumstances and debit cards may
provide an example of a situation in which cash would be a better comparison, but
|thinkaswehaw sai d earl i er, understanding t
cash, is a very difficult proposition. | am not even sure that most merchants know
what the cost of receiving cash is and to the extent that they do know it, | can tell you
that they areather eticentto share it with credit card companies and debit card

companies.

So, | do not think it would make a lot of sense for us to try to compare our costs to
something that we cannot measure effectively. Now, beyond that, there is some more
information that | could give you in a more private setting, but | think that is as much

as | can say publicly.

MR KOBOLDT: | just want to ...(indistinct) at this point, because | think the

assumption underlying this propositionflswed You said if Imay paraphrase you,
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