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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 appreciate that.  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 move straight into the questions and answers because everybody else had an opportunity last year to do what people would normally refer to as their spin.

MR RAYWOOD: Perhaps I could let Eddie Grobler, the General Manager for Africa to introduce the team and see how today we progress.     

MR GROBLER: Thank you very much. Judge Jali and members of the Enquiry, good morning, we appreciate your time.  Yesterday when Professor Hawkins started with and explained or used the analogy of cricket to explain the process that has been followed up until now I thought it was a bit of an insensitive analogy to use, given the performance of our team, but obviously I think we have got different feelings to date. Reference was made yesterday to runs scored and the bowling attack and even some catches and later in the day I think there was reference made to a new ball and the role that it can play in the game and we thought about MasterCard and our roll in this analogy and I think we best fit in as a global sponsor.  You know for a global 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 being played in such a way that it wins spectators or supporters from other sports, from the bigger sports like soccer.  I 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 cheques and although 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 out of interchange, we do not earn any revenue out merchant discount fee, but that will be dealt with in detail a bit later.  

So if this is the background I just would like to take you briefly through our agenda and then the members of the team.   We will start off this morning with some comments on yesterday as well as the nature of the payment system and the role of interchange.  Mr. Carl Munson, Associate General Council on Regulatory Advocacy based in New York purchase will handle this part of the presentation.  After 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 I will briefly focus on the card payments landscape in South Africa and Mr. Raywood will then conclude on MasterCard’s approach to interchange and to give you a bit of a status update.  

We think it will work quite well if you can allow us time to do a presentation.  After that we will allow time for questions and then we will go on to the next presentation.   With that as a background I will give it over to Mr. Munson.

MR MUNSON:  Thank you ladies and gentlemen I want to assure you that we have great respect for your inquiry. We think that 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.  I understand, based on some of the questions and comments yesterday that, that may not be your mindset at the moment but I would ask you to indulge us today to present our point of view on these things and frankly I am reasonably confident that we will at least raise in your minds a number of issues that perhaps you have not yet considered.   

I had originally prepared a presentation.  It is actually a presentation that I had given to many groups, regulators around the world, talking about the different kinds of payment models, two party proprietary models, three party models, four party models and the like, but I must say that the presentation that was given yesterday by the Technical Committee was and actually we agree with it in most respects, there were one or two things perhaps that we would take exception to or that we would like to expand upon, but I would suggest that the most useful way to approach this issue today and I think in certainly, the request Mr. Jali that you have made that we address the issues today I think we need to address the issues.   

So I would like to do that by suggesting that based upon what I heard yesterday, the questions that were proposed, the discussion that was had, the comments that were made, there were really four points, four questions 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:  I will not be referring to the presentation.  There is a slide at the end that I will refer to.

MR JALI:  I just wanted to take the slides as an exhibit if you are going to be referring to them.

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 standard MasterCard, you know three party, four party presentation, I 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 first one, I 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.  I do not know, it looks like there are quite a number of them here.   I do not think this one is in the pack.  It does not look like it, if I 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 if during the course of today’s proceedings you want to discuss that in some detail, if you want to ask some questions about it, I am more than happy to answer that but as I said, I think the best way you approach it today is just to get right into it.  To focus on what I perceive to be the four critical questions, and I would propose that the questions are the following.  First of all, is there a market failure in the payment card industry in South Africa?  Secondly is interchange or are interchange fees necessary to four party schemes and is the balancing demand 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 MasterCard, that 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 card holders and the merchants?   

And fourthly should interchange fees be regulated in South Africa?   And I would propose to answer each of those questions in turn.  So let me start with the first question.  Is there a market failure in the payment cards industry in South Africa?  And I would suggest that in answering that question one must look at the evidence, the factual evidence, as opposed to theories of what might be a better system or might be a worse system and I would suggest that if you compare the payment systems in a particular, the card payment systems in South Africa, to those of other countries 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 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 I say that?   First of all, when I look at the payment systems in Australia I noticed that all of the major international payments brands, MasterCard which we obviously think 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 investing in South Africa and they consider South Africa to be an important market for them.  The second point I 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 and I can tell you that given the niche, size of the market in South Africa that is a good number, it stacks up very favourably to countries of comparable payment market size and I note that the products and services that are offered by issuers in this country are first world.  Cardholders in this country and consumers in this country have the same options as those in other countries have.  They have advanced credit cards, they have modern debit cards, they have cheques of course and cash in other forms of payment.  So if you look at the payments industry in South Africa and compare it to what consumers have elsewhere, it stacks up very well.   I noticed that the costs of these services to consumers are comparable in South Africa to other countries.  So the services are first rate and the prices are comparable.   

I 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 are first rate.  Merchants have the same opportunities for payments in South Africa as they do in the most developed countries in the world and I notice also that the prices that merchants pay in this country for these payments services are comparable to that paid by merchants in other countries.  

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 I think you will find that the prices for the services are also comparable to other countries.

I 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 slides that was presented by the Technical Committee yesterday.  There has been some suggestion that there is less than healthy competition on the acquiring side and at this point I need to make one correction to something that was said yesterday and that had to do with the number of acquirers, the point I want to make or to correct is the MasterCard system does not prevent any member of MasterCard, any bank that is licensed to engage in MasterCard business from acquiring.  So every issuer in South Africa that is admitted 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 then there are some number of, larger number of banks that issue but do not acquire and I want to tell you that if you compare that to other countries that is not exceptional.  In fact, that is the rule and I 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 efficiency, it is much more of a scale business than an issuing business, and therefore what you 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 a scale business and you look at the number of acquirers that number is comparable even the 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 I can tell you that in the UK there are also four large acquirers, I 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.  I 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 I notice that the development, the technological development of this country and the development of the payment systems here is on a par with countries elsewhere in the world and in fact is in some respects even ahead of many developed countries in the world.  My understanding is that this year the banks and the schemes in South Africa will introduce Chip & Pin, the most advanced form of electronic payment.  I can tell you that if that has only recently come to Europe.  There are many countries in Europe that are no product farther ahead than South Africa and this, and I can tell you as an American to my disappointment, that there are no plans in the United States to introduce Chip & Pin, so from a technological stand point the South African payment system and the card systems in general in South Africa is favourable.  

So when I look at all these factors and I ask the question based upon what is actually delivered in the market place, what is the nature of the products and services, payments products and services delivered, what do these services cost, how advanced are they, what is the level of competition, I see not only no evidence of the market failure.   I see a vibrant competitive, innovative, healthy system and I would just urge you before you reach the conclusion that there is some tremendous failure to look at these facts and to consider the facts as opposed to theories that say well perhaps it could be done better.  Perhaps it could be done better  - but before you make major 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 systems and is it really true that they are used to balance demand.   

Now, you know from 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 Christian down 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 I think you asked the right question.  I think it is a very fair question to ask because if there had been theories advanced that perhaps interchange fees were not necessary there are regulators in other places that it suggested that interchange fees are not necessary, it is a very legitimate question.  So let me answer the question by taking a somewhat different tact.   Let us put aside for a moment interchange fees, let us consider what it takes to run a four party payment business, and let us in effect say we do not 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 care about 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 will hurt you, knowing something about banks, banks have shareholders, banks are regulated, banks must 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 go out to some bank and say I 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 I get a transaction if I am an issuer, how much am I going to have to pay on that transaction, and if I am an acquirer how much money am I going to get. And you cannot answer by saying, well, we have not figured that out yet, we will figure that out somewhere down the road, because in fact in a four party payment system with as many banks as there are in South Africa and as many card holders and merchants everyday there are 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 do 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 how much money do I have to pay the acquirer, and conversely the acquirer wants to know how much money am I going to be paid, and I would suggest that while we are speaking there are really only three choices that you have.  The first choice and perhaps the most obvious 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 more, maybe 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 not going to set an interchange fee, but what is this number we are talking 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 transaction 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 issuer 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% interchange 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 and the 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 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 your interchange fee they would not participate in your business.  But, the analogy or illustration is even more instructive I 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 I going to set it at.  Am I going to set it at R495, R450, R505 R550, where do I 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 are merchants 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 free period?  These things have to be established and have to be understood because they in fact are 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 participate in the system is going to depend on some things like, who has the risk for credit losses and fraud losses.  Is 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 cost of the system on both the issuing 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 products and services 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, perhaps 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 will not want to use the cards.  So in setting this fee you are going to have to take into account the demand conditions 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 facts and circumstances and that 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?   I would 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 interchange fee, and I 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 to grow this business 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 because in 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 you do not believe that we are about 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 will be manipulated by the party or parties who set it?   Once again, broadly speaking I think and based upon yesterday’s discussions, I think we all agree that there are three ways to go about to setting this fee.   The banks can set the fee themselves, the scheme operator, 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 manipulation if the fee is set by the banks, if it is set by the scheme, or if it is set by a regulator.  Let me start off by saying I would not suggest that the regulator or the regulator’s appointee would engage in manipulation, but I 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, let us assume that there is some country where there are four large issuers and let us assume that those issuers decide amongst themselves that they are going to manipulate the interchange fee for their own profit.  Now they understand of course that there is some optional interchange fee that balances the system and maximises the output of the scheme but these issuers have decided that that is not good enough, they think in the first instance that perhaps they can make more money by setting the fee at a higher level.  

So they need to set that fee. But, consider for a moment, and we need to state an assumption here, a very important assumption, that is, we need to assume that these issuers, once they leave that room, are going to be competitors, they are going to go out and have to compete for the business of cardholders and I 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 is 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 are colluding over the business of card holders and 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 room 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 the optimal level, but the theory will be I suppose that well they are willing to do that because they are going to receive some excess interchange.  But because 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 may adopt a different strategy.  One issuer may take its access interchange revenue and say, I am not going to put this to my bottom line, in fact I am going to promote my cards more effectively.  I am going to issue more cards, I am going to put better services on my card, or I am going to lower the price of my cards and therefore I am going to gain market share and I am going to improve my profits even above the improvement that the others have received which is booked there as excessive interchange.  Now, of course each one of them knows that and each one of them will immediately then begin to think, well how can I use my excess interchange to grow my business?  

Well, of course once that process begins, they will realise that in fact there is no benefit to be gained by intentionally setting the interchange fee at a supra competitive level.  Not only will they have to compete those excess interchange fees away, but in fact they have intentionally set the interchange fee at a level that minimises or reduces the potential 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 I would suggest that if the issuers are intelligent and I think most issuers are very intelligent, and if they understand their business and the competitive pressures they face, and I think issuers do understand that, that there is no logical reason why they would intentionally set the interchange 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 the interchange fees, either for its own benefits or the benefit of its banks and that was suggested yesterday.  The first thing I would point out is, and I would refer specifically to my company, MasterCard, and I would point out that MasterCard is a publicly held company.  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 maximises MasterCard’s profits, not the profits of any customer 

In fact, if MasterCard’s’ Board learned that the management of MasterCard would set an interchange fee so as to maximise the profits of banks as opposed to the profits of MasterCard, I presume they would fire that management immediately and replace it with management that would serve the interest of MasterCard.  

So, MasterCard certainly in the long run has no incentive and in fact many disincentives to set interchange fees at anything other than the level that maximises the size of the MasterCard business, and you need to understand there, that the way MasterCard receives most of its revenue, is based upon the number and the volume of MasterCard transactions.  The more MasterCard transactions there are and the more money that is exchanged on MasterCard cards, the more money MasterCard makes.  So, in the long run there is no incentive for MasterCard to set these fees either too high or too low.   

Well, yesterday it was suggested, and I think it is a very fair point, doesn’t MasterCard face intense competition on the issuing side, doesn’t MasterCard have to 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 to win issuers business and the answer to that question is why yes, of course there is.  I 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 say I need more interchange to have more competitive products, to lower prices to card holders to help you grow your business. So yes, there is a short-term pressure and an intense pressure to raise interchange fees.  But consider for a moment that when we make an 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 decides 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 should we choose your card over that of your competitors?  

And I 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 brand, you will be able to offer your card holders a card that is first in class in terms of merchant acceptance.  This is an absolute requirement in our business.  I can tell you that infact MasterCard for many, many years, I have been at the company for twenty years, and at least for that long we have had a slogan that we repeat all the time to ourselves and to our customers and that slogan is, “We have unparalleled acceptance” that there is no brand in the world with greater acceptance.  Why is that? Well the reason is, that if we went to one of issuers, because we had raised interchange fees to a level that cast one or more large retailers to drop out of our system and we say, oh why don’t you issue our card and just sort of ignore the fact that our card is not as widely accepted as Visa, the issuers would tell us, I am sorry, I have to give my card holders a card which is first in class.  So we would loose that competition right at that point.  

I can tell you from personal experience that MasterCard, when setting interchange fees, the first thing they considers, is to question themselves should we raise 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?  I would also 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 issuer’s costs as will be explained, it is really a proxy for measuring merchant demand.  We don’t actually do a comparable study on the cardholder side, so why are we so intently focussed on the merchant demand side of the business.  Well, once again it is because a prerequisite for winning the business of banks, issuers 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 the same places as Visa customers.  So, I would suggest to you that not only do we have no long term incentive to issue, sorry, to set interchange fees at excessively high levels, in the short term, if anything, we have even more reason to be concerned about setting the fees too high than too low.  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 I said, acquirers are actually much less sensitive to the size of the issuing portfolio or a card brand that they accept, than issuers are to the size of the acceptance base of the cards that they issue.  In other words, an acquirer says, I got my system, I got my computer is installed; I got my network put in, now I just want transactions.  I want as many transactions as I can get, and frankly I do not care if they are MasterCard, Visa, American Express, Diners.  

I can tell you, I was many years ago, shortly after joining the company, I was the first lawyer at MasterCard who was assigned to provide legal services to the acceptance group within MasterCard and who is frankly a bit of a shark when I went to some of the first meetings with the acquirers to learn that MasterCard acquirers, banks that were very loyal to MasterCard, when you 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 more cards 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 I think I partly addressed it, but I would like to make a few points about it is.  The question is, should you regulate?  Once again, I think it is a legitimate question, and here I would like to refer to a slide that was in the presentation 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 in the schemes, there are a number of things that you are going to want to pay attention 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 I would suggest that the first thing you want 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 and elsewhere 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, interchange is of concern and as has been discussed, interchange is important to issuers, so if one of the four party systems is given some kind of advantage over the other in terms of interchange, you will have upset the competitive balance between the four party systems, to the disadvantage of competition in your country.  

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 I want to correct, because there was some discussion of how that process works.  I think, Mr. Petersen, you described it, and I 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 competitiveness 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, MasterCard, 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 they will perform properly, 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 is that whatever interchange fees the system then set, and the system is free to set interchange, but whatever interchange fees they set, the weighted average of those interchange fees may not exceed the benchmark.  And the Reserve Bank thought they had been very clever, 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 fees wherever they want, 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 cost studies were done, low and 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 I can tell you that a 2 basis point interchange differential 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 Bank had set up this system.  

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 two, because one brand, Bank Cards, a local brand, was in the process of going out of business, which I 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 benchmark.  Does 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 not exceed the 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 I mean by that, premium cards are cards that are used by more affluent consumers and they typically attract a higher interchange fee because additional services must be provided on the card.  So 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.  

Once this benchmark is set, the scheme with the smaller percentage of premium cards, realises, ah, I can raise my interchange fees for premium cards, I have to reduce my interchange fees for the non premium cards in order not to exceed the benchmark, but because I have a smaller percentage of premium cards than my competitor, I 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 greater amount than I 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 their premium interchange fees as much as I 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 that, would depend on the nature of these portfolio.  But the system is not perfect and in fact, competition is affected by the system.

Now, the next thing you want to consider when you set up this process is, you want to ensure that you can, I believe that four party systems are not disadvantaged as against three party systems, which compete against the American Express and Diners, frankly there is nothing that I would grant banks, banks that participate in our system from issuing the cards of these three party systems.  

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, and therefore only to regulate the four party systems, because as has been discussed, three party systems, strictly speaking do not have interchange fees.  It is reasonable to say 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 same purpose.  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 promptly 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 today.  And when we complained to the Reserve Bank about this, the response that we got was, well, yes we understand 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 fee because 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 not know how to regulate them, so you are just going to have to struggle on.  

So, when you introduce regulation, you are going to have that address that same question.  How do you regulate without putting three party schemes in an advantageous position rather than to four party schemes.  You are also going 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 end up reducing the number of electronic transactions and so slowing its growth.  And once again, I think if you look at the example in South Africa, it is very instructive.  The Reserve Bank was very open and honest about the fact of saying that one of its goals was in fact to give debit cards an advantage over credit cards.  It wanted to see more debit card growth.  But if you look at the result, what you see is that the local debit brand, the online brand, it is called EFTPOS, in fact did not grow and continued 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, and so the 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 merchants can 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 smaller competitors, and then finally, and I really want to emphasize this, you are going to want to consider what is the impact on innovation and competition, improved competition in your market.  

In Australia once again the example, or the results are rather unfavourable.  I can tell you from personal experience 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.  I 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 no knew entrants into the Australian payments market since the regulation.  

On the innovation side I can tell you that before the regulations were adopted, the banks in Australia were preparing to implement Chip & Pin. They were preparing to upgrade their cards to chip cards from the current mag stripe, and I can tell you that after regulations were imposed and a large amount of money was taken away from the issuers in the form of reduced interchange fees, they have deferred, at least for now, the adoption of chip & pin, and I would point out that if you review the report that was published by the Parliamentary Committee 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 now there is a risk that the Australian payment system will lag behind other payment systems because there seems to be a slow down in the adoption of new technology and innovation.  

So, I would suggest to you, that if you are going to regulate, you are going to have to consider these things.  And one other point I would like to make and it is surely my final point and I appreciate you indulging me in speaking for so long.

MR JALI:  On that point, I am a bit concerned about the time ... my understanding as I explained earlier on, I do not want to interrupt you, but there was a time allocated and I see you have got about five speakers or so.  We will need to get time for questions and answers.  We would break in between and also lunch in between and we need to finish at a certain time.

MR MUNSON:  I need one more minute and then we are prepared to answer any questions 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 about it and then to do the economic presentation and let you ask the questions about that.  If we go through it that way, we think there will be about an hour left at the end, and so you could have another question session.  

MR JALI:  Well, the way we run it, the 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 I explained earlier on, last year, to say as much as you want, but for now, just a brief presentation then we will go for 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 another presentation.  We have been having interactions with MasterCard from my understanding, that is the Technical Team and MasterCard, 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 to highlight what other points you think are of significance and then we can go into question time because that is the purpose of this second session of the hearings.

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 then had interaction with the Technical Committee on this interchange issues, 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 presentation.  That was out of choice.  We cannot then be subjected to a situation where we have to go through an entire presentation when the second session of these hearings is to ensure that we can ask question on these presentations.  It was out of choice that you 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 do a presentation.  

MR MUNSON:  My understanding was, 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 relatively short presentations, and the fact that we have a full day for the hearing gives ample time for you to ask us questions.  We will do, whatever you want, but I really believe that if you give us the opportunity to do these presentations, it will help focus the questions ...

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

MR MUNSON:  I appreciate that.  As we had worked, the amount of time available today and the length of all the presentations, I think we estimate if you allow to make the presentations in the time we think it should take, there will still be 3 to 3½ hours for questions, and so I 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 be co-operative, but we do think it would be useful if we do some of the other presentations.

MR JALI:  Okay then, let us carry on but I am just highlighting the fact, I 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 I wanted to make and it kind of relates to the thing we just talked about, the need, that whatever regulation be established, if there is to be regulation, that you can continue, that you assure yourselves that there continue to be a competition, increasing competition, innovation, increasing innovation and if you think about of it, here is one 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, interchange fees 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 interchange fees, and we have done it many times, that 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 will adopt chip pin technology.  So, the point that I 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 by a regulator, 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 I would just suggest that for a regulator or for a regulator’s appointee, it perhaps would be a very uncomfortable position to be in, because essentially you have to be working in co-operation with the banks and the systems, to ensure that the system continues to innovate and to ensure 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 of competition, new entry development of innovation and I 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.  I do apologise for taking a little more time than I had hoped.  I think it is a very complicated issue, and so I try to go slow, in any event, I am happy at this point to take any questions you would have as to this presentation.  If you want to go to our economic 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 I have just said to ask those questions now.  

MR JALI:  Which would be the next topic, the economic function of interchange.  I think we would take, because they are all sort of interrelated with your presentation.

MR MUNSON:  It is very related.  I would agree with that.  Dr Koboldt will present that.

MR KOBOLDT:  Thank you very much, and I shall be brief to compensate for time lost and can be so given that the technical team in its presentation yesterday morning has provided a good summary of the economic issues.  By way of background, interchange fees are often characterized as payment for services provided to acquirers by issuers. Accordingly the suggestion is that, in order to establish the appropriate level of the interchange fees, one would want to look of the costs incurred by issuers in providing these services, and interchange fees should be limited to those costs.  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 be reimbursed.  

That might be partly driven by a concern about manipulation of interchange 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 notion 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 is determined by both customers,, as cardholders, and merchants, and that the role of interchange is balancing that demand.  And the consequence of that, is that regulating 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, merchants and the economy as a whole.  

So, let me begin to summarise some basic points about payment systems - any payment system, all payment systems.  The first is the most important, and that is that payment systems are characterised by joint demands and there is strict complementarity.  What do I mean by that?  What I 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, and in terms  of 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 customer using a a particular payment system will need to be matched by a sale made by a merchant using that same system.  

So, merchant’s demands and cardholder’s demands and customer’s demands, must be exactly the same as expressed in terms of the value of the purchases and the sales made using a particular payment system.  If merchants would be happy to accept 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 transactions, not R200 million rands worth, and some merchants would prefer that their customers use cards instead of other payment methods in order to pay for their purchases.  

Consumers generally carry multiple payment methods, and merchants often accept a 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 payment, the treter is the  benefit to merchants 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 for a particular purchase depends on the perceived costs and benefits relative to paying by other means, so is it better for me to use a card or cash, is it better for the merchant to accept cards or not to accept cards and that decision really is interlinked with the fact that consumers 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 MasterCard payment system consisting of the scheme, issuers and acquirers must be self-financing.  They must recover their costs exclusively from fees charged to users of the payment system.  By contrast, cash is the subsidised payment system.  

The users of cash are not 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 deciding to accept cash for the transaction, nor are they born by the cash user.  They are born by society as a whole, because cash, being legal tender, is a publicly subsidised payment system.  And it is just important bearing in mind when you then look at the welfare 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 payment system or payment service which are provided to cardholders only and other elements which are provided to merchants only.  Signing up cardholder’s benefits merchants, signing up merchants benefits cardholders.  Giving card holders an interest free period enables merchants to offer their customers credit without having 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 shop and I 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 by serving cardholders on one hand or merchants on the 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 features from the services provided by the payment system.  

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 must be matched by a sale.  So, if you have unsatisfied merchant demand or unsatisfied cardholder demand, there are more merchants who would want to accept cards, than there are cardholders who want to use them, or there are more cardholders that would like to use cards 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 dropping the price to the side where there is insufficient demand and increasing it by the same amount to the other side.  So, if there is excess demand from merchants for card acceptance, and there are not enough cardholders prepared to use cards, what you do, is you 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 have the situation of excess merchant demand, you increase merchant fees, price off some of merchant demand, 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 still the same.  

Well that shows, and that is the characteristic definition of two-sided markets as the 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, so the level end to end, is exactly the same.  The structure has changed and as a result 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 not any unsatisfied customers on either the merchant or the cardholder’s side.  Let us start with the three party system, a three party scheme.  

A three party scheme is essentially free to do whatever it wants.  It can charge prices to one side and the other side in whichever 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 revenues and acquiring costs on the other hand, 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 transactions in 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 there are lower unit costs, because of economies of scale and intra-scheme competition, but by and large the fact that cardholders and merchants are prepared to pay in a particular ratio, is not affected by the fact that we suddenly organised a business differently and given issuers the function of issuing cards and acquirers the function of acquiring transactions.  

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 and acquiring costs are the costs incurred by acquirers.  

That balance is to a large extent determined by the scheme rules.  So if you have an interest free period say, and if the issuer has to pay the acquirer immediately before receiving funds from the cardholder, the 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 cardholder 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 would be 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 charges to card holders and acquirers to break even purely on charges to merchants, you 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 some way of re-allocating costs 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 I think the example given by Carl Munson this morning 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 the face value of the transaction, 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 implications 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 fall onto issuers then interchange fees would have to be 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 interchange fees, even if the total cost remains unchanged.  We have heard yesterday from ABSA the considerations that were taken into account when looking at the appropriate debit interchange fee, and the need to establish merchant acceptance, so to the extent that merchant 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 systems interchange fees flowed from the acquirer to the issuer, so the issuer paid the acquirer, and the purpose of that was to drive merchant acceptance, and that has since been changed.  The costs have not changed dramatically, not to an extent that you would say well, suddenly acquirers have stopped providing services to issuers and issuers have started to provide services to acquirers, it is simply a change of demand 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, I think one of the conclusions on the Technical Team presentation, that is probably a point I 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 affect merchant service charges, yes, but they also affect cardholder charges.  They also affect the amount that the users, the consumers, the customers of the payment system on the consumer side pay, and I 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 there is really a balance in the system.  

So, interchange, increasing interchange can either reduce or increase total demand for the services of payment system, as I have shown in the stylised graph here.  As interchange fee increases, total system output increases, if previously cardholder demand was less than merchant demand and therefore there was merchant demand that eventually went unsatisfied.  So, the transaction volumes increase if you increase interchange fee.  You get to the point where you got it right, that is where the demand is balanced.  If you increase interchange fees further, total system output would fall.  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 would look 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 original starting point is.  If you have a situation where there is insufficient 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 merchants will be perfectly 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 cost too much, an easy way for the merchant to get around this problem, is to essentially 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 extensively, the merchant could just drop the price of card sales and in that way reduce the price for the cardholder.  

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 there is price coherence as it has been termed.  

I have got a very simple example here.  All the examples for some reason or another seemed to involve shoes or cricket.  I have used shoes, so think about the purchase of a pair of shoes for R500 and assume that the card transaction incurs a cost of R10.  The merchant 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 of the transaction and the card that should be used.  Assume that the cardholder has to pay the full cost of the transaction, so the cardholder will be charged R10 for using the card.  Obviously the cardholder would not be willing to use the card because he only gets 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 card purchases than cash purchases because that is the benefit the merchant gets.  So, by reducing the card price relative to the cash price, the merchant can induce the customer to pay by card, for example the merchant might be setting the cash price at R500 and offer a five rand discount for paying by card, in which case the customer 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 merchant 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, if the merchant could charge R505 for card purchases and R500 for cash purchases, he would end up in exactly the same place.  The card would be used, merchant and cardholder would be exactly in the same position as in the other case.  Observe though that this requires that the merchant can 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 allowed to, and that is to do with the fact that given 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 from accepting cash and cards are exactly the same for merchants.  But given that the differences are so small, it is not really worth the merchant’s effort to charge different prices depending on the payment system used.  

And that is the reason rather than the fear of losing business, The fear of losing business argument has been blamed much more strongly elsewhere, and I think it has not played such a prominent role here, but it came out shortly yesterday when one of the potential reasons why merchants may not want to surcharge 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 price if he charged more on credit cards and would attract cash customers and some customers might simply switch from card to cash.  

In fact, if merchants were not surcharging credit cards sales because of a fear of making losses if they did so, that would suggest that 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 purchases. This 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 perspective, would 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 card holders and merchants, how we recover that R10, has an important impact on whether a card is being used and whether those benefits are being enjoyed.  In particular we need to make sure that the prices that we set recover those R10 from card holders and merchants in such 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 and that means that we do not charge more than 6 to the merchant and we do not charge more than 6 to the cardholders, so there 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 in a situation in which beneficial card transactions 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 that you find 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 based on rather 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 associations are 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 same, depending on what assumptions you make.  So, the specific results from all those papers and are not very robust, and whenever I hear from the reference to the literature that shows that there is a problem here it is always troubling because you know pretty well that is because the assumptions are in 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 assumptions correspond 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 cardholders, the 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 in serving a group.  There is absolutely no reason why cardholder charges should exactly cover issuing costs and merchant charges should exactly cover the costs incurred by acquirers.  

The third point:  making the product more attractive for one side can increase value 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 total end to end cost increases.  

And there is broad consensus among economists that the costs of particular components of the service are an inappropriate benchmark for interchange and that simply is because interchange is not tied to the provision of services from issuers to acquirers, and should therefore not be determined on the basis 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 no robust case that interchange fees set by those schemes are always to high or always to low, or always at the right level.  It is, I think pretty much impossible for a regulator to say what the right level of interchange would be.  It is easy in the economic model 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, and if competition here is intense competition or it is not intense, then interchange fee set by competing 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 assumptions does not change the result.  

The reliance on cost measures is entirely inappropriate, so that even though it looks superficially attractive from a regulatory perspective - a sort of a clear cut gold standard we need to look at in order to see whether interchanges 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.  I said previously that the reason why merchants do not surcharge 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 prices would increase and the merchants might well start to introduce price differentiation on a large scale.  Incidentally, you would not expect to see price differentiation - surcharging and cash discounting - on a large scale if the payment systems have got the pricing roughly right, because it would be enormously disadvantageous to payment system to push prices to a point where merchants suddenly start to trigger price differentiation because that will basically mean the payment system loses its ability to balance demand. 

And last but not least, all the results in the economic literature, I 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 the social costs 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 measure social and private costs, the costs faced by the merchant, the costs essentially incurred by society, and what I 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, which basically shows that cash is a heavily subsidised payment system.  For cards on the other hand, here again, the difference is relatively small and the difference that you get, is essentially the cost carried by the cardholder on the other side, so that compares 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 you were to regulate interchange fees to induce merchant service charges at the level at which merchants are just indifferent 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 would essentially subsidise, you would essentially induce the increased use of a payment system that has much, much higher social costs than the one the use of which you are going to reduce.

Now, I 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 might 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 sure that merchant’s get value for money.  The charges to merchants must be reasonable compared to the benefits they get from accepting cards.  Merchants should not be bounced into starting to charge higher prices for cards than for other forms of payment, noting that they get cash at a heavily subsidised cost and in theory this would suggest that you would want to have some measure for merchant demand.  In practice directly measuring merchant demand is very, very difficult and proxies can be used, and a suitable proxy for an upper bound of what merchants should be expected, reasonably be expected to be prepared to pay for cards is essentially what it would cost the merchant to self-provide a similar payment system, noting of course that only the very largest merchants would be able to do that.  

So it’s the cost of self-providing a card payment system 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 to 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 those are the costs components, issuer cost components which essentially proxy the 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 I 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 is, that is going to be 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 corresponding to particular cost categories, because it is a proxy for merchant demand and because it is based on the misguided motion that there are services provided from issuers to acquirers, is not going to get to the right interchange fee level, that is right for the market and for the economies of scale.  

So, in summary, interchange fees are aimed at affecting the structure of prices and at balancing demand which is important as long as there is price coherence.  They are an essential element of four party schemes, 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 is maximised.  Interchange fees need to ensure that cardholders and merchants charges are at the level at which both groups of customers are happy to use cards and accept cards, hold cards, use cards for making purchases and that output is maximised.  

There is really broad consensus, unusually broad consensus if you know economists, that interchange fees should not be limited to certain costs elements and that they are not payments for services provided by issuers to acquirers.  Looking at it from that perspective is likely to provide a misleading picture and 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 too low for that matter and therefore the economics literature does not provide any reliable, robust base for intervention.  That was that.  I thank you.  I hope I have not taken up more of your time that I should have, and I 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 have 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 I would like 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 to participate in this acquiring.  

MR GROBLER:  I 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 we referred to, the 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 terms of the 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 merchant 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 I would say, that is more or less, on a very high level the process.  It is 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.  I have not referred to the typical mail order or the telephone order environment.  

MR KOBOLDT:  Isn’t it true that there are some technical systems that will be put in place and ...

MR GROBLER:  I think yes, I 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 normally 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 assessment, is the training of the merchant and then the merchant agreement.  

MR MUNSON:  If I can just add one thing to what Eddie has said, some of the things that he described in terms of visiting the merchant and examining the merchant’s business, MasterCard basically 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 a fraudulent merchant or a merchant that is operating a business in a way that will increase the risk to the business, and secondly to make sure that the merchant is abiding by the rules in terms and conditions of the system, accepting cards, etc, and so, the merchant from our point of view, 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 the merchant is following whatever rules are applicable to the merchant’s business as it participates in the system.  

MR GROBLER:  If I may just quickly on that point as well, we are getting into the detail now but I think it is relevant or important to know, is that we also expect the acquiring banks 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 with merchants and if it exceeds a certain ratio, then we expect the acquiring bank to take some action 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 merchant invest to participate in the system.  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 happy to provide you with such information as we have, but obviously to get the best answer to questions such as those, I think you really need to speak to the acquirers, but I am sure Eddie have some knowledge, general knowledge anyway, and we are happy to provide that.  

MR GROBLER:  I think I 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 I am referring to the smaller merchant, I 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 like D-cal and 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 I would say that is more or less the capital outlay for the smaller merchant.  For the bigger merchants it is obviously a bit more complex in terms of integration with their systems, but I agree with Mr. Munson, it is very much a business decision between the acquiring bank and the merchant in terms of the costing or the pricing of that.  

MR MUNSON: Can I 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 system, it does 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 to put up the 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 the cost itself, and there are many, many variations that can be made to accomplish those purposes.  

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, I believe in the United States for example, that even with smaller merchants, it is fairly common for the merchant to actually buy the terminal.  I know that in some countries it is uncommon for a small merchant 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 register, in the 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, if you really want to know the details you really have to talk to the acquirers.  

MR BODIBE:  Now, related to that, what is built into the merchant’s service fee?  What are the factors that are built in to the merchant’s service fee other than interchange?

MR GROBLER:  As I have indicated and I am typically referring to the single acquiring model as we have reflected on page 57 of our second submission, so that is the model that I am referring to, so that will typically be reflected in the merchant’s service fee, will 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 to merchant.  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, I would say those are more or the less variables that will play a role in the merchant’s service fee.  Again, you know, I do not want to pass it back to the acquiring banks, but obvious there is some business strategy behind it as well.  Some of the acquirers may try to focus on smaller merchants, some may focus on bigger merchants or retailers, so I think it is a question of may be to ask some other banks as well.  

MR BODIBE:  So, can I repeat what you say are the elements that go into the decision-making, there is one that I just missed.  You said, the risk profile, turn over the products, the cost of service and perhaps even the banks business strategy.  What did I miss?  

MR GROBLER:  I think what you have missed as well, is the product profile of the merchant, so typically if it is a product 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’s service fee.  

MR MUNSON:  Risk can be a huge factor.  I recall earlier in my career at MasterCard, in the 1990’s, you may recall there were a wave of airline failures.  Pan American ran out of business, TWA went out of business, Continental went through chapter 11 and if your think 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 the bank and say, I bought this ticket and the air line is out of business, give me my money back, and then under the charge back process that Eddie mentioned, the issuer 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 exemplify, 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 small, 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 acquirer and if the acquirer cannot 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 of the most important factors in just about every aspect of the business and after all we’ve 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?

MR MUNSON:  If I can answer that, I 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 interchange fee that a merchant 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 if it is say a retail merchant with brick and mortar stores, so the answer is, there is no general answer to the question.  You have to know what services is the acquirer providing to the merchant and what are they charging for those services, and how much is the interchange 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, I do not believe you can.  Once again, I think I heard yesterday in one of the presentations that in South Africa the range of MSC’s is somewhere between 2% and 7%, ,do I get that right or 2% and 6%, something like that.  If you think about it, if 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 other 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 large percentage of the MSC, you know, I do not know, 70%, 70%, 90%.  I 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 question in general.

MR BODIBE:  But, would it be fair therefore to suggest that the merchant’s service fee operate to compensate the acquirer plus some margins as well as some portion of the interchange.  What is the purpose of a merchant’s service fee.  That is what I am 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:  I am not trying to avoid your question and I will give you as straight forward an answer as I 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 system, in most cases, will be interchange fees, and that is the cost to the acquirer in the sense that as the example I gave this morning, if it is a R500 transaction, and if the, what I call the settlement differential which is the same as the interchange, if that is R5, 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, interchange is one of the costs that the acquirer bears and if the acquirer wishes 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, I 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.  We must also remember.  The margin for the acquirer, sorry did I say merchant, for the acquirer is the difference between the merchant’s service fee and the interchange fee. 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 I think it reflects on the 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 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:  I would say that is a fair comment.  

MR MUNSON:  No, I do not.  I do not agree with that. The level of interchange is a cost, the interchange is a cost.  How much revenue the merchant, the acquirer can extract, and frankly I think that is a perjorative word, how much revenue they can receive depends upon 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 is 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 is a question of how is the acquirer’s business structured, what are its costs, what kind of merchant is it doing business with, and how skilful it runs its business.

MR BODIBE:  The point I 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 acquirer?  

MR MUNSON:  Interchange is not a revenue to the acquirer.  Interchange is a cost to the acquirer, so it does not affect the acquirer’s revenue, it affects the acquirer’s cost.  The acquirer’s revenue is determined by how much the merchant is willing to pay the 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 respectively engage in 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 obtaining the credit card services provided directly by the acquirer and indirectly by the issuers.  

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 example I gave this morning if you do not intentionally set interchange but you are setting up the business, I think what I was trying to demonstrate is that in order to have a viable four-party 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 submitted by the acquirer through the system to the issuer, then the question that the issuer will ask is, how much money do I have to pay, R500.  R95.  R505.  A decision has to be taken by somebody and that decision has to be taken before the time of the transaction.  Now, how that decision is taken, it is a business decision ordinately, but what I was 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 the system offers.  You have the know what are the costs of delivering these services and you 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 things have 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 share of the total cost of the system than the merchants, the answer is yes, that is generally the case.  We did a study, for example in the UK, where we measured the end to end costs, in other words the total costs of the MasterCard credit card system in the United Kingdom and we compared that to all of the revenues that were received by banks, well issuers and acquirers, and I do not remember the number precisely, so forgive me if I get it a little bit wrong, I can get the number precisely if you want it, but my recollection 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 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 interesting 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 the acquiring 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 to pay the costs for the interest free period etcetera, it turns out that initially even more of the cost is on the cardholder’s side.  So, what accounts for the fact the 95% of the 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 transfer that allows you to redistribute the total cost of the system and put more of that costs on the merchant’s side and less of the cost on the acquiring side.  But nevertheless, when all is said and done in the credit card system in the UK, and I believe that those numbers are not too different than you would find in other competitive markets, the cardholders still end up paying a large majority of the costs.  

MR BODIBE:  And can they be switched around?

MR MUNSON:  Can which be switched around?

MR BODIBE:  Can the proportions be switched around?  Where I am coming from you said interchange is a mechanism to balance the two sides of the market, and you have to understand the dynamics of that market, so for example, at the initial stage where you want a take up rate on the cardholder’s side, you may have to price lower than you would on the merchant’s side.  The question I am asking is, can the proportions change to an extent where for example, merchant pay more than cardholders?

MR C MUNSON:  I think my previous answer proves that, yes, that is true.  As I 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 acquiring side.  Given the effect of interchange, the cost, 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 frankly gets a contribution from the acquirer to 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, I think for American Express the proportion of calculated revenues that comes from the merchant’s side is 70% and only 30% comes from the cardholder’s side.  So, Amex is running a different model, but then it is charge cards bringing costs into relatively high merchant 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 is different. 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 it is a threeparty system.

MR BODIBE   No, for MasterCard.

MR MUNSON:  Once again, understand what we are saying.  That is a good example but understand, there is one very important reason why I am assuming those numbers are true, I do not know those numbers personally, but assuming those numbers are true and knowing what I am doing about the business, I 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 is limited ability to revolve to have extended credit, so at the end of the month you are expected to pay your card off.  Now, that is a somewhat different product.  It is 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. 

So, once again, unless you know what kind of product you are offering and what the costs are initially, you know, you cannot make any generalisations.  But I am not trying to avoid your question. If the question is can interchange be used to redistribute the costs across the system and can there be different 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 categories you 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 is your business, 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 system, must rand for rand, match the value of purchases made using a payment system.  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, every rands worth of purchase made by a cardholder needs to be matched by a rand’s 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 I said, I was 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 depending on the currency, 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 issuer’s volume may be different if that issuer is also an acquirer, it may be different than its acquiring volume, because it may do more issuing business that acquiring business or vice versa.  

But if you look at the whole system the total of all the issuer’s volumes and the total of all the acquiring volume, they have to be the same, because as Christian said, you know, for every time you pull out your MasterCard, and I hope all of you have MasterCards, if you make a purchase that goes against the issuer’s volume and that same transaction then becomes part of the acquirers volume, 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 who say, I 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 the one on the Economic Literature on Two-sided Markets that does not support intervention.  Just so that I am clear, the red bars refer to Social Cost, and the Blue one is the cost to merchant.  What do you mean by social costs?

MR KOBOLDT:  By social costs I mean the 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, secure transfer to the bank, bank account costs, whatever ...  it would include the cost to the cardholder, so the purchaser using cash might be ATM fees and so forth, but it will also include costs of running the cash system in the economy which are neither born by the merchant 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  destroying 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?

MR KOBOLDT:  By that you mean that the 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 that might be rather different, what would not be included here for example, I would have thought, I 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, which would not be that size if cash was sort of less commonly used and so forth.  

So, I do not want you to take away from that slide that all payment systems have the same cost to society.  What I 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 vary considerably across payment systems.

MR MUNSON:  If I can just add a point to that.  You mentioned the black economy.  I can tell you, I have personal experience dealing with regulators in various countries.  I would not name them by name, but there are countries in which there are very sizeable black economies, and by that what I mean is tax avoidance economies, where people engaged in cash transactions, off the book transactions to avoid paying taxes.  I presume 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 electronic and other 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 to look at the social costs in that country, because there are differences in 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 argument that 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 need to be very, very careful to take to account the various cost elements that are being incurred and the chart was meant to address some of the shortcomings of the theoretically economic literature and without wanting to bore you or the audience to death.  What those models typically assume is that there is a reference payment system, let us call that cash, which has a certain cost to the merchant and another payment system, let us call that cards, which is more expensive to the merchant and the conclusions is to whether there are too many card transactions or too few card transactions is basically determined on the basis of comparing those cost elements.  

Now, that can only provide guidance as to whether there are indeed in the really, too much or to few card transactions.  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 significant diversions between private cost, the cost that the merchant takes into account when it decides whether it prefers cash or cards, and the costs that this decision closes on society, the conclusions you can draw from economic models that say there are under certain 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 the economy 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 warning, do not just because some economic models says there is a tendency for card associations to push card transactions too much, do not conclude to that that this is indeed a profit.

MR MUNSON:  I can give you a real world example of social costs versus economic cost of payment systems.  I was in a city, not in this country, a number of years ago and I went into a jewellery store to buy a very expensive piece of jewellery for my wife and I did not have enough cash to pay for the jewellery.  And the merchant said to me, you can pay with your credit card or I 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 usage might be relatively small, because I 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 demand for using a credit card went up.  So, you know, once again, you know, costs, value, demand for things, I think the point is you just cannot take into account the stated 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 I 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 form of payment, cash let us say versus credit cards, you would have to go in and measure the cost to 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 typically are not 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 the day.  There are also cash handling costs that are often not accounted for, in other 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 account is 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 actual cost of the cash to the merchant will vary and we have, the numbers on this are not great, these are hard studies to do to measure this.  

We did a study in Australia a number of years ago and I would say one of the difficulties of doing these studies, is the merchants are very reticent 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 merchants in Australia 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, fully measured out of pocket cost to merchants 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 credit card, but for 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 be answered in the abstract.  If you really want to know what is the cost of accepting 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 country and merchant category to merchant category and so, there are no easy answers to such a question.

MR KOBALDT:  Can I just add two further points to avoid any misconception about what this graph does and does not do.  What you can conclude from this diagram is 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 forms of payment.  That is what you can conclude from this graft and that is why there is an 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 it.

Another point I 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 significantly better 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 a week and two 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 I am saying is, you should not 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, particular when there is interchange proceedings which seemed to be driven to a large extent by merchants to focus strongly on the cost of the merchant.

MR MUNSON:  Well, 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 that transaction to the merchant may be less.  The best example I can give you, is certainly something that we believe and I think the history of our industry proves, is that there is a benefit to merchants to offer credit in some form to the customers which is not 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.  Merchants was the first group of businesses to offer cards, originally they were little metal plates actually, but the business was invented by merchants.  Even before the credit card business was invented, merchants had accounts.  Merchants offered credit.  My guess is that if you could do the historical research, you probably find that the ancient traders were offering credit.  I cannot prove that, but it is merchants who invented the idea of extending credit to their customers.  Why is that?  Well, presumably because they found out at some point that if you do not make everybody pay 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 value of the cash transaction to a merchant.  So, I agree with Christian, that 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 a Mercedes Benz, because perhaps the Mercedes Benz, to some people, provides greater value.

MR BODIBE:  My last question is in relation to the decision on the acquiring side, or the deployment of terminals.  I just want to understand why in particular localities which is a predominant feature of the South African economy, even where you have a sizeable number of people with debit cards and credit cards, but you do not have a simultaneous deployment of terminals, just to give you a personal example.  I live in Kempton Park.  If I cross the road to Tembisa, it is a cash economy, no usage 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?

MR GROBLER:  You know, I think it is a question that should be asked to the acquiring banks, but I can give you my view on it.  I 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 devices in the market at this stage, not merchants, devices and I 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 important for the merchant to establish the transaction and this is where I believe that technology can play a role and I can be specific on this one.  Capitec Bank actually launched the chip card technology where it is not important for every transaction, necessary for every transaction to go online to get authorisation for the transaction, so it is a transaction that is not dependent on telecommunications infrastructure.  I would like to make the assumption that that technology will facilitate the development of point of sale infrastructure into the areas that you are referring to.  

So, just to summarise, I think there is a wonderful growth of the point of sale infrastructure.  I think those markets are in the process of being addressed, but I think technology will actually support that going forward as well.  But I 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 important questions.  You should have sort of broadened 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.  Why is that?

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 with the products, service and technology and marketing approaches that will enable our cards to be used more widely and more often.  

I can tell you that there are many, many reasons why cards are not used.  Some of them are very personal reasons.  My mother was the kind of a person who never bought on credit.  She believes that you should save your money and only spend it 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 figure out what the customers want, but that is also an education process that have to go on and 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 were the 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 there are many, 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 one of the most important issues in trying to understand your business and in 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 allow consumers 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 the business, as an anti-trust 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 looking to 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 presentation you made reference to the fact that you do not prevent any banks from 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 limit our 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 following: They 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 enforcing sound fiscal practices. Now, why is that?  Well, the answer is because, I said, I think I said this already today, MasterCard guarantees the settlement of its issuers and acquirers to each other.  So, in other words, if one of our participants, one of our 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 not causing 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 though you are not supervised.  Though very often in that case, the participant will 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 not unduly increasing the risk or if they are increasing the risk, that that risk is covered 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 transactions into the system has gone out of business.  So, that essentially is how the membership 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 business.  That is the other point that you are aware of.  About a year ago, a little less than a year ago, we became 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 supervised financial institutions, I give you an example of how that can change over time.  You may have heard that when the Reserve Bank of Australia regulated interchange fees, at the same time they made some changes in who could participate in the four party systems.  The truth of the matter is they did not change that from the standpoint affecting our rules. What they did was, based upon conversations that they had with us, and I 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 get into the business, would be regulated and supervised, and that then would allow them to participate in our system, because that would meet our requirements.  So, that was the way that Australia could, at least in theory, improve their participation in the four party systems. 

Now, in fact, as far as I am aware, no new entrants have come into the system.  So, maybe it was a waste of time.  I do not know, but we do not, and the final point is, if you want to participate in that system you have to get a licence.  The 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 to issuing or acquiring.  We grant you a licence.  

It is then up to 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 it only wish to engage in the acquiring business, and that third choice, that may be restricted, depending on the location you are talking about.  In some places, I 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 prevent someone from going into the acquiring business, or into the issuing business. Both are permitted and certainly if someone is issuing and has a good issuing portfolio, they are never prohibited from going into the acquiring business, with the single exception, 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 to bring 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 a special 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:  I just want to sum up what you have said, so that I 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 you used.  

MR MUNSON:  Financial institution generally is someone who is regulated and supervised.  But do you have to be a financial institution?  No.  But you have to be regulated and supervised.

MR JALI:  Well, I am quoting you Sir.  You can clarify it.  But that 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 position.  So, if I sum all of this, it means only banks can be involved with your business.  If I 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, may I 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.  

MR MUNSON:  And what I am telling you is, that the term financial institution is not synonymous with the word bank.  We have financial institutions which are not banks, which participate in our system.  I give you a ...

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

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

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

MR MUNSON:  If you properly understand the term financial institution ...

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 supervised?  

MR MUNSON:  Yes.

MR JALI:  Okay.

MR MUNSON:  Can I give you an example?

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

MS NYASULU:  Mr. Munson, I am going to irritate you because I am not going to restrict myself to facts only because I am of the opinion that if we did not indulge in theories you and I 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 that we have the innovations that we have, Sir.  I am quite comfortable with some of the theories that have been raised and I am also, I do not want to ask you questions which you have already answered in some way or other, so I am going restrict myself to talking 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 I am picking up certain things also about where you are going which concern me, and what I am picking up is more a defence of the status quo.  So, I want to ask questions really, that say is there a life outside of this status quo.  

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

MR MUNSON:  Okay, your question is, is a four party payment system necessary? I think it is a great question and I would answer it this way.  Four party payment systems, as compare it with the other models, well I would call it two party system, 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 3½ party model, where you have issuers, but only a single acquirer, I call that a 3½ party model.  So, I think to answer the question I 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 the introduction of the 3½ and the four party systems.  If you assume, and I agree with you by the way, I 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 I am concerned 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 stores, well then you had to have a lot of credit cards, and referring to my dear mother again, she had 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 system is 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 need one card, and you can shop at many different locations, and I would argue, I do not think it is an argument really, I 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 I do a lot.  No one knows me if I go into a shop in South Africa.  They do not know if I have good credit or bad credit, but if I have a MasterCard, they are pretty comfortable that if they sell me something, they are going to get paid.  So, that was, I should say American Express, because we are talking about three party.  If I would have pulled out the 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 system, 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.  Now, from both the cardholders and the merchant’s point of view, I 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 merchants will 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 I heard yesterday, have as many as eleven choices to choose from, and if you are a merchant and you want to accept MasterCard cards, from what I 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.  

There is another benefit which I think in the long run may even be more significant, and that is because these issuers and acquires within the system are still competing with each other, they are constantly innovating and because MasterCard has to worry about the desirability of its service, it is 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 were not electronic.  They were paper-based.  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 greatest innovations which took place in the 1970’s was the introduction of the electronic 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 much more versatile computer chip in the card, and that innovation is driven by a four party system.

MS NYASULU:  Okay, I 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 I now want to probe with you is, you are obviously assuming that the only way that we can introduce competition is to follow the four party model, whereas I 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 system that they want.  It gives 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 I would make.  First of all, I perhaps I did not express it well, but in fact 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 bad thing?

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 around the world, you compare merchant fees, MSC’s between three party systems and four 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 interchange fee.  Why is that?  Well, because once again, interchange fee is this term that we use to apply to the, to use Mr. Bodibe’s example before of reallocating the costs between the system, and I say, yes that is the purpose of interchange.  But do not misunderstand.  The mere fact that a three party system does not formerly need an interchange, because it does not 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 some good indication to believe that in most cases they are actually moving more money from the merchant’s side to the cardholder’s side, in other words there is even more subsidisation of cardholder fees going on in three party systems.  

So, it is yes, four party 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 I just possibly, I think to explain in the context of South Africa, and I 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 got five acquiring banks in South Africa.  I want to include Capitec as an acquiring bank as well.  So, the collective result is much wider than the three party context.  

But I think if you look at the amount of products that has been issued in the four party model 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 is the Mzansi card and really for us to address the market that we really need to address.  I 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 that Mr. Munson shared with you to penetrate the market as deep as we can do potentially through the four party system.  I do not want to argue it is an either or. I think its a both factor.

MS NYASULU:  I would support it on the basis that I said I would support theories.  You and I can only put theories on the table, we have not tested it.  But if I am willing to explore theories I 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 models.  

MS NYASULU:  And I am not against four party.  I 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.  Personally I do not think it is a bad thing that American Express exists. I mean, certainly they prompt us to pay even more attention to our business, because we know they are a very effective competitor and they run a very fine company.  So, to me though, it should not be a choice between three and four party, it should be both, and three parties do bring certain advantages to the market and four party systems bring other advantages, and I think consumers and merchants are benefited if they have both choices.

MR KOBOLDT:  Can I just add one observation that is more a theoretical observation.  The benefit of intrascheme competition I thinks extend further than just being able to say, well I get my MasterCard from Nedbank, ABSA, or whoever.  The benefits extend to fostering 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 a single relationship with the bank for a range of services if you had only three party systems competing with each other.  

Centrally, if I wanted a credit card, I 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 launch the three 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 I am a smaller bank and I cannot run a three party system of my own, I am also limited in terms of access to customers who want single bank relationships.  

So, if somebody wants a credit card, and a current account and maybe some other products, and I cannot offer a credit card because they are on a four party system, to this open system I cannot compete in that space, 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 I may continue with my questions, and again relating to a comment that you made Mr. Munson.  I 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.  

MR MUNSON:  No, I think perhaps what you are thinking of, is I 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 going to...  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 what we called a settlement account.  Literally it is a bank account held by the settlement bank and on a daily basis the issuer is required to put money into that account and we basically send them that.  We look at all the transactions of whoever funds the processing, and calculates a nett 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.  

I 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 I going to have to pay for a given transaction and what other things am I going to have to pay and similarly before an institution is going to participate as an acquirer, it needs to know at the end of the day, how much money am I going to get paid, because, if it signs a contract with merchants requiring to pay its merchants, so that is what I 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 player, you know.  If you sign a merchant contract and a cardholder contract to issue cards, it can figure that out, but in a four party system the issuer, the acquirer has to be connected and have to make a decision.  Is that good enough?  Am I willing to participate based upon rules and based upon the fees and based upon the settlement terms, etcetera. 

MS NYASULU:  I have a question for Mr. Koboldt, and are you, is ECON the same organisation as Dot Econ, before I ask you any questions.  It is exactly the same.  You were quoted quite extensively in the MasterCard documents and if I could just read something that you said in trying to understand this whole issue of balance, and I will say quite unashamedly, I am a marketer, not an economist, so I am battling with the concept.  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 though 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 instances, or we 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 your head, would you explain what that comment means?

MR KOBOLDT:  I 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, I am getting more business, I am possibly able to charge higher prices, I benefit from scale of economies and so forth.  So, what this statement was referring to, was that there are direct merchant benefits, so-called transactional benefits from accepting cards, for example I have an automatic record of the transaction track feed into my accounting system.  I 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 because they offer a better customer service because they offer the customers more choice.  And what I was trying to say is that the decision to accept cards for that reason, is not 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 costs.  It is not 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 better-qualified and more sales staff in order to reduce customer’s costs.  

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 I am saying I am setting up in the most expensive part of Sandton, that is only rational if I expect to be able to spend as a result of that, choice of the ... benefit for my customers to ... and so forth, I would have to be able to recover the higher rent compared to setting up somewhere else.  If I say I keep my shop open for longer hours, I need to make sure that the additional business I get justifies the additional expense.  

So, the recoupment element that you were referring to is always ...(indistinct) I am not going to incur costs in order to get better customer services in order to ..., if I 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 cards in particular.  

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.  I have a very simplistic, if you like, view that says if a market, if supply and demand are not enough to regulate a market and you need some kind of 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 made about market failure, which I made yesterday.  

And that to me is what is the problem with interchange because I 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 then moves 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 market without external intervention.  

MR KOBOLDT:  I would be interested in learning what in your view, the external intervention is in interchange?  Let us start very basically.  Let us assume that I am setting up a business of bicycle courier service, and I make my money by charging the people that I am collecting this from, some amount, and I am charging the people I deliver letters to.  And my business grows, and grows, and grows, and at some point I say, well I am actually quite good at collecting parcels,  apparently better delivering parcels  I collect money to deliver ..(indistinct) and that is really holding me back.  

So I engaged somebody, but he was terribly good at delivering parcels, okay and we operate at an arms length relationship. Okay.  I incur certain 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 I incur are precisely what I get in terms of revenue from the people I 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 costs in delivering than the people receiving the parcels ...(indistinct), and I incur much, much lower costs in collecting than the people who I am collecting from are prepared to pay.  Now, what are we going to do about this?  

We have two choices.  We can say, well, let us just thought it would operate in a long  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, I am making a profit, if you carry pricing like that.  So, you are providing an essential component of the interim services, so I am just compensating you for that.  So, the guy who is delivering is collecting some money from the people of the parcels are being delivered to and he is definitely a contribution for me, because I am making lots of money from the people I collecting parcels from, without this part of being delivered.  The advantage of that is that I 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 I do not understand is why there is agreement between me and my mate, I am collecting his delivery, would be 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 something that was holding me back.  I thought I could do better.  I put in some financial arrangements to make that work, and that is what we are doing.  I mean, that is the sort of innovation I thought you were talking about where market players in response to changes and needs, and in light of come 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 how the things 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 myself I am a fan of the four party model and it seems to me that the network benefits that it generates are very considerable and I would not like to see that damaged.  But, as with all network effects there can be negative as well as positive network effects and it is perhaps on the latter that we are concentrating, the potential for negative effects that we are concentrating on.  Mr. Munson, may I ask you first.  In how many countries do you operate?

MR MUNSON:  I do not know the number precisely, but I have been told it is 210.  

ADV PETERSEN:  I am going to refer from time to time to your various and very helpful written submissions and may I say that the effort that has gone into that, is appreciated.  I cannot see that there is anywhere where a greater effort could have been made, whatever the outcome of  may be.  But I am going to refer initially to your second submission, which I call MasterCard 2, if you have it available, could we go to page 45.  

I will try to identify in my own reading of this document which passages are subject to terms of confidentiality.  If I appear to be intruding onto confidential territory, I hope that you will stop me, but there you say that MasterCard is visible in 210 countries.  What do you mean by visible? Paragraph 9.3.9.2.  About one third of the way down.

MR MUNSON:  Honestly, I am not sure exactly what that means.  I think what it means is, we do not have a place of business in 210 countries.  I presume it means the card is either issued or accepted in up to 210 countries.  

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

MR MUNSON:  That looks like a fair reading, yes.  I did not read the entire thing.  Forgive me if I have ...

ADV PETERSEN:  Not al all.  I got from, you have some 25 000 financial institutions issuing 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. Petersen.  We have over 25 millions acceptance locations.

ADV PETERSEN:  Not necessarily separate merchants.

MR MUNSON:  Correct.  

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

MR MUNSON:  Mr. Grobler is probably in the best position, but he is nodding, I take that as a yes.  

ADV PETERSEN:  Are you able, or willing 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, I would like an answer to both. 

MR GROBLER:  I think in our template in 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 African figure?

MR GROBLER: I would say it is close to 4 million credit cards and round about 9 million debit cards.  

ADV PETERSEN:  Now, I appreciate that the next would be an estimate on your part, but could I ask you what your own estimate is of Visa’s position in the same categories.  Is it roughly comparable to MasterCards, or significantly less, significantly more.  

MR GROBLER:  I 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, I am talking about South Africa obviously.  Not globally.  

ADV PETERSEN: And just so that you have to worry about it, I am aware of your submission that there is not a market definition dominance purposes, while I think of that, because you say that you are in direct competition with all other payment instruments.  

MR GROBLER:  Definitely.  Sorry, Mr. Petersen, something that is in the public domain is the Euro monitor information that I have quoted earlier today and there are some card numbers from that that I can share 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.  I am not exaggerating if I call it formidable, am I?  

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

ADV PETERSEN:  Yes.  Now, and it is because of that and because of the tremendous network effects generated that I would suggest that public interest in how this is run, what its consequences could be, is quite legitimate, and I think I 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 right Sir, absolutely.  We think this enquiry is entirely legitimate and it is entirely appropriate for you to ask this questions.  

ADV PETERSEN:  Now, you gave an indication during your presentation Mr. Munson, that MasterCard itself does not have a direct interest in the level of interchange.  But as I 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 I can even help you out a little bit.  The first point 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 indicated, whether 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 and in an appropriate manner, because it will affect, and I think Dr Koboldt’s presentation today explained quite 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.

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, MasterCard gained during 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:  I think definitely it was an advantage.  I 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 interchange than somewhat lower.  

ADV PETERSEN:  I just want to refer you to a passage in an article which appeared in the Anti-Trust 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 comment on that.  I am quoting “Competition between”, and this is from p651 to 652, “Competition between card brands is ineffective at constraining interchange fees because a network with lower fees gets fewer sales.  If one network were to set its interchange exactly at a theoretically 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 point of sale to avoid a more expensive brand if price coherence prevailed”, that is to say, as I understand it, no price differentiation by the merchant, and I continue to quote, “and the issuer would have an incentive to market more heavily or enhance rebates for consumers 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 loyal to particular cards”.  I am going to assume that I read that clearly enough that you can actually deal with it, without having it printed out in front of you.  Would you care to comment on that?

MR C MUNSON:  I would not care to comment on that, because I am not an economist and Dr Frankel is good economist, but I 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 assumptions 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.  I noticed caviats,how interchange fees would eventually increase the attractiveness of the 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 I may interject, 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. 

adv PETERSEN; But even monopolies are not right or constrained in their pricing.  

MR KOBOLDT; No that is certainly true, but that is, I tried to show that with the graph where the interchange fee volumes, sorry the interchange increase had and increase in transaction 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, Mr. Munson explained this morning that, yes, issuers are interested in interchange revenue. 

So there is at least in the short-term pressure to offer better interchange in order to win issuers business.  But issuers are equally concerned about the acceptance levels, and if they were at risk that acceptance would drop and 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 made on their cards.  So, the assumptions in the model are seemed to be set up and that we want to look at that very carefully, in a way that captures this dynamic that was discussed this morning without necessarily trying to establish the impact that higher interchange fees would have on acceptance.  All I hear you saying was, so much higher, and I would ask, how much higher, and we have a theoretically efficient level which neither I nor you, nor Dr Frank knows if it is in practice and we may have an incentive for card 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 nice theoretical models, very cleverly done.  Wouldn’t you expect, if that were the case, to see an upwards trend in interchange fees in real life?  I think if, theories are falsifiable, so if a theory predicts that interchange fees should be creeping up, and if you observe 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 I think what we heard yesterday could be observed in any other markets is that the interchange fees actually have been coming down, in a competitive environment (indistinct) been creeping up.

ADV PETERSEN;  Yes, I notice you say in a competitive environment, in other words you are not just talking about situation that you deploy like the Australian regulatory consequence.  You are talking about competitive forces.  So, we must be 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 otherwise be 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, I am not hearing a clear refutation of the central point from the passage that I read, which is that there are incentives 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 latter 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 acceptance, so you might trigger a price discrimination.

ADV PETERSEN:  Because the willingness of merchants to pay the merchant’s service charge is associated with a particular card, is not an absolute thing, it is relative to what alternatives are available to the merchant.  Is that not correct?

MR KOBOLDT:  That is certainly correct, yes.

MR MUNSON:  Can I just add one other point and maybe ask Dr Koboldt to come in on this.  That statement is a very simple statement, because as I hear it anyway, it seems to be assuming that the merchant’s only alternative, if the merchant is faced 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 I think other people have talked about this, that merchant’s have alternatives short of refusing acceptance, that 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 can continue 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 is not available, they have other alternatives such as was mentioned, they can discount for cash.  

Frankly, the simplest thing that a merchant can do, and I think some of the studies that we have done in Europe indicate that merchants do, do these things and are well aware of the ability to do them and the same thing 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, I have this other card and if 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 just think that Dr Frankel’s analysis is a little simplistic because in fact, merchant’s have ways of discouraging use and frankly, we as a payment system are just as concerned about the discouragement of the use of the transaction, because in the aggregate that has the same affect as the refusal of the card in the first place, so it is not quite so simple.  Merchants 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, what is the term, no, once you have start that, it is hard to reverse it.  It is known that if you push merchants 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 interchange back down and now we lower the merchant’s service fee, those systems that have now 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.  

I 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 graph on, in my version slide 10, I think it is the short version slides.  I 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 social benefits of encouraging the take up with plastic in place of cash, it is not in contradiction to any of the questions that you asked about the particular cost of cash to the merchant, but it relates to the claim of efficiencies which is made in favour of the, of your scheme.  Let me take you to p27 of MasterCard 2, paragraph 6.5.5.  I quote:  “While it is not the expressed purpose of interchange fees to drive efficiency, they nevertheless have this effect as such fees make four party systems possible which themselves place competitive pressures on other payment systems, thus promoting inter brand competition and further introduce inter brand competition into the payments market”.  I stop quoting there and I would assume that you would apply that also to competition with cash.  

MR MUNSON:  I would think so.  Our understanding as has been pointed out by Dr Koboldt, the cash is a subsidised price.  

ADV PETERSEN: Yes, I appreciate that, but in the market itself cash has measurable costs.  Now, what I want to test with 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 the maximum that the merchant will bear and reconcile that with the maximum card take-up that you can achieve, given the revenue that you can rely on within the model as a whole.  In other words, you are testing the  elasticity of merchant demand, and you will facilitate the issuing of cards in balance with that.  Have I got that right so far?

MR MUNSON:  Well, let me in to that.  Those are your words, Sir.  I am not quite sure exactly what they mean, but I think I know what you are getting at, and we would put it somewhat differently in maybe slight a more practical way and that would be to say that in setting interchange fees, our ultimate goal is to increase the size of the MasterCard business, in other words the number of transactions and the volume of transactions.  

We attempt to do that by setting interchange fees, and the language we use internally anyway, is to maximise issuance and acceptance.  Now, that language as I am sure 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 I understood you correctly to sort of find the maximum point at which merchants will continue to take the card, because frankly I do not think any of these things can be measured all that closely.  At all times one is approximating or estimating, based upon information that one has, and based upon experience and sound judgement, but nevertheless, the ultimate goal is to increase the output to the extent possible, to maximise the size of the scheme.  

ADV PETERSEN:  Because, when we are talking about the merchant not taking the card, I accept your more flexible approach, which is that it does not necessarily mean refusing the card all together, but 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 unhappy for your 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 similar payment 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 will bear.

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 and frankly, that is Dr Koboldt’s language, upper bound, I would not necessarily use that, but nevertheless, you are attempting to establish a number at or below which, you were comfortable that your acceptance will not suffer.  

Now, given that number, you then make decisions as to where to set the fees and 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 sense of: think of it as a warning sign, 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, but you have this number in place and you say yes, but if I do that, I will push beyond this limit we have measured and that is a strong indication to me that they may damage my acceptance.  

Someone else may come to you and say, you know, we want to roll out a new technology like chip, and the only way to get merchants to invest in it, is to give 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, I have no concern with respect 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, I want to find the monopoly price and then I want to take my price up to that.  It is being used to give you an indication of where, in a ball park, where your numbers should be, where your interchange fee should be, and it is to warn you that if you take certain interchange fee decisions, that 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, that does not mean that you would not set any interchange fee above that, you may set some above that, but if you do, you are going to look for some countervailing interchange fee below that number so the balance that weighted average, comes out below that number and in many cases the number is set below that.  

There was an excellent example given yesterday when the South African banks set the interchange fees, the last time they set them, they had a number, they had been measured for debit, but they chose for business reasons to set it below that.  

ADV PETERSEN: Since you mention that, do you know whether, when the South African banks reduced the interchange as it happens on both debit and credit cards in 2003, whether merchants service charges came down consequent upon that reduction?

MR MUNSON:  I cannot comment on that.  

ADV PETERSEN:  But you agree that it 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:  I would believe so, yes.

ADV PETERSEN:  But coming back to the track I was on a minute ago.  What I 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 obviously the merchant is paying it through the merchant’s service charge, not directly.  It seems to 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 I limited the cash just for simplicity, you would be using the merchant’s cost of cash as an upper limit of what can be charged to the merchant for the acceptance of card, and in fact I would suspect that the upper limit would be higher, because one would have to 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 not being applied to social best advantage because you are able to price interchange up to that upper limit.  

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 I can say in 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 develop a proxy 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 a store issue credit card.  

Because credit cards, well it is our position as you correctly pointed out earlier Mr. Petersen, it is our position that if you were to take an anti-trust market definition approach, that you should include in that market cash and cheques and debit cards and credit cards.  There are obviously differences 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 some cases the availability of the short term or the interest free period.  Many debit 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 is the best comparison for a bank issued credit card, is a store issued credit card.  

The second thing I 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 I think as we have said earlier, understanding the cost of cash, a merchant’s cost of cash, is a very difficult proposition.  I am not even sure that most merchants know what the cost of receiving cash is and to the extent that they do know it, I can tell you that they are rather reticent to share it with credit card companies and debit card companies.  

So, I 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 I could give you in a more private setting, but I think that is as much as I can say publicly.  

MR KOBOLDT:  I just want to ...(indistinct) at this point, because I think the assumption underlying this proposition is flawed.  You said if I may paraphrase you, if you were interested in the efficiency of plastic, you would essentially try to price service competitively with cash and you would sort of look at the cost of cash to the merchant in order to drive merchant acceptance to the maximum level exploit to the efficiencies of plastic.  Is that ...

ADV PETERSEN:  Yes, I am not going to quibble with that. Perhaps I will understand it better as we go along.  I am not going to quibble with that.

MR KOBOLDT:  You could actually add on top of that the transactional benefits to the merchant which the merchant should be happy to pay for his ...(indistinct).

ADV PETERSEN:  But that would be an efficiency.  I have no difficulty with that.

MR KOBOLDT:  But that is a rather one-sided view of a two-sided problem, because you can price the service to the merchant as low as you want, ... if there are not very many cardholders who want to hold and use cards. So, even if you said, I really, really want to replace cash at the merchants, and therefore I should really take it as a proxy in order to redeploy ...(indistinct) the efficiencies of plastic, the cost of cash.  If that in the end led to cardholder charges, and the definition of the cardholder Sir is, that was unattractive, you would not make any in roads into the market place.  You would have lots of merchants who happily accept their cards, who happily put your badge on their shop window, but you would hardly have any cardholders who would be using cards in order to make purchases and as a result, not even the merchant, nor the economy as a whole, would benefit from the efficiencies of plastic. 

So, it is intrinsically difficult but, in that case you always, you always need to look at the two sides, and you know that if you increase the price to one side, or if you reduce the price to one side, the price to the other side will have to go up.  

ADV  PETERSEN:  I would like to come back to that aspect in a moment.  Could I just ask Mr. Munson or who ever should answer this, what would be, if the store card is the comparator in the case of credit cards, I have some difficulty with it, I must say, what is the appropriate comparator with debit cards?

MR MUNSON:  That is where we begin to get into what I would deem to be some sensitive and competitive information.  I think it is fair to say, we can go so far as to say that our debit card studies is performed differently than a credit card cost study.  It is an end to end cost study and if we have time to do the presentation, you want to hear some more about it, and I think it is fully explained actually in our submissions, and we brought Peter Sidenius from Edgar Dunn down to South Africa a few weeks ago to explain in this great detail as possible, how these studies were performed.  But I am a little bit uncomfortable talking too much about that in public.  

ADV PETERSEN:  I understand that.

MR MUNSON:  Let me just 

ADV PETERSEN:  We can arrange an occasion when you be able to go on the record on this in a confidential setting.

MR MUNSON:  Let me just put two other things on the record that may help you.  The first is that the debit card, the point of sale debit card businesses, where cards are actually used to make purchases, you know, originally debit cards were ATM access cards, and there still are such cards today, which can only be used to get cash out of an ATM, and then between 15 and 20 years ago, depending upon where you are, banks and debit card scheme operators began to put in place the capability and promote the use of these debit cards for acceptance at the point of sales to make purchases directly rather than having to go to the ATM and get cash out and then they can purchase.  

So, in the first instance, the debit business is a lot younger than the credit business and I would propose that even for those people who have been in that business since the beginning, it is perhaps not as well understood as the credit card business, and I would suggest that another reason for that is, that quite frankly the debit card business is a much more complicated business than the credit card business.  In fact, I do not think it would be wrong to say that there really is no such thing as a debit card business.  

The debit card is one, is usually one of a variety of we call them access devices, ways of accessing the deposit account, or the demand deposit account as we called in the US, the current account is what it is called in Europe.  I am not sure what it is called here, but, so if I establish an account with the bank and I deposit funds in that account, the bank provides me with a variety of means to get money out of my account.  I can go to a teller window and I can draw funds from my account.  I may get an ATM card that allows me to take cash out of the account, and that card may have point of sale utilities, so that I can make purchases directly on that account, but the card is still just one of a variety of aspects and decisions on how to, how the issuer should price for that, the use of that card has to be taken in light of some broader business issues surrounding how the issuer chooses to compete on its deposit business, its deposit account business, and frankly this does complicate the situation of finally set interchange fees on the debit side.  So, I would just say publicly that the setting of debit card interchange fees, frankly is a more complicated subject in the setting of credit card interchange fees.  

ADV  PETERSEN:  It sounds to me as though it is a business judgement and that the cost studies are merely designed to place you in a position to make the most informed estimate of what you can extract on the merchant’s side.

MR MUNSON:  Well, once again there is that word, extract, which I would again propose as a perjorative word.  

ADV PETERSEN:  Your scheme, not you charging, but your participant banks.

MR MUNSON:  Well, if you want to call that a charge I can ...(indistinct) that.  But, I guess to me the best way to say it, is it is a yellow light.  It is a warning.  It is something that can provide you with an indication.  Now, there was a time in the business, certainly there was a time at MasterCard where the results of the card study, the credit card cost study, was more or less, what were the interchange fee ended up?  

That was a long time ago and as the result of really strenuous competition between a MasterCard and its competitors, the setting of interchange fee processes got more complicated, I believe it is fair to say it has become more sophisticated, and many more things were taken into account now than were at an earlier time.  Nevertheless, MasterCard, MasterCard spends millions of dollars a year on cost studies.  I do not think we would do that if we did not think it was a useful tool, a useful device for helping us to set appropriate interchange fees.

ADV PETERSEN:  I am sure it is very useful and worth every penny, but the question is, what is it being used for.  To achieve what goal?  

MR MUNSON:  Once again, the goal is to set interchange fees that will maximise the utility or the utilisation of MasterCard’s costs.  

MR KOBOLDT:  Can I just make one observation and that is again, that the focus seems to be very much on interchange fees as the driver of the pricing of four party schemes.  And without interchange fees sort of all would be more competitive, more like three party schemes.  And honestly, I failed to understand the basis for this assumption, because remember, the three party scheme is undergoing exactly the same consideration.  It is asking, how much should I charge the merchants and how much should I charge cardholders, taking into account that increasing the price to the merchants, raises, reduces potentially acceptance, but allows me to give more to cardholders increasing take up in card usage. 

So, precisely the same consideration, and precisely the same consideration that of on depending Dr Frankel’s article would apply to three party systems.  Three competing three party systems would have the very same incentive to set merchants charges too high and reduce cardholder charges.  And it is not the interchange fee that is responsible for this pricing, it is demand from merchants and demands from cardholders and the fact that they need to match.  And the interchange fee is pretty much the residual element, the element that you need in a four party system in order to enable the four party system to engage in precisely the same pricing considerations, that a three party scheme by virtue of it structure, is entirely free to do.  We would not expect three party schemes to price significantly lower to the merchants, and if they do not, they price higher, despite not having an interchange fee. 

ADV PETERSEN:  Yes, Dr Koboldt, I have not interrupted you despite the fact that as I now want to point out, I am not making the assumption I am not intending to convey an assumption that interchange should be done away with, although I want to come if time allows and I do not forget, to the question of mature markets and what the implications of that are.  But I have to try and pursue one point at a time.  

The concern that I am trying to grapple with is the one that are articulated yesterday and that is the concern that while interchange may be necessary, it may also at the same time provide a platform for an abuse, may, not does, but may, and it is exploring that that I am busy with at the moment.  

Now, I do not know whether you can help us with this Dr Koboldt, but once before in an off the record explanatory engagement, you showed some of us a graph which illustrated the explanation given by Baxter of the balancing process between the two sides of the two-sided market.  I do not know if you are able to put that up and we could mark it as an exhibit, because I would just like to ask you about a few things which I think may become clearer if I may do so with reference to the graph.  

MR KOBOLDT:  No, that is fine.

ADV PETERSEN:  There was one with an aggregate line as well. But if you would like to do it in the two stages, perhaps if you would go back and just spend a minute or two explaining the, what is depicted there.  

MR KOBOLDT:  I was trying to spare your audience the ordeal of going through the explanation of that graph and the reason why will become apparent shortly. What this graph essentially does is, it shows merchant demand for transactions and customer’s demand for transactions as a function of the price that merchants, cardholders or customers are paying.  That is essentially a sort of more complicating version of the simpler diagram I had in my presentation previously.

So we measure again in terms of the volume of sales that merchants would wish to conduct, using payment cards and customer demand as a volume of purchases that customers would wish to make using credit cards and that shows by this blue line here, that is the customer demand and the red line here, that is the merchant’s demand.  And we have in this particular sample costs of serving customers and costs of serving merchants, which are essentially a short cut for the average unit costs of the issuer and the unit cost of the acquirer.  

Now, if the acquirer and the issuer each had to charge price rate to break even on the basis of fees they collect from their respective customer groups, we would have, sorry interchange, we would have a situation which issuers would have to price at that level, cost included ....(indistinct) and so forth and the acquirers priced at that level, which would give us a situation in which the merchant demand is larger than customer demand.  So, that there are merchants, or that merchant would be happy to accept cards for many, many more transactions that customers are willing to make using of.  

Because of the strict complimentary point, that means that the total volume of transaction, and volume of transaction in this case is essentially limited by customer demand.  

ADV PETERSEN:  But you could turn it on its head and make the opposite assumption, but the explanation would be the same.

MR KOBOLDT:  I could turn it on my head, the explanation would be the same, and indeed, if the multi majority of costs in the four party system were incurred by acquirers, it is like ...(indistinct) that I would expect interchange to flow in the opposite direction.  The balancing argument, essentially starts from the notion that what unit to look at, is the joint demand, the ...(indistinct) for transactions, which is depicted here as this black line, which adds up the valuation of the willingness to pay of customers and merchants for any given transaction volume, because that needs to be the same for customers and merchants, and obviously demands would have disappears once merchants do not want to have any further card transactions.  And the optimum price, the optimum price which balances demand, which equalizes demand from the cardholder and the merchant’s side, and still allows issuers and acquires to recover their total cost, ... those prices PCM PM and those are the prices that a three party scheme would set because it would not be bothered about whether the costs are incurred in issuing cards or an acquiring merchant.

ADV PETERSEN:  Fine, now if you can just keep that one up.  With respect, perfectly logical, but it has struck me looking at it, that we have to introduce a dynamic element and consider what effect that might have.  Now, that point of optimisation depends upon the slope of each of those demand curves.  That is right, isn’t it.  

MR KOBOLDT:  The point of optimisation depends upon the true demand curves and the resultant aggregate demand curves.  

ADV PETERSEN:  Yes.

MR KOBOLDT:   Fine.

ADV PETERSEN:  If the cost to the cardholder were to be brought down, it would obviously have an increase demand on the cardholder’s side.  

MR KOBOLDT:  Correct. 

ADV PETERSEN:  But even if not instantaneously, after a time, one would expect as a result of network effects to have an increase in the demand of the merchant’s side.  

***(Start tape 9:  18.04.2007)

MR KOBOLDT:  Two observations.  The first one is that obviously the reduction in cardholder charges would go hand and hand with an increase in merchant charges.  So, you would have an increase in cardholder demand, but you would have a reduction in merchant demand and given that the lower of the two is the limiting factor, total transaction volumes would fall.

ADV PETERSEN:  But that is also not an immediate and direct and automatic consequence, is it?

MR KOBOLDT:  I think what we are sort of trying to grapple with, is what I mean by demand curves, and to what extent that takes into account the network externalities that exist between the number of accepting merchants and the number or cards in circulation, and I remember as having had that discussion when I gave this presentation to the Technical Committee, and I would agree that this representation like any representation, is a simplification.  What I would say is that if you want to include those externalities, those are the demand curves that include feed back affects.  You can draw those, you can construct those, it is not a pretty site and it is not an easy business, but you can do that by basically assuming that this is the demand at the level of acceptance or issuance at the other side that would .. to those prices ...

ADV PETERSEN: ... and one would draw a series of graphs with demand curves having different slopes.

MR KOBOLDT:  And then you would construct from those a single demand curve where expectations in the equilibrium are fulfilled. So, that is why it is not a pretty site and it is not easy to explain.

ADV PETERSEN:  ... but what it must surely mean is that there is not only one objective potential point of balance, but that in fact that if you were able to you could manipulate the price on one side of the market and as a result of network effects, reduce a change in the slope of the demand curve on the other side of the market, which you would then exploit by revenue extraction, in theory.

MR KOBOLDT:  I would not call that manipulate and bear in mind that this is sort of something that every business faces on a daily basis, how do I set my prices, taking into account long term effects.  What I would say, your basic argument would run something like that.  Okay, I am increasing interchange fees, or I am increasing as a three party system, let us say within a three party system, I am increasing merchant service charges, that will allow me to issue more cards and make my cards more attractive to cardholders.  Okay, I will have a drop in acceptance in the short term but I have to increase merchant service charges but in the long term merchants will essentially be brought back into the system, purely because I have more cards in issuing, that is your argument, isn’t it?

ADV PETERSEN:  Yes, it becomes more the downside to not accepting cards becomes greater for the merchants and accordingly what they prepare to pay I must rise.  

MR KOBOLDT:  Yes, that is why setting the optimal balance and setting the prices is a very tricky business and there is no scientific method for doing this.  What I would say though, is that even if you include those long term effects, those dynamic effects and we can for the sake of simplicity that we have gone through all the mess and construct those demand curves, as long run demand curves have fulfilled expectations that ...(indistinct).  The logical peaks have to be the same.  You would have to take into account a whole lot more effects and you can run the argument with a whole lot additional effects, but the basic argument remains the same.  

If I am a three party scheme, I will set my price in that way in order to maximise, but I would taking into account the dynamic effects, taking into account the network effects that ... you from increasing merchant acceptance or increasing issuing.  

And if I am a four party system, I am not able to do that unless I have a way of somehow separating the prices I charge to cardholders and merchants from the lump of costs that are incurred by issuers and acquirers.

ADV PETERSEN:  But now the constant result to reference to the third party alternative, is one that I have this difficulty with.  I can see that there is implicit interchange at work in three party schemes in the sense that the scheme owner is deciding on the price on the merchant’s side and deciding on the price from the issuing side, and is then by moving money from one notional account to another, from one pocket to another, is redistributing revenue in accordance with cost.  Those are clued terms, but it is allocating.  It is not allocating.  The money is not moving to anybody else but it is able to address the problem of cost imbalances on the two sides by pricing which does not necessarily match those costs on the two sides.  It is an aggregate approach.

MR KOBOLDT:  Strictly speaking, they are not costs incurred on the two sides and then what you have is a multificial allocation centrally by saying while here is issuing and here is acquiring ...(indistinct) separate entities.  A three party scheme would not worry about that.  We have a lump of costs which we need to recover, which we incur in serving part of the merchants, what is the optimal way of doing that, what is the best way to maximise the size of our scheme.  

So, even the sort of split into issuing costs and acquiring costs is, or saying add the cost of serving cardholders, and that is the cost of serving merchants, is sort of a bit artificial and it is essentially the result of the function of separation of issuing and acquiring the four party system, and I mean, to some extent to see how arbitrary that allocation, that initial allocation is, you can conceive in different ways in which the scheme rules might be set up.  I gave you this morning the example of the interest free period.  The cost of the interest free period are incurred by the issuer because the scheme rules, for very good reasons, no doubt, stipulate that the merchant gets paid by the acquirer pretty much immediately, on the same day, if it is the cardholding bank.  The acquirer gets reimbursed by the issuer pretty much immediately and the cardholder pays the issuer at a later date.  

Now, if we change the rules and said, the merchant gets reimbursed by the acquirer immediately but the acquirer does not get any money from the issuer until such status the cardholder has settled its payment and then obviously the cost of the interest free period then to some extent may be even the cost of the extended credit will be shifted from the issuer to the acquirer.  So you could at the stroke of the pen if you change the scheme, that sort of ...(indistinct) the stroke of the pen, because there are no doubt, very good reasons for which the scheme is set up in the way in which it is set up, essentially make a notion of issuing costs and acquiring costs, and costs of serving cardholders and cost of serving merchants by saying let us change the scheme rules, which change settlement rules and ...(indistinct) a whole dump of costs flips from the issuer to the acquirer.  

ADV PETERSEN:  Yes, you are bringing out, thank you, some very important points to which I am going to come in a minute, but I do not think that we are really disagreeing with each other over, the basic point is that a three party scheme can within the single firm make all the decisions regarding pricing and I mean, some writers call it an implicit interchange, you may not be happy with that, but we are not misunderstanding each other.  

As I understand it your point is that the unfortunate four party scheme has to achieve the same outcome by more complex process which includes moving revenue from one side to the other.  Right.  But now, isn’t it the case that the four party schemes, Visa and MasterCard in particular have very rapidly and very dramatically outstripped three party schemes globally ...

MR MUNSON:  Well, wait a minute.  I want to at least raise a caution there.  When you say very rapidly outstripped, American Express existed before MasterCard. I think MasterCard existed slightly before Visa.  I think Diners Card actually preceded all three, they all continue to be in business, as far as I know they all continue to be viable concerns and if you look at the shares of the credit and charge card business in a particular country over an extended period of time, like 20 or 30 years, there have been ups and downs for all of them, but I think with the possible exception of Diners, certainly none of MasterCard, Visa or American Express, I think would admit to having been outstripped by its competitors, sometimes you are up, sometimes you are down, but the bottom line is, as far as I am aware of, American Express continues to be the very first competitor and it continues to have a significant share in a lot of markets.  It tends to be a smaller brand, but a very profitable stable one as far as I am aware.  

ADV PETERSEN:  Would you agree that in the South African market, American Express is a relatively, has a relatively small market share compared with MasterCard and Visa.

MR MUNSON:  I think American Express has a relatively small market share overall in a lot of markets.  On the other hand, you have to look at where they choose to do business. I think it is a fair point to make that American Express has chosen a business model and business practices, that where it comes to emphasize and put its resources behind some of the most lucrative card products in the market, in other words very high end cards designed to be used by wealthy individuals who are prepared to pay significant fees and which support large merchant fees because they are some of the best customers.  American Express has always had very healthy commercial and corporate card programmes, so I think, I am just saying you have to be careful before you make simple assumptions that American Express is not a successful competitor.  They are a rather successful competitor.

ADV PETERSEN:  I hear you and it may be that American Express would not be entirely happy with the characterisation that you have just given, but I am not going to ..., they can speak for themselves, if they wish.  But the critical difference between a three party scheme, whether it is American Express or any other and the four party scheme, is that you also is a joint venture of a particular kind.  The co-operation enabling scheme.  

MR KOBOLDT:  Sorry, I am a humble economist, that is the question you 

MR MUNSON:  I think we would accept that yes.

ADV PETERSEN:  I think it is even described so in your ... and a joint venture brings together firms which are otherwise operating independently and competing with each other in the market or in various other connected markets.

MR MUNSON:  Yes, though in this particular case, interesting enough, after coming together, they continued competing with each other.  They just compete with each other under one or more brands.  

ADV PETERSEN:  Certainly, and so it is surely the basis of the four party joint venture that it must be able to enter into effective competition the three party schemes, and for that purpose it is decided and I am not quibbling with that, but a reallocation of revenue between the two sides is necessary and so that is done in one way or another within the scheme, but that is what goes with the territory.  So, what may be legitimate for a three party scheme which is one firm, doing its own pricing, it does not automatically follow from that but a joint venture can do all those same things collectively.

MR MUNSON:  I think that is an excellent point and I hope we have a chance, you have a chance to hear the presentation, because that is the crux of the legal issue in those locations where interchange fee set in by four party schemes, be it by banks, be it by the scheme itself have been challenged under the local anti-trust laws, and we are prepared to present to you the findings at least of a number of courts which indicate that in fact that it should be treated the same under the law as the three party scheme.

ADV PETERSEN:  Whether it is today or on another occasion, you can be sure that we will want to hear everything that is to be said on that, and it is a very important issue.  I am making a very confined point which is that the result to justification by saying well, that is the way it is done in the three party model is not a complete answer in this area.  One is driven back to the question of the need for interchange and then assuming that the need is established.  The need for interchange to be set in the way that is set, arriving at the result which it arrives at, which I understand to be optimisation of output by the manipulation of demand.  

MR MUNSON:  Well, once again I, there is another one of those perjorative words, manipulation.  With great respect, I do think your argument is a little bit, well, maybe deceptive is too strong a word, but it sounds a bit peculiar to me.  You know, manipulation, when a company that is in a one-sided market, if that is the right term, I am not sure it is, when it increases its advertising budget to make its products more widely known and attractive and desirable towards customers, would you call that market manipulation?  It is engaging in a practice which is single mindedly and intentionally designed to increase its share of the market at the expense of its competitors and its competitors might produce products that some people believe are better products and so one might call that market manipulation.  

But, I would contend that as long as one is engaging in a lawful business practice, what one person might call marketing manipulation, another person would call good business and I think that we have one marketing person in the panel, and perhaps there is some understanding you engaging business according to law, and according to business demands, and your goal, obviously is to increase your share of whatever market you are participating in, and honestly I do not think it is helpful to characterise that conduct as manipulative.  It is in fact done because infact, your shareholders expect it, and I think that in a free market economy the competition laws require you to engage in that behaviour.  

Imagine, and this situation has come up in some circumstances, imagine that someone says to you, well I do not think that you should be maximising the output to your system.  I think for example, that your product is not as good a one as your competitor’s and therefore you should not compete so hard. In fact, you should set interchange fees lower so that your products are not so successful, so that there are more debit cards. Does that sound odd?  Well in fact, that is what the Reserve Bank said to us, and I think they put in writing in their report when they announced the regulation.  

But I think if we had done that, we could have subjected ourselves to sanctions by the Australian Competition and Consumer Commission, because we would have been intentionally making ourselves less competitive and generally when firms either, singlely or collectively engage in practices that diminishes their competitive and effectiveness that is considered to be illegal.  So, it is a complicated issue but I just think we have to avoid the rhetoric that it turns what our legitimate legal business practices and tends to demonise them and suggested there is something wrong with them.

ADV PETERSEN:  Yes, as soon as one accepts that it may well be legitimate to achieve a point of balance and may be necessary to do so, then the debate shifts to what is optimal and to the extent that there is power generated by the success of the network, all its progressive and beneficial features, to the extent that there is power reinforced on the part of the banks and the economy like ours by being brought together in this network, then it is legitimate to see whether that optimisation process is simply a one that should attract no adjective or whether there is the need for a public or regulatory participation or oversight, which you did also deal within your opening submission.

MR MUNSON:  I am a regulatory lawyer. I believe it is always legitimate for regulators to examine the markets and the business practices of companies doing business within their jurisdiction.  I am just cautioning that, that as part of that examination I think one must look calmly and clear mindedly and open mindedly at the various business practices and not claim or characterise something as manipulative, when in fact the way that the evidence is, that the business practice has always been part of the industry, has helped the industry go from a zero market share to a significant market share, who has brought numerous benefits to consumers and merchants, amazing innovations in the payments market, I would say, far be it from appearing to be a manipulative business practices, it would appear to be a business practice that has resulted in great benefits to consumers and merchants and economies around the world over the last 40 years.

ADV PETERSEN:  Let me move on.  If one were to assume, and I know it is not an assumption that you are necessarily comfortable with, that if one is to assume for the sake of exploring this theoretically, that we were to come to the conclusion that some definite, let me put it in a higher than regulatory oversight is needed in the rome of interchange to be minded to recommend accordingly, now let us think forward and imagine that there is a regulatory intervention even.  

Would you MasterCard be in a position to stime any regulation of interchange by changing the rules as to where costs fall, i.e. or allocated as between issuers and acquirers, the two sides of the scheme because that was something raised I think by Dr Koboldt a few minutes ago as a possibility if where because, and I think you yourself point it out that interchange is just a word one must look at.  There is an indirect way of achieving interchange which is to change the rules.  Would you be in the position to sty me any regulatory attention to interchange by your control of the rules. 

MR MUNSON : Well, at the risk of it of sounding repetitive, I want to point out once again one is using rhetoric, styme.  If you are asking me the question if there is a regulation passed would MasterCard use all lawful and effective means to continue to compete effectively in the South African payments market, to do the best it can to ensure that its products and services continue to be desirable to issuers and acquirers and the cardholders and merchants, I think you would be very disappointed if I would say, no we would not.  

Of course MasterCard is in business, MasterCard is in business in South Africa unless Mr. Grobler tells me otherwise, I presume that even if there is some form of regulation, we would wish to continue to be in business in South Africa, and so yes, we will continue to compete as effectively as we can, we will employ those business means and measurers that we are allowed to employ, we will comply with the law and we will comply with the law in good faith.  On the other hand I do think it is a bit unfair for you to suggest having had no regulatory finding at all, or no drafting of any regulation at all, to suggest that if there is a narrow regulation of interchange fee which does not in anyway preclude us from changing the rules of our scheme and therefore but we nevertheless we change the rules of the scheme with the good faith of intention and intending to keep our products successful, competitive and desirable, that we have somehow engaging in manipulative behaviour or that we are attempting to styme a regulation.  

ADV PETERSEN:  No. No, I am attempting with the greatest respect, to get a realistic understanding of what is possible.  May I take you to MasterCard 2, page 7, paragraph 2.6.  “MasterCard 1, you are referring to your submission of October last year, emphasizes that interchange is just one of the default terms of the MasterCard scheme and is intrinsically linked to and affected by other default terms.  Regulators however, often found it difficult to appreciate this connection and consequently interchange has attracted attention in isolation from other default terms, and then that foot note 7, I finished quoting there, I started quoting with the words MasterCard 1, in foot note 7 you referred to MasterCard 1, executive summary paragraph 13, could we go that, I do not know if you have that volume handy.  I quote from paragraph 13,”these essential default terms of dealing required for a four party system to operate include, 13.1  the circumstances in which payments are made in reverse, both in terms of the time of conditions that a properly presented transaction has to meet, e.g., in the case of fraud or cardholder default:  the current rules state that issuers must pay acquirers in this regard, what could easily have placed the obligation on acquirers”.  Could you change the liability for fraud in South Africa only?

MR MUNSON:  In South Africa only?  Yes we could have special rules for South Africa. We do have it in a number of instances.  We have rules that apply in some countries only and not in other countries.  Now, let me just make one observation, when it says easily, I think it is using the term in the same sense that Mr. Koboldt referred to before, which is to say, you know, it is relatively easy on a word processor to write a different rule.  

It is not to say that it would be easy to come up with a new product offering which will continue to be attracted the cardholders and merchants, so whether as a business matter it is practical to do that and whether the result would be a desirable result in the market place is another question.  But yes, I think it is fair to say that a rule that was established a long time ago, that initially places and obligation on one side of the business is the other, the rule can be rewritten in many cases and move that obligation to the other side of the business.  

ADV PETERSEN:  And let me emphasize, I make no assumptions about what you would do.  I am merely trying to identify what you could do.  

MR MUNSON:  At least could you in theory, though it may not work in practice.

ADV PETERSEN:  Let me test this with you.  If the regulatory approach were to include compensation for the costs of fraud in any formula for instance, it would be much more difficult then to have the fraud rule changed while that was in existence, I would imagine.

MR MUNSON:  Well, being an attorney, I have to say I would have to look at the regulation but  ...

ADV PETERSEN: What about the other sub paragraphs of paragraph 13, over the page?  Timing of payments.  Costs associated with the refunding period.  And then what really struck me was 13.3.  The amount of the payment, was that, ...?

MR MUNSON:  That was what I was talking about this morning.  You have to have the settlement terms.

ADV PETERSEN:  Yes, so five is a financial terms of settlement.  That, if I have understood that correctly what that means is that the issuer would not necessarily, if the merchandise is R500 the scheme could provide that the issuer would not have pay R500 to the acquirer, but could pay less.

MR MUNSON;  Well, currently that is what the scheme does provide.  That is the role that interchange plays.  

ADV PETERSEN:  But interchange is a deduction so that you get that nett effect.  You could actually change the rule so that the price of the merchandise was not fully paid over.  

MR MUNSON:  Well, think of it this way.  I think this is almost a semantical issue, it is an accounting issue.  The way the scheme rules work today, is the scheme rules say that the issuer shall pay the acquirer on a value transaction and shall pay the amount of the transaction less interchange and then you had to refer to somewhere else in the rules to see the table that sees how much the interchange is.  

Essentially you could say, this is what I was saying this morning, the issuer shall pay the acquirer and at the face amount of the transaction less 1%.  You could eliminate your interchange fees and you will accomplish the same thing.  Now would the nett effect be different.  No, it would not.

ADV PETERSEN:  It just reinforces the point made in your second submission that if one is going to adopt a regulatory approach in this matter it is necessary to address all these potentialities and not just interchange in isolation.  

MR MUNSON:  Well believe me, that was not the purpose of this presentation.  We are really trying to give you a road map through regulation but, you are entitled to make whatever use of it you wish.  What we were trying to sensitise you to, is the fact that if at least, understand our business. At least understand what we think works in business before you make your judgement, and what we are trying to say, and frankly I do think you grasp this honestly, better some regulators that we have dealt with, that one cannot look at interchange in isolation of other decisions that have been made and need to be made.  I could state you examples and I am sensitive to the fact that I am being chastised for maybe given too many international examples, and I apologise for that, but I could take you to examples in other countries, where in fact settlement times are different, where charge back rules are different, you know, there are different practices and it has an effect on what, yes, if one seeks to maximise the output of the system, on what is an appropriate interchange fee.  In fact, there is nothing wrong with these differences.  

Some of them are the result of just historical factors, some of them result from economic issues that the people who created this system in the first place, face the hyper inflation and other things, so you would be amazed, at least I am amazed, at how different payment systems are around the world when you sort of scratch the surface and begin to look at the real details of it.  One thing I have learned is, do not assume anything based on what you know, the chances are it is being done a little bit differently somewhere else.  So I do not presume to know exactly how it is done in South Africa.  

All we are trying to say here was, that before you form a judgement on interchange and you say your interchange is too high, your interchange is too low, or your interchange is just right, understand how that interchange has arrived at, and understand the kinds of decisions we have to take, which will affect the interchange and the interchange obviously will affect those things.  It is sort of, it is all related.  We use the word a seamless web referring to the law.  Well, business is a seamless web.  

ADV PETERSEN:  I do appreciate that today is all about plan A which is to persuade us that regulation is a very bad idea.  If, and it is an entirely if the panel were to come to the view in due course after reading carefully again everything that is written and weighing up all the submissions that some regulatory intervention, should be recommended.  Would MasterCard care to engage with us further about the particulars of that or is this an area in which you have a policy that of non co-operation with the idea, although you may well co-operate with the regulator?  

MR MUNSON:  I can say publicly and proudly that MasterCard’s policy and always has been to engage regulators and everybody else who has in interest in our business, openly and honestly and with the genuine intention to seek mutually satisfactory outcomes which hopefully are good for consumers and merchants.  

So, we are always available to talk to you and we will always try to give you our best advice and we will always co-operate with you to the full extent that we can understanding, of course that we will vigorously defend our rights, that we will boldly and though hopefully respectfully present differences of opinion when we have them, but I certainly, I am a lawyer, I do not run the company and I cannot speak for those who do, but based upon what I know, we are always happy to talk to you.  That does not mean that we are going to be eager to engage in some kind negotiation, but our phone is always on the hook and our door is always open, and we are always ready to get on a plane if we have to and come and see you.

ADV PETERSEN:  I do not wish to extend my questioning further than I really need to.  I think you were present, several of you yesterday, speaking for myself, I addressed quite a number of questions to ABSA Bank, I do not want to travel that ground again, but is there anything, you have made some observations about the proceedings yesterday as we have noted.  Is there anything else about arising from those questions which you would like to say now, otherwise, if not, I am going to stop.

MR MUNSON:  Well, I just want to clarify at least, clarify at least MasterCard’s understanding of a few things that were said yesterday, and it really goes to some of the discussions that we had during the second part of the day in terms of what might be a suitable way of setting interchange fees and whether fees should be set by banks, or by the scheme, or by something that was referred to as an independent third party, and you know, the people who were present yesterday and spoke yesterday are entitled to their opinions.  Frankly, I am not quite sure I understand everything that was said yesterday and everything that was intended.

I just want to say, though, personally, I am sceptical that there is or can be in this circumstances and may be in many other aspects of life, people who are truly independent of the people who appoint them or who pay them or who desire their services.  So, I would just, and to the extent that it was suggested yesterday, and I am not even sure that it was, that the setting of interchange fees should be taken out of the hands of those who are responsible for running the rest of the business, for making the ultimate end user pricing decisions, or for making the strategic decisions, or for making the decisions as to new technologies to adopt.  

To suggest that somebody who is totally separate from this process and is theoretically independent, should then be taskedt with the responsibility of setting what you would certainly understand by now, we believe to be a critical decision in order to ensure the well being and success of a four party scheme, to suggest that would even be desirable, even assuming it were possible, I would caution is a very dangerous concept.  

As I tried to demonstrate this morning, interchange fee and someone this morning suggested that we were trying to some kind of a static situation, or status quo, believe me, we are not seeking to impose that status quo.  We have learned and I have certainly learned in over 20 years in this business that this is not a status quo business, that things are constantly changing, our rules are always changing, the technology we employ is always changing, our relative position in the market is changing, the very form with which we do business, we were in association for many years and now we are a publicly held company, that has changed, and things change so rapidly in this business, and frankly I believe they should that my concern is just the opposite.  

My concern that regulation far from breaking up a status quo, will tend to impose the status quo, because if you task someone who is not involved in the daily operation of the business and the strategies that the people who run the business, believe it to be and need to be employed, and frankly who has no stake in the success of the business, and you ask them to make a critical decision like what should be the interchange fee, I personally think that is a recipe for disaster, and I think that we see some of the negative effects of that in Australia.  

Now, in Australia it did not go quite that far. They did regulate interchange fees and they took it on average from about 95 to about 55 basis points and as I suggested this morning, we see plenty of problems resulting from that.  But I would just urge you on the panel and others within the South African regulatory system to consider very carefully whether it is possible or desirable to have someone making this critical decision who frankly is not part of the business, and does not have the same insights into the business, and does not have the same incentives to ensure that the business continue to be viable and competitive and innovative, and I emphasize innovative, because I think we can demonstrate to you if not here today, at a later date, that where we have set interchange in the United States, global, across border fees and in other countries.  

Our interchange fees have been designed and have very successfully supported innovation and we believe that it have been very necessary in order to bring innovation to the market and I just personally do not see how are we getting to do that if somebody else was sitting in an ivory tower somewhere deciding what those interchange fees should be.  

ADV PETERSEN:  There is a related question which I said I was going to ask and I forgot.  May I ask it now?  You indicated at least in the conclusions to MasterCard 2, that the need for interchange would not disappear with the maturing of the market.  If one confines that just to domestic market, could you explain why it is the case that it could continue to be necessary, even in a market in which just about everybody had cards and just about every merchant was accepting cards.  

MR MUNSON:  Maybe Christian want to say something more about it, but I would just, as a lay person, economically, and when I look at the amazing work that has been done by economists over the years, as I understand it, this basic theory or explanation which seeks to explain why interchange fees exists, and why they can help achieve greater output of a four party system, that the economics does not change, depending upon the state of advancement or the level of maturity of the market.  A two sided market, at its beginning as a two-sided market and then it is fortunate that enough to survive for forty years and prospers such as it can remain a two-sided market and this problem does not go away.  

You know, the other observation I would make is confusing, at the risk of confusing different levels of interchange with the need for interchange, and I think Christian mentioned this before, if anything, I would argue that interchange tends to become even more critical the more mature a four party payment system becomes, and I would site to examples:  one is as Christian mentioned this morning, it is not uncommon in the start up phase for a payment system to set an interchange fee, or otherwise to set the pricing in such a way as to make it very, very attractive to merchants at the risk of making it less attractive to card holders, and why this is, this is a response to what we in the business call, the chicken and egg problem, because in order to develop a two sided market, one must cultivate customers into different camps on two different sides, and so the question becomes, what should we focus on first.  Should we first focus on getting cards in the market and cards in card holders pockets and get them to use the cards, or should we first focus on getting merchants to accept the cards and even promote the use of the cards in their shops, and our experience over many years is that the latter strategy is generally the better one, and the reason I think is relatively straight forward.  

It is pretty easy to put cards in wallets, you know.  You can mail the cards out and you can ask people and people will say yes, sure I will take the card.  Which challenging is to get people to pull their cards out of their wallets and use it, in the general rule of thumb is, that if you can withstand them a month or two, if you can get a cardholder to use their card three times, you probably have tightened them up with the benefits of the card that they will continue to use it, but the key to getting them to pull out the wallet three times, is to prevent them with a myriad of opportunities to use it.  

So having mailed the cards, the next thing you have to do is to get your decal in the windows of a lot of merchants and get some signage up on those merchants and get the merchants to help you to promote the cards, then you put on promotions and I have seen promotions where they actually pay people to use their cards, then you try to get them to use the cards, so the sequence is, mail the cards, build the acceptance base and then try to activate the use of the cards.  

Now, understanding that and considering the implications of that for interchange, what it tends to mean is that in the early phase, in the merchant development phase, it is very often helpful to set low interchange, because as we have said, that results in low merchant fees and even negative interchange.  In other words, there are circumstances where interchange actually flows to the acquirer on the assumption that the acquirer will pass it through in a payment to the merchant.  

Now, over time as the payment system becomes more attractive and it is the relative demands of the card between the merchants and the cardholder shift, as Christian said, as the demand changes, the appropriate interchange fee level changes, and then interchange tends to be higher.  Certainly in the debit business you see this trend at a lot of places, that debit interchange fees, tend to start up very low and over time they tend to grow.  

You might say, well, that is the evidence of a market failure.  Those of us who have been in the business for many years, say no, that is a reflection of how you grow a two sided business.  Now, I do not accept the argument that interchange fees are less important on the fortieth year of a company’s existence than they were in the first year but it may be that interchange fees, if anything would tend to be higher in the fortieth year than they were in the first year, just because the nature of the business has changed and in different basis of maturity, different strategies are needed.   Christian, do you want to add something?  

MR KOBOLDT:  Yes, I think that the underlying argument is that these network externalities are relevant when the market is sort of in the process of being built but ceased to be important.  The challenge has become different ones.  It is not a static environment where you can build a cardholder base on a merchant base and then say, job well done and we will just sort of leave it here and carry on indefinitely.  

There are new payment methods coming along, being developed, you need to be on your toes to compete with those.  There are mobile phone based payment that is coming up, there are merchant developed schemes coming up in the US  which will get authorisation by your driving licence and things like that.  There are other forms of electronic payments, prepaid cards coming up, so that the landscape is constantly rewarding and constantly changing and the basic balancing and the need to make sure that you keep your cardholders happy, you keep your merchants happy, I think it lies regardless of whether we are talking about the growing market or the mature market, that the challenges are different ones.  

There has been the reversal of the flow of interchange, debit interchange fees in South Africa as far as I understand from the submissions.  I just want to cut out the perception that interchange fees go up as the scheme matures.  The challenges become different ones ... acceptance, merchant acceptance.  You might well want to increase interchange fees, that is not in any way linked to sort of a creep up in interchange fees then come down again as costs and technologies change. 

Also there is a point made earlier about innovation and encouraging people to adopt  technologies is one that is valued in a mature market as well as in a growing market.  So, I do not think there is a simple assumption that we just develop a thing and sort of turn around and go home, is quite justified. 

MR JALI:  Coming back to Mr Munson’s comment about the appointment of an independent third party.  We might share some of your views but the one challenge we have would in sort of the competition laws, that there is also public interest element within our competition law.  So leaving it to the people who are already players in the industry may not necessarily address the public interest element.  That is just some comment I wanted to make. I know it is unique to the South African legal system, so it is very important.  We are sort of constantly thinking about it when we are considering the issues.  Mrs Nyasulu has got some more questions.

MS NYASULU:  These questions are not directed at anyone in particular.  Whoever feels best placed to answer them may do that, but before I ask the questions and all my questions relate to your final slide on potential risks of regulation.  But before I ask them, I just want to say, the point your made and speaking for myself again, I would personally, I would defend MasterCard’s right to market themselves as aggressively as they want, because it is your right as a business, and I think it is basically that, which then surprises me because I am more comfortable with an environment where people look at things that are looming and say bring it on, and instead look at how they can deftly move around to actually adjust to a new situation rather than to try and say, leave things they way they are. So, I just want to make that statement about some of the concerns that I have. 

I have a feeling that we might not even get to a point of regulation but the market might overtake us, and I think we have seen in our market how competitors have seen a gap in the market in things that the current players were defensive around and did not want to change and competitors  came in and occupied the niche and low and behold change the whole landscape, so I am not for one minute saying that we might have to recommend regulation at all, but if we did, what I want to do is address some of the risks that you have raised, just to try and understand where you are coming from on them.  You said that we need to be careful that regulation does not end up with us favouring one four party system over another.  Could you explain why regulation would do that?   

MR MUNSON:  I tried to explain this morning how the way in which the Reserve Bank of Australia regulated interchange fees and had in fact and continued to have that affect.  

MS NYASULU:  But it gave an advantage to a three party model.

MR MUNSON:  That is true but before we even get to that which is the second bullet point, and first of all I want to say, I do not believe for a minute that it was the intention of the Reserve Bank to harm either MasterCard or Visa or Bank Card.  I think they fully intended within the objectives that they had set for themselves, that they actually continue to be three strong, competitive viable three party, I am sorry, four party credit card systems within Australia.  

But it is clear that the way that the regulation was first drafted where each company would establish its own benchmark based on the costs that had been occurred by its issuers, I believe it was for a year of two preceding the date of the cost study, had first of all the affect of resulting, or have the potential for resulting in the different schemes, having different benchmarks and in fact that was the result and as I indicated this morning, MasterCard was the beneficiary in the first couple of years of that and we had a slightly higher benchmark than Visa and Bank Card and that did give us a slight competitive advantage.  I do not want to overemphasize that.  

I do not want to say that that meant that we could put these other companies out of business, because we did not, but it is true that we did gain some market shares during that time.  I think there were many reasons for that in addition to that slight interchange advantage, but I just pointed out that it is difficult when instructing a regulation at interchange to come up with a formula approach that allows simultaneously for their to be any discretion on the part of the scheme participants or the scheme operator to set interchange and avoiding a competitive advance.  

In my own personal view, if one really wants to avoid the potential for competitive disadvantage by one scheme or another, you really only have two choices and one is that you continue to allow the schemes or the participants in the scheme to set interchange fees on their own, or you eliminate interchange as a competitive point and you just say, well all four party schemes will have the same interchange, and then interchange cannot be a source of a competitive disadvantage.  Of course on the other hand to the extent that you believe that interchange competition could be beneficial and the Reserve Bank believe that you have to forego that competitive advantage.

So, all I am saying is that with, just within the four party schemes you can affect it.  The other point that I would re-emphasize that I made this morning is that within a relatively short period of time after the regulation, the banks who own that third scheme, the bank card scheme essentially chose to fold that scheme and convert those bank cards into either MasterCards or Visa cards.  I cannot say that the only reason they did that was because of regulation, but I believe that the regulation play a role in that, and I do not think that was the Reserve Bank’s intention, so I would say that that was an unintentional consequence or partial consequence of regulation that Bank Card was disadvantaged and ultimately suffered because of that.

MS NYASULU:  However, just using the same example that you used by your own admission, the advantage that you had was temporary until such time as your competitors rallied and find a way to match ...

MR MUNSON:  Well, they did solve, they solved that wrinkle in the system, but there is another which I also mentioned which is that now, that everybody is using exactly the same benchmark given and has the freedom both and continue to have the freedom to set the actual interchange rate, and you understand the distinction I am trying, the benchmark sets a limit, a cap on the average, on the weighted average of all the interchange fees, but MasterCard and Visa remain free to set, I think in Australia we have what we call a standard card rate, at one level we have an electronic transaction rate, and I think we have a commercial card rate and we may also have premium card rate, I am not sure, so we can set, we are free to set those at any level we want so long as the weighted average of those rates does not exceed the benchmark.  

Now, it is just a mathematical fact that if you started at a certain date and you both had the same benchmark and one of you has a smaller proportion of your cards in a more highly desirable category, in other words if one is behind the other competitively, the one who is behind, well actually for that next three year cycle where interchange is set to the same benchmark, will have an advantage and will be able to set a higher interchange rate or put the other under some competitive advantage, that is just the nature, just the mathematics of averaging, weighted averaging, and we have raised that with the Reserve Bank and I think they are taking the problem seriously but they have not yet come up with a solution to that.  

Maybe there is a solution, maybe there is not, but my point is, it is just to caution you.  I think it is very difficult to simultaneously say, well we are going to regulate interchange and at the same time we are going to allow there to be some form of competition of interchange.  I am sceptable that it can be done.

MS NYASULU:  Okay, I am going to ask another question which relates to what I see as how a company should react in the face of a competitor and a competitors model be more lucrative if you like, or workable than yours.  If I was in that position I would look at a competitor and I would say, well maybe their model works better than ours and so maybe I should change, and I am talking about an example where for instance there is regulation which starts to favour a three party system. The question I want to ask is how difficult would it be for a company that is in a four party system to do some very quick and fancy foot work to adjust their business model to get themselves into a three party model?  

MR MUNSON:  Well, let me answer it this way.  If you accept the fact and I suspect you do that when MasterCard ended up with a two basis point advantage on interchange, that that gave us a slight but nevertheless meaningful advantage.  Consider the fact that on the issuance of premium cards by which I mean cards that are designed for more wealthy, more affluent people and commercial cards which are cards that is designed to be used by businesses, by corporations, which are cards that we believe in our industry and if you look at the history of the industry, require higher interchange fees in order for them to be successful.  

American Express and Diners Club in Australia do not just have a two basis point advantage on those cards.  They have, well I do not know, they have a 100, or 150 basis point advantage.  They can set the interchange.  This is another point to bear in mind and maybe at the risk of further complicating the analysis, let me point out that we talk about the so-called three party systems as if they are just three party systems.  I would contend that when a company like American Express signs a contract with a bank to issue its cards, it is beginning to move in a direction of being a four party system, because now you are, I would say, interchanging transactions, but as far as I know they have skilfully negotiated those shores so that they are not caught up in the regulations or somehow they remain characterised to three party system.  

But nevertheless, they go to a bank that previously had issued MasterCard or Visa, premium cards or commercial cards and because we have to, under the weighted average rule we have to, we cannot necessarily take our premium card rates or our corporate card rates up to the level we would desire, because then we would have to take the rates for the majority of our cards too low, and they go to the bank and say, you know, we are not so constrained.  We can give you a payment if you call it interchange, but we can give you a payment that is significantly greater than what MasterCard or Visa can give you, so why not you issue an American Express or a Diners Club branded card and set it.  

MS NYASULU:  You see, that is exactly my point.  What you are talking about is a company that has its finger on the pulse and has seen a gap and is using it.  The question that I was asking you, is how difficult would it be, assuming that you saw, and I mean I would have thought if a competitor can, in my environment it would be the kind of margins that they make.  If they could get a 60% margin and I was getting a 5, my goodness, I would move in their space so quickly, so the question I would like to understand, what stops you moving into that space, they have moved into your space by your own example, and how difficult would it be?  

MR MUNSON:  Well, I think it is as difficult as it is to convince the Reserve Bank of Australia to allow us to do it.  It is not that we do not want to do it, it is not that we could not do it.  Business-wise we are prevented from doing it by the interchange fee regulation.  We are no longer allowed to do it in effect.  Now, could we restructure our entire business, cease to be a four party system in Australia.  You know, that is a very interesting question.  We are certainly not able to discuss that in a public forum.  Given the fact that MasterCard has not done that in Australia, it may be fair to assume that that is not as easy task as possible and bear in mind that MasterCard was designed as a four party system, MasterCard is a four party system and MasterCard has been successful as a four party system, and being a four party system you know, must cultivate relationship with issuers and with banks.  If one started converting oneself to a three party system in one place.  Theirs could be repercussions to one’s business relationships in other places.  

So, now that I understand what you are saying, let us just say it has not escaped their attention but I would just say and maybe in a private session I can provide you with some more information, but it is not an easy task, and I guess the broader point though is, that I would urge you, because I genuinely believe that four party systems are good for a society that, you know, if you come to us and say but we are going to regulate you so severely that your only alternative is to convert to a three party system, well I think we will do it.  I have no doubt what MasterCard has the expertise and the resources to run a three party business in South Africa, but I do not think that is to the advantage of South Africa.  It just strikes me that is not the way that you should want us to go, but that is ...

MS NYASULU:  Again like Adv Petersen.  I am not even advocating regulation, I am testing some theories as I said earlier.  Just my final question, and again I am trying to understand some of your, if you like, the concerns you have about possible regulation.  If you take that final bullet point; In your words, it would discourage investment in new payment and new payment product services and old technologies.  

Now, again coming back to how a company in the normal course of business, would want to do, would be to continually innovate itself and the question I want to ask is for instance, your innovation papers, I think it is called, that system, it would have nothing to do with interchange for instance, because it is not card-based as I understand it.  

MR MUNSON:  Well, it is cardbased.  There is a card.  Paypass, what is the term, Contactless, that is the terminology.  I am not as plugged into the technology changes.  I used be the main technology lawyer in MasterCard but that was many years ago.  But, you still have to have a card. It is just that instead of having a mag stripe reader, the little thing that you swipe the card through, you just bring the card close to a reader and I guess through radio signal you can detect it.  

It is a very weak signal so you have to very close, but that radio signal detect it and that draws the information off the card into the reader.  My understanding is that where it has been introduced it is very successful, merchants like it very much because it does speed up the process.  I will mention that to merchants, if you can cut down by even a couple of seconds the time it take someone to pay in a large retailer with long queues, it is a tremendous benefit, so merchants like it.  But the point is, would a reduction in interchange fee prevent the introduction of a new technologically like Paypass.  

I honestly do not know the answer because I do not know what it cost to implement Paypass.  But the example I gave this morning I think is really more what I had in mind.  To implement Chip & Pin, you know chip cards with pin as the cardholder verification method, is a very expensive proposition.  I do not know what it is going to cost in South Africa, but my guess is that it is going to hundreds of billions of rands to upgrade all the terminals and to issue all the cards with the chips.  That is the kind of investment that the bank card business, the banks themselves and the scheme would reconsider if suddenly hundreds of millions of rands or billions of rands were taken out of the revenues in the system.  And what I said this morning was the RBA estimated when they regulated that they are going to reduce the revenues of the banks in Australia, the issuers.  

I think the number was something like $600 million Australian dollars which at the time I think it related to half a million US dollars or something like that and I can tell you that prior to the regulation the Australian banks were planning to implement chip pin at great cost and that after the regulation they decided to put that on hold and it is still on hold, and I believe that that was a more or less cause in that in fact the loss of so much revenue made them think twice about making a very, very expensive investment to bring on board a new technology, a very expensive technology.  So, I just raised that as a potential risk, that if you effectively take a lot of revenue out of the system, there may be implications for implementing expensive technologies.

MS NYASULU:  I think the point and thank you for answering it and in some way the thing of it is, if there is a market for say Paypass, I would find it very strange if you know MasterCard decided not to go ahead with it, simply almost as a punishment for the fact that there has been regulation which affects...

MR MUNSON:  No, it is not punishment.  I mean, I think most people at least in most countries, chip cards are seen as a very good development because they not only help to combat fraud but they open up the opportunities for new kinds of services.  

Think of it this way, if the interchange regulation takes the form of taking a large amount of money out of the industry, and that was the nett effect of the RBA’s report.  It basically prevented the, well, interchange went down, the merchants got back almost all of that reduction in a fairly short order, so in other words, it is like taking 600 million Australian dollars from the banks and schemes, we talk of banks and giving it to the merchants.  

If you ran a business and suddenly you had a huge decrease in your revenues and your projected revenues on into the indefinite future and you prior to that had made a decision to implement a very expensive new business or new technology, just from a financial standpoint, would not it be reasonable for you to say you know, maybe we cannot afford this right now.  

We have to cut back, we have to watch our budgets because we just lost a whole bunch of revenue.  I just think you know, it is not a punishment, it is just a business to be careful to not spend more than you can afford when you just lost a lot of money through choice of your own.  You know, government has taken the money away and now with the money you have left, you have to put that money where it makes the most sense for your business. 

MS NYASULU:  I think the point is well made, except to say as I understand it, the horse bolted a long time ago in the South African context as far as I understand.  I think I would leave it at that for today, Chairman.  Thank you.

MR JALI:  I see the time now, is after four.  I know most of the panel members started the day at about 4am.  So, it is almost 12 hours now and we still have to prepare for tomorrow.  I cannot see us proceeding with the other submissions.  So we will adjourn the particular hearing.   manager will provide you with other dates as to when we can hear this matter again and carry on with the other presentations and whatever submissions you are going to make.  I think we leave it at that for now.

MR MUNSON:  May I just ask a question.  First of all, I thank you Chair for indicating that we may still have the opportunity to make the other presentation and we do it.  I do not know if I will personally be able to make the trip, but I have very capable colleagues here who can help you.  I just want to suggest that if it will be useful to you and it might be useful to us, perhaps we could provide these presentations to you in the near future with some more information, sort of a written presentation as opposed to a face to face presentation and that would have been an alternative to give you something further submission essentially and make the points in writing and certainly that would not preclude a face to face discussion as well. 

MR JALI:  Well, we are already in possession of your submission.  So I do not know whether you want to add to that, because as I said, the purpose of this particular set of hearings is for us to engage each other and discuss this issues, unless there is something else you want to add, but we have sort of seen your submissions and went through them, but it does not preclude you from adding whatever, if you think there is the need to do that.  But the purpose is just for us to be able to debate these issues to understand each other.

MR MUNSON:  And as far as I am concerned, it is a two way street.  If you have a question you want to pose to us, and if you want to pose it in writing, we will respond.  

MR JALI:  And I must probably at this stage also thank the rest of the team, you know, for the interaction you have had with the Technical Team and the assistance you have given us in trying to understand some of the issues.  Thank you. We adjourn until tomorrow at 09h30 to hear Nedbank, Standard Bank and First National Bank on payment cards.

(Meeting adjourned)
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