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MR JALI: Good morning and welcome everybody, in particular | would like to once

again welcome Mr. Shuter, Mr. Gericke and Mhatelley.Welcome again and we
start with the Nedbank presentation on Payment cards, | see we have a copy of the
slides here, befe | forget, just take that in. just for the record as Exhibit NN.Okay
you are on the floor we will juét. We have Nedbankafter Nedbank just for
housekeepingafter Nedbank we will have Standard bank and then there after we will
have First National bankthink that is the program for the day. Right then you can

start with your presentation Mr. Shuter.

MR SHUTER: Thanks. If | can just introduce my team, Carmen Whateley is heading

up our competition process, al mihe heawlo k s
of Nedbank retail and sitting here is the head of our card division. Just got the three
of us, we are not lawyers, we are not economists, we are certainly not anti trust
lawyers either for that matte¥e are bankers, and we certainly are gaim do our

best to go through this topic with you. We have ten slides and we will take ten
minutes and we think you have been sittthgbughenough power point yesterday,

and also we will be as quick as we can.
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MR JALI: Yes, the one point maybe | woulle to raise, which will apply to all the
banks are, | noticed that most of you were here in the last two days when we were
dealing with this particular subject, if there is anything else which arose and which
you think you would like to addresfeelfe e t o address 1t 1 n t
because we dondét want to go through al
been raised with everybody, the whole exercise will just beatitiep and boring,

so maybe some questions which we may not raisewtoeh we had previously

raised and you feel you like to address them or address them differently, feel free to
do so.

MR SHUTER: Thank you.

MR JALI: That will curtail the duration of this entire process instead of us repeating

ourselves all over agai®kay let us proceed.

MR SHUTER: Thanks very much, just a quick overview of our presentation, we are

going to talk very briefly about how successful interoperability has been in the South
African card payment system, share some of our thoughts on tlessitgcfor

cooperation that arises from interoperability, talk a little bit about the different roles
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that the issuing and acquiring banks trade, different functions, a baaa€ground on
Nedbank as an issuer and acquirer in the South African consditean the relative
demand of the card holder and merchant and how that acts really as a balancing

mechanism. And then some thoughts on the determination of interchange.

We really do believe that interoperability has been a great success story outhe S
African context, there is a few of those statistics up there if you look at 2006 alone,
eighty eight and a half million debit card transactions, three hundred and two million
credit card transactions, we have twenty four million debit cards in theetahich

| think is fantastic, seven point two million credit cards, acceptance of these cards at a
hundred and twenty nine thousand merchants and an active market with five
acquiring banks as was discussed here yesterday, eleven issuing banks so w
certainly think that we have got a healthy vibrant and growing market that is doing

good things for merchants and consumers.

| think the critical thing though, is that interoperability requires cooperation and we
really think that cooperation follows interadility as night would follow day. And

we wanted to introduce the concept of the payment platform as the area where
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cooperation takes place and | think to make the point, it is much broader than simply
interchange, for this interoperable system to worki yeeed a whole range of
cooperation. We have set some of those out there, infrastructure, technology
standards in terms of how these messages are sent between the banks, messagi
formats, clearing rules, operational rules, dispute resolutions, charge diab&l

acceptance.

It is just a miracle in a way that you can have a Nebank Credit card and you cannot
only use it at any merchant in South Africa, irrespective of where they require, but
you can draw money in Peru or Argentina or London or Paris latitharequires a
whole bunch of cooperation to enable it and we have sort of called it loosely the
payment platform. It is a sort of virtual concept because it is technology, it is
infrastructure, it is rules, it is procedures etc., and | think thisble@n covered
copiously in the last couple of days by the technical committee and MasterCard, and
some of the other players, is that the benefits and the costs of the platform must be
balanced to maximise participation and | think what you saw in the reslitie is

that we have had enormous participation in the payment platform, issuers, acquirers,
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merchants and | think really that the concept that we are introducing is inoperability,
payment platform, balancing mechanism, the fact that it is called hatege
determine in a certain way obviously we can discuss that as we go through. But we
believe this is an essential part of the whole system. We talk very briefly about the
roll of the issuers and the acquirers in the payment platform, | am not goimmg to g
through that list, it is a bit of a laundry list, if you look at the issuer clearly they
provide debit and credit cards, their marketing, there is product innovation, they are
providing the credit line, doing the credit scoring, underwriting the fifty idéerest

rate period, disputes, charge back, maintaining the account.

In some of our more premium brands there is a whole lot of other value added
services, concierge services, insurance of various types, travel insurance etc., and s
there is a lot tat goes around the function of the issuing bank and providing these
cards, similarly there is a lot that is in turn done by the acquiring bank, they have the
responsibility for payment clearing, settlement services for all cards, the rolling out
of the pogtive issues. They are training the merchants, they are enabling them, there

is call centre support, the whole authorisation function is just a hugely critical part of
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the puzzle, the capacity to authorise cards twenty four by seven, by three sixty five, i
Is not just when we are shopping at Woolworths on a Friday afternoon, there are
peopl e at Casinos at four o06clock 1in
cards and this thing needs to work twenty four by seven, managing the account
statement, recanliation fraud prevention, is obviously a critical part, customised

reporting, MIS to the merchant, stats on their cards.

So | think there are quite a different set of benefits that each party is providing in the
model. A little bit of back ground on Nbdnk as an issuer and acquirer, we operate
as both an issuing and acquiring bank, | think on the issuing side important to note is
that we are relatively a small player, | think we made the point in the ATM hearing as
wel | . That with mp2e0tOi tATrMO6 sh aavned 30, W4r, 5¢, «
we sometimes feel that people sort of lump the big four together, and in the issuing
part of retail we are a small bank. We heard in the ABSA hearing a few days ago
that they have eight million debit cards, now are hugely envious of that, we have

less than a quarter of that, less than a quarter. So we are a small issuing bank, w
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have not invested sufficiently in our retail presence historically and we really are

working very hard at addressing that.

On the otler side we are a relatively large acquiring bank and that is probably more a
function of the BLE acquisition which put two reasonably sized acquiring banks
together and gave us a relatively larger presence there, but this relative positioning of
being a sraller issuing bank and a larger acquiring bank really results in us being a
nett payer of interchange. Similar to
relatively small issuer we are also a nett payer of interchange, so maybe if we could
just in you minds pull us out of that group of four and in the context of the retall

space, maybe think about us a little bit differently.

Right a quick slide on the relative demand of the card holder and the merchant with
the payment platform, and | think this jugoes to the fact that it is dangerous to look
at one aspect of the payment card system without looking holistically at the relative
demands and rolls of the players in this. If you look at the card holder for example,
access to multiple substitutes tdeat payment, card holder in a retail outlet, cash,

debit card, credit card, cheque all of these payment mechanisms are available, the)
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have access to multiple retailers, if they are not comfortable with buying their goods
in Pick & Pay, they can go 300 tees away and go to a Checkers. And | think they
get benefits from using specific payment mechanisms, perhaps added security in
using a debit card, perhaps increased benefits or loyalty in using your credit card,
perhaps a discount for using cash, so & complex framework, the merchant on the
other hand is really trying to enable multiple methods for clients to buy goods in the
store and | suppose if we put all that together the reality is that the card holder can
choose where to bank, they can choobatyproduct to use when they bank, they can
choose where to shop and they can choose what payment mechanism they use, anc
think that does have a very real balancing mechanism on the whole system. These ar

relative demands of the card holder and the hat

Determining the appropriate level of interchange, our senses are that there are really
two key components, if you look at the top left, the first thing is that the principles in
the scope which is basically the method of determination is as impagdhe level

which is eventually arrived at, you see that little box in the middle, it is a multilateral

arrangement, we have multiple issuing banks, multiple acquiring banks, you need a

19 April 2007

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



10

20

COMPETITION COMMISSION Page9

BANKING ENQUIRY

standard default agreement in our perspective and similar | thistme of the other
entities, we certainly are very comfortable that we introduce an independent third
party to assist in this determination of interchange. We have given a couple of

guidelines there at the bottom.

We think the third party needs to bbjective, we think they need to be independent,

in other words, not sort of financially affected by where the level ends up, they
certainly need payment expertise, this is a very complex area and we do believe thai
they need to have the sustainabilitydagfficiency of the payment system at heart,
because that is ultimately what we are trying to build here, is a sustainable and

efficient payment system.

Some guidelines around how that could be done, various things need to be
considered, value place bye card holder and the merchant on the method, substitute
products, their benefits and costs, the cost of providing the platform regulatory
requirements, the power of different players in the market, and | suppose in
conclusion, is really just to give yausort of a clear steer on where Nedbank sits on

this issue, is that we are very happy with our weighted average cost approach, we are
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really serving as a proxy for that balancing mechanism that keeps the system
sustainable and healthy and hopefully tisadbout ten minutes and we are available

for questions.

MS NYASULU: Mr. Shuter, thank you very much for a brief presentation as well.

Just a few things | would like to ask. One has to do with a comment that you made
about the number of the fact thatu are a small player in the issuing space and you
link that to the fact that you have a very small retail footprint, or you started quite
late, now what has the issuing of a payment card have to do with your retail

footprint?

MR SHUTER: Well obviousy the, your issuing business is really a function of how

many customers you have and who have been issued with payment mechanisms
have a current account, a transaction account, a savings account, | am merely
recording that we have a relatively small antooincustomers in comparison to the

big four banks and | used the example of debit cards, where less than a quarter of the

biggest retail bank issue, some idea of this scale of it, | am just trying to make a
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point, it is quite a significant difference ihd sense of a relatively small number of

customers which means a relatively small issuing business in the card side.

MS NYASULU: Thank you, the other point that | found very interesting is, | would

have thought a bank such as yourselves as a nett paydd ke in the forefront of
wanting to see elimination of interchange. From what | pick up from your slides you

are in support of retaining interchange?

MR SHUTER: I think that is right and | think it does extend back into the ATM side

which we obviogly had a long discussion on, some time ago and the reality for a
small issuing bank as ourselves, is that standard interchange arrangements that ar
regularly reviewed and that have got independent oversight around them really create
a very level playindield and as a small bank, wanting to use the network effect of
ot her peoples ATMOGs and other peopl es
of the games are, and it gives us an opportunity to come into that market and for us
that is a very importarthing and | think we saw in some similar comments coming
from CAPITEC, which also in this category, would be a smaller bank, so | suppose

partly it 1 s better the devil you know
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how the system works, we knowe are able to grow within it, and | mean we can
offer our clients in interoperability, which as a small bank is absolutely critical, it is

absolutely critical.

| think when you focus on the card interchange for the moment, we do drop back a
little bit into the whole economic argument for the two sided market and the payment
platform and the balancing of demand and supply and as | said none of us are
economists, so we will kind of have to been blown up on this in the last couple of
months, but we certainlycertainly resonates with us in terms of how we experience
the market as an issuing and acquiring bank you know how do we get the merchants
keen to sign up as acquirers and accept card payments, how do we get our retai
clients keen to get debit cards anckedit cards and participate in this payment
mechanism and we do find the interchange is a really useful balancing mechanism

and that is really just the heart of it.

MS NYASULU: We spent, | would say the last two days talking quite extensively

on the whde four party model and the three party model and MasterCard went to

great lengths yesterday to alert us to the fact that even though, even within a three
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party model there was some form of interchange and maybe we should call it intra
change because inahmodel there is the issue and the acquirer, the same individual

or the same institution now to the extend that you issue and acquire for American
Express, what is your comment on the issue of where an interchange fee of some sor

of interchange fees sits that model?

MR SHUTER: Unfortunately | missed the afternoon yesterday, | was severely

fatigued after the morning, but | think it probably is worth spending a bit of time just
understanding, the three party model and American Express situation, so imaybe

you can indulge me for a second and | can just describe that.

Essentially Nedbank is licensed by American Express to issue and acquire Amex
cards in the South African market. We are the only entity that is licensed so we
commonly call that a closeddp system so we are a single issuer, you wont find an
American Express card which does not say Nedbank on the back and we are a singl:
acquirer so for a merchant to accept American Express cards, they have to sign &
merchant agreement with Nedbank, scunfl there it is reasonably straight forward

and those would be the three parties in the model.
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Now obviously where Nebank is already acquiring the merchant for Visa Master for
four party models, they have got a Nedbank device, it is nice and singaleseewe

have signed the merchant up, we have got a Nedbank device and we can route th
Amex transactions to Nedbank. | think what perhaps the team were referring to
yesterday, is what happens when you signed a merchant contract with American

Express wih the merchant that is acquired by another bank.

In that example what the other bank does, is they route the transactions to Nedbanlk
so they donot have a merchant, they d
Express acquiring with the merchant like do, they simply play a courier role if
you will, so maybe, we think about, well why would that come about and | think the
reason that comes about I's that, | et O
another bank who wants to accept American Exp@asds, maybe it is an upper end
restaurant in Sandton City where they have foreign tourists coming in and there is a
demand to accept American Express, anc

acquired by another bank. Generally they might go tmther bank and say | would

like to accept these Amex cards, and the other bank is going to say you have to talk tc
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Nedbank, they are the single acquirer, and we would then want to accept those

transactions, so we need to enter into an arrangement wibthiarebank.

Now the other bank | suppose, has got a couple of choices, they could say no, | am
not going to route them to you, in all likelihood, there is a strong possibility that the
merchant would then say, that | may as well give my card to N&diecause they

can accept all three and you can only accept the two, and | think just to be relative to
that point, also from my understanding, that for American Express, they are small in
the South African market, if you look at the American ExpressscHrdt are out
there, relative to the total credit cards, less than 10%, and so we think there is quite ¢
good business rational for that merchant to say or for that acquiring bank, to say |
have got a good merchant that is a client of mine, | am geadtingf Visa, Master
coming through | may as well say yes you can use my infrastructure to accept the
Amex cards and the Amex transactions and | will route them through to Nebank and
in that context, we negotiate a fee with that bank to play this cowneice of that
transaction, it is a bilateral negotiation, they are different across all the banks some

take an hour or two to agree, some have taken years to agree and so in that sense it
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still a three party model because there is no contractuahgemsent around
American Express acquiring to another bank and the merchant. But there is some

use of the infrastructure to route the transactions.

MS NYASULU: Okay, it answers part of the question because | can understand

where the other bank sits, itadgmost an agent, if you want to call them that, but if

we come back to my question and | am quite proud of myself because | have coined &
new phase this intrachange which actually sits between one department in Nedbank
and another who deal with the issgiand the acquiring side of that three party
model, what are the fees that flow internally between those two divisions, one that
deals with acquire issuing and the other that deals with acquiring within Nedbank for

American Express?

MR SHUTER: | am actially going to answer the question, but | just want to make

the point that it is similar in the four party model, because in the four party model for
on us transactions this intra change, that you describe, also flow okay?, And within
Nedbank in the fauparty model we really run the acquiring business and the issuing

business as two separate businesses, so the acquiring business is out there signing
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merchants, servicing merchants, building value added services onto the point of sale.
infrastructureairtime, topups, alliance enquiries, cash back, cash advantage etc., the
iIssuing business is over there trying to persuade clients to bank with Nedbank and to
issue them with payment cards and sign up current accounts etc., and in the exampl
where a Nedénk client goes to a merchant who is acquired by Nedbank and presents
the card, that intra change is going to flow from the acquiring part of Nedbank to the
issuing part of Nedbank. In the three party model internally, this is a Nedbank
internal discusen. We run American Express as one business unit, so in fact that
does not flow even. Notionally Amex is a discreet business unit and we had

everything all together.

MS NYASULU: Okay thank you. Just to try and understand this slide that you, |

think it is slide 3, and | am not sure the extent to which you can answer and if the
information is proprietary you do not have to answer, but just off, there are 88,5
million debit card transactions to 24 million debit cards and there are 302 million
credit carg@ transactions to 7,2 million credit cards, does the Nedbank situation

reflect what the market shows, or is it very different?
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MR SHUTER: | think the reality is that debit cards are sort of relatively new

payment mechanism in the South African marketvechave a much bigger volume
of credit rather than debit industry wide, and Nedbank position would mirror that as
well, perhaps not In the same proportions, but certainly, | think the other thing that is
relevant though is that debit card volumes are grgwnuch faster than credit card

volumes in the Nedbank context.

MS NYASULU: Okay, The next question that | would want to ask then has to do

with interchange fee within those two payment card streams. Now as | understand it
there is a differentiation in éhinterchange fee which is charged on a debit card

payment as there is on a credit card payment, which is the higher of the two?

MR SHUTER: The credit card interchange sits at a 171 basis points, | have been

studying last night and the debit cards sitS5t

MS NYASULU: Okay so is it reasonable then to conclude that it is in the interest of

the banking sector in the market to grow the credit card market and the transactions
and therefore there is a, if you like an unequal marketing focus on gettingradite

cards into peoples hands and credit card transactions than you would for debit card
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transactions.

MR SHUTER: | would say not, they are very different payment mechanisms in the

credit card space we have 55 days free interest, we have the camyatty |

programmes other value added services, fraud, charge backs, disputes, the whol
world out there of credit card as a payment mechanism, the debit card is very
different , it is accessing the account we have none of that complexity and in fact the
study that looked at all the inputs and arrived at interchange was precisely trying to
do that, it was looking at the different costs and benefits in the system to come up
with a fair level of interchange and | think as seen in our submission that in fact the
determination for debit card interchange was quite a bit higher than where we ended
up, so the independent, you can argue independent or not, but in the study that wa:
done the debit card interchange actually arrived at a higher level and the industry

dropped it down to stimulate use of the card.

MS NYASULU: | need to ask a question just so that | understand because a lot of

the banks are using the same argument for why credit cards are more popular and w

see more transactions in credit card, | buyattggiment completely about the fact that
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a consumer who would not have had access to cash is then enabled on the basis th

there is some form of credit to buy what they could not have been able to afford.

The question | would like to ask is on this gfiecand | am trying to assess the
value of the credit card to the consumer is on this 55 day, so called credit and how
real a benefit it is to the consumer. Could you just talk to me about how it actually
works, so | go into an Edgars Store and | butyh\a credit card and its, what do they

ask you, question, they ask you a question, is it straight or budget, right, so | say
straight, but and then | go in three days later or ten days later to make it easy | go into
a Woolworths, and | bravely again ssiyaight, so theoretically | have got 55 days
which started ten days ago in my understanding and another 55 days that starts tel

days later, is that how it works?

MR SHUTER: It is not exactly like that, I think there are a few things that are

relevant, te one is what payment arrangements you have set up on your credit card
so perhaps for ease of this exampl e,
settle the balance in full when it is due, because you could say | will pay 10% every

mo nt h, sayoyoulhave ées$ it up that way within a payment cycle you will
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accumulate transactions into your credit card account and when the due payment dat
comes, roughly 55 days after the first purchase, you will be debited for the sum of

those purchases in tipayment cycle.

Now the reality is that if you had paid using cash then every time you pay the money
Is out of your account and you are not going to earn interest, whereas with the credit
card they accumulate, the money is still in your account all thetlirough 55 days

later it gets taken out as a lump sum, so it is a real saving in comparison to cash ot
debit card because the money stays in the account and if you are a borrower you sav

interest and if you are a depositor, you would earn it.

MS NYASULU: That is a fair summation of it. Chairman | think | want to pause

for a while and come back to more questions.

MR JALI: Mr . Shuter, j ust I n answering to
reference to some of the costs being fraud costs, you wereybasterday, my
recollection is that there was one of the submissions from MasterCard was that fraud

is not that bad in the South African context.
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MR SHUTER: | am going to ask Sydney just to put a bit of colour on it, but if | can

give some of our experieacabout three years ago we had a most terrible experience
with fraud and we have laboured day and night to bring that under control through
various detections, soft ware and its all complex and expensive stuff, but certainly
our experience in Nedbank thast eighteen months has been that we have seen very
good levels of fraud, in fact better than international bench mark, so | think the
comment is accurate as we sit here today, very very good fraud experience, but we
have had times where we have hadfjugr r i bl e experience so

of colour on it.

MR GERICKE: Yes, thank you Chair, in the card business, fraud is typically

expressed as a percentage of turnover which is sad because it is so ingrained in th
card businesses world wide,dawhen MasterCard talks about fraud not being out of
control in South Africa | am sure they refer to it being within acceptable norms, so
those norms are typically between six to eight basis points of card turnover so for
every R100 of card turnover, thabuld be 60c , would be subscribed to fraud if you

incur six basis points, and as a general point of departure if you are within the
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international norm of six to eight basis points, fraud would be deemed to be
acceptable but it is still a very real costlamloss and a risk to this payment system

so it is significant but not out of control.

MR JALI: Okay | was just raising it because when | read all the submissions it was
like it is a major issue and then MasterCard came in and said it is not reallfy out o
control but that is fine, | understand now the context in which it was raised. Going
back to your slide, let us look at slide number 4. We all agree that interoperability
calls for cooperation amongst the banks and then you sort of set out that entir
payment platform and then there is one, the last but one entry there being global

acceptance.

Now | want to ask you about the particular aspect, what would be your view to a
white label card which may not necessarily be globally accepted but beingha Sou
African card with the cost being not as high as the current cost because of the othet
factors which call for global acceptance and the interoperability all over the world,

what would be your comments?
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MR SHUTER: Sir | think if we could as | understana white label card , this would

generally be a card that has limited acceptance within the South African markets.

MR JALI: But we might even extend it to SADEC if you so wish.

MR SHUTER So perhaps the way of answering the question is, we sometimes get

the impression that people think about a three party model as potentially a substitute
for a four party model or visa versa and | think the reality is in the South African
context we have two party models, three party models and four party models all co

exiging and a white label card is often a two party model.

So a white label card could for example be a credit card issued by a retailer that is
only available for use within that retailer, and as an example we issue such a card for
a retail chain called Aékr man6s and we would descr.i
| abel card so it is a card that enabl e
a credit facility but the card is not available for more general use. And we certainly
support that, we thk that is healthy and there is lots of examples of that in our

market and there is no problem with that at all.
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MR JALI: With banks, if | need to extend that to banks generally, would that be

excluding your MasterCard and Visa which are internationalabes?

MR GERICKE: Sir perhaps if | can just understand the question?

MR JALI: A similar card, | am saying a similar card, but excluding your MasterCard

and Visa.

MR SHUTER:I am going to ask Mr. Gericke. | am perhaps a little hazy on the

question & you want to try?

MR GERICKE: S o Chair, as I understand t he

effectively white label cards to look and feel and operate like a Visa MasterCard but

not through the Visa Master payment hassles

MR JALI: Yes that is exactly thguestion.

MR GERICKE: There would be real difficulty in that because for interoperability

you will have to create a payments platform of sorts, with its own rules, what works
in these two sided models or the private label card businesses is that thairéher

very specific retailers and only their stores that can be shopped at by clients who
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carry these cards, so it is very much a one on one relationship, so if we would look at
our Ackermandés example, our <clientrd wo
at any non Ackermandés store or store t
of acceptance and it limits the reach, as soon as one wants to take a private label
white label card, across multiple domains you need a payments platfoorisofcs

allow for the interaction and allow for the exchange of the messages and make sure

the technology can talk to one another.

MR JALI: Well | am talking about, | am setting up this particular scenario with the
payment system of some sort, lets assungethere, you can in cooperation with the

others set up a payment system of some sort.

MR SHUTER: Yes, chair, that is possible if one looks at many European countries

and how they started their debit cards schemes, they were local within country and
there proprietary systems that the banks created or the regulator created thar
facilitated that card payment within that region, so that is possible but it still requires

a payments platform to be created and to be synthesized with all the rules of

acceptane but it is possible.
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MR JALI: | was actually interested to hear, | think in your slide 8 you are actually
saying you would like to, you have no objection to an independent regulator coming

in to regulate interchange.

MR SHUTER: | think chair what were saying is

MR JALI: A third party | am sorry a thir

MR SHUTER We have no objection to an independent third party introducing some

governance into this process and we just give some indication of to the characteristics

that we tlink that person or party should have.

MR JALI: | am sort of surprised because reading all these submissions the one thing
that comes across the complaint by the banks about the other regulation and all the

regulators now you want to introduce another one.

MR SHUTER | think that independent and regulator are not synonymous, so we

have very definitely selected independent third party to say precisely that, it is not

clear to us that it needs to the regulator or a regulator.
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MS NYASULU: Can | just follow g on that question, because that has been a

recurring theme with most of the banks saying if there is an independent third party
we have no problem, now to the extent that one would define independent as apart
from being external to those parties but neinlg paid by those parties as well, how
would you define an independent third party and in the context of South Africa who
would play that role and | am not asking for a specific name but a category. Is it
auditors, is it you know a whole range of peoflet then who pays them to then

cover that independence.

MR SHUTER: | think it is critical for us that the first part of independence is that

they should not be a affected by the level of which interchange is set, so they must
not have an economic intetesther way, | think that is critical, | think the second
thing is that it needs to be someone with expertise in the system, because it is a ven
complex environment, | think it needs to be someone who is independent of the
banks because to provide thendgce we would have to divulge a lot of confidential
information to the party of cost etc, which | sure it needs to be someone that all the

parties will be comfortable to share their confidential information with.
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And then | suppose the last point isn®&one who has got the sustainability and
efficiency of the payment system at heart, | think that is important, and | think that
gives you a sort of reasonable set of possibilities, there are bodies that do this work
all over the world, specialised conguities | think in the hearing yesterday one of
the card associations said they could play this kind of role, you might well want to
have a sort of an auditing flavour in
to the extent of actually beingvolved in the determination, | think there is quite a

wide range of things that could be done.

MS NYASULU: I t hink the only question you d

| am not so much worried about the cost | am more worried about whetheplb@ng
by the very people for whom that independent third party will be doing the study
does not compromise their independence so | am asking the question is who in your

view would be best placed to pay the third party.

MR SHUTER: | think we are not too fa with that | mean if you look as an

analogy the auditing profession the auditors are a requirement of statute but the

auditors are paid by the clients who they audit and their independence is obviously
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paramount to them s o Uuestidnohwihd acttallyifunds the t
study, | think if we end up going this route this will be a statutory provision and |

think where the cost of the study covered for us is not a big issue.

MS NYASULU: Thank you

MR JALI. Before Mr. Bodibe asks questiongyuyhave a relationship with Amex,

are they by any chance going to make a submission?

MR SHUTER: As far as | know they have not been asked to.

MR JALI: | think we asked everybody.

MR GERICKE:I think they gave some correspondence. Chair, my understarsding i

that Amex had met with the technical committee and that they have submitted their

written paper at the request of the technical committee.

MR JALI: No | am talking about coming in to make a presentation you are aware.

MR GERICKE:I know they have not beeasked, they have not offered , but they are

available they have advised me.
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MR JALI:They are available? It would be positively interesting to hear from with
only the two types of models for the payment cards we have only heard from one. So
it would inteesting what they might have to say. | am going to raise the same
guestion with Standard bank and Diners when they take the podium to see whether

we can hear from the other side as well?

MR GERICKE We will be very happy to approach Amex and ask them toemak

themselves available.

MR JALI: Okay. Thank you.

MR BODIBE: Thank you chairperson, good morning Mr. Shuter and your team, the

first question | would like to ask in simulation to your statement that Nebank is a nett
payer of interchange, let me begin bhyif s t asking in this foc

the interchange flow from the acquirer to the issuer?

MR SHUTER: That is correct.

MRBODIBE: Now i f you have a | arge acquirin

are a nett receiver of interchange?
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MR SHUTER: So perhaps if | can just take you through that as a large acquirer we

would have signed up a large number of merchants from whom we would be
receiving merchant services commission, we then have a requirement to pay the
interchange to the bank thaadissued those cards and in that context we are a
relatively small issuer so we end up paying away a substantial sum of money from
the acquiring business which is not compensated for by the interchange we receive a:
an issuer. And | think that in our iidential submission you can see that they are

quite, they have got lots of zeros after them. That is numbers.

MR BODIBE: Thanks. In this arrangement where other banks serve as a courier,

does that include also, do you pay fees for those transactions?

MR SHUTER We do pay fees they are in th

them here, happy to do it in camera, but | think sufficed to say that they are
negotiated individually with the banks and they are all at different levels and there is

a very lealthy tussle in those discussions.

MR BODIBE: What principles do you bring into account in setting your merchant

service charge?
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MR SHUTER We have got quite a bit of detail on that in our submission | think it is

marked as confidential, but I thinkwlill do is ask Sydney to is just to pull some of
the key elements out so we can at least sort of address the principles without going
into the detail of how we would be setting pricing which is obviously very much in

the competitive domain, so | think jufie broad principles.

MR GERICKE If | could ask the panel on page 13 of the acquiring submission. It is

marked confidential, but 1 am happy to sort of pull out the top lines on that.
Essentially we use a pricing model that generates a range of pgratewe then
enable ourselves people with in terms of a range of fees that they can propose to an

merchant.

But what we would be using in determining the fee level and those pricing ranges
would typically be volume, that is the volume of transactionsnpenber, the value

of those transactions, the average transaction value, very importantly the merchan
category, merchant category has a direct bearing on costs like fraud for instance, we
are also aware of what our competitors are doing in this maitket, a very

aggressive market and as Nedbank we win and lose business daily so we do take
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close heed of what our competitors are doing, we then also evaluate the depth of the
overall banking relationship with Nedbank, where we have clients who are eultipl

users of other products and services, we bring that to bear on the price.

We look at the complexity of integrating that merchant into our system, some of them
have multiple lanes in their stores, they need multiple devices or in fact they have
their owninfrastructure which we need to then electronically plum in our backing

systems and then also very importantly, we look at the value added services having
done a needs analysis and what | mean by that, we offer things like cash back to oul
retailers, we ftier airtime topups and depending on the needs analysis and going

through these factors at a high level we then determine a range and we would ther

negotiate the final fee with the merchant within that range, generally.

MR BODIBE: So if the application fothis principle mean that you will charge

differently depending on the size of the merchant and so forth and so forth.

MR GERICKE:That is correct.
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MR BODIBE: Now we have heard yesterday from MasterCard that typically weight

Is involved, it sets the intelhange, | would like to understand whether the current

interchange in South Africa was set by MasterCard or was set by the PCH?

MR GERICKE The current interchange that we have was in fact set at the request

of the ABCI which is a body within the broadeASA frame work, but not set by

MasterCard.

MR BODIBE: ABCl would be?

MR GERICKE:It is the association of bank card issuers.

MR BODIBE: So it all the banks sitting.

MR GERICKE:It is effectively all the banks issuing Visa and MasterCards.

MR BODIBE: Thatwill be all chair.

ADV PETERSEN Mr. Gericke referred to Nedbank offering its merchants cash

back at the point of sale, does that apply to all merchants acquired by Nedbank?
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MR GERICKE We have enabled all our devices for cash back at the point aof sale

Is not necessarily that all merchants want to offer it, it is a service that we believe is
very necessary but it is very much in its infancy and the adoption rate from a retailer
perspective has been pretty low to date but we are currently in thetrpdotieg

with a number of small merchants and its distinctive strategy that we have to promote

cash back at point of sale.

ADV PETERSEN So would I be right to think

provide an acquiring service to a merchant yaawbh provide the facility of cash

back at point of sale if they wanted it?

MR GERICKE We will offer that as a value added service, yes.

MR SHUTER If | could just add to that, we have been involved in the cash back at

point of sale for some time pantilarly through our alliance with Pick & Pay, we
have had the joint venture with them for some time the strategy of more broadly
enabling our merchant base is relatively a new strategy, we ended up with about a
hundred merchants on pilot in the fourth dem of last year, and | think we have

learned some really interesting lessons and maybe just a few of those examples is wi
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prepared some quite comprehensive decoys and marketing material in our get cast
inside, ATM inside etc., and we found that that wasy pretty unpopular with our
merchants because of the whole security issues around cash so we ended up wit
quite a muted presence in store these things called wobblers, who knows what a
wobbler is, it is not as bad as it sounds, but yes you sticktdaf the till and it is a

little thing saying you know cash available here powered by Nedbank kind of a thing.

So | think it really is in its infancy and it is a complex, it sounds so appealing
intellectually that you have got all these point of saeicks out there, the merchants
have got a lot of cash, if they recycle it they say it is money, the consumer says it is
money but it is just turning out to be quite a lot more complex than that, particularly
if you look at what has happened with ATM setumwe had a foiled explosive
device just yesterday again and you have seen some other banks being very hard h
so the whole kind of appetite to get into this cash game | think is a little bit muted on
the retailer side, s cee this sdrbonfature addptiomtkat w e

perhaps we have hoped for.
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ADV PETERSEN Now turning to debit cards in particular, Mr. Bodibe related the

experience yesterday that in for example in Tembisa there are many people with
cards but very few merchants aiststage accepting cards, does that accord with your
own experience and could you tell us something about what is going on to change

that situation?

MR SHUTER Sir, the question is really about our experiences as a acquiring bank

enabling merchants in the under serviced areas to accept card, | think | must ask

Mr. Gericke to shed some light on it.

MR GERICKE To see greater acceptance there have to be a few factors in play first

of all, merchants need to have point of sale presence, secondly, aisdréaidy the
crux for me, is that card holders need to demonstrate that they want to purchase
rather than draw cash on their debit cards, and then thirdly, we need to be able as

acquirers to provide technology that is appropriate for that market.

MR PETEEN: Sorry may | interrupt you. Card holders have to demonstrate that

they want to purchase with the card not just take cash, is that because of rules tha

require a purchase to go together with cash back or is there another reason for that?
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MR GERICKE Generally we see that debit card holders have used their cards in the

main to draw cash they just go the ATM and draw the cash, what we have seen in
recent times is that there is a strong multiplier in those card holders who use it purely
for cash to starpurchasing so that is a strong growth in the market and we see as that
connection is made there will be more demand at the merchant to present the card fo

payment for purchases.

There is no restriction on us to only allow the purchase, allow cashviattt the
purchase, we in fact enabled cash advance and so that then is a function of, does th
merchant want to provide it more so, then the card holder want to access it. The
point | want to raise around the appropriate technology is that a poiateofisvice

as we have seen in many of the stores we go to is not necessarily the most appropriat
for the SPASA Shop in Tembisa, and what we as Nedbank have done is to create
telephony solutions over cellphone where the merchant can acquire that imansact
over the cellphone or phone into a call center and acquire that transaction on that
basis and so it is a function of really the three things the need of those merchants tc

say | want to start accepting card that is in part driven by customers whotphese

19 April 2007

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



10

20

COMPETITION COMMISSION Page40

BANKING ENQUIRY

card for payment and then thirdly then enabling technology beyond just the point of

sale device.

ADV PETERSEN May | just ask you on the cellphone technology that you

referring to, if | am the customer and you are the merchant, would | haviédtein
that transaction with my own cellphone or does the debit card come into it in any

way?

MR GERICKE No, sir how that would work today is that the merchant will sign a

merchant agreement with us as a normal merchant and he would then register his
celphone as the mechanism over which that transaction would be acquired and
typically how that transaction would work is the card number details would be
provided, the transaction would be approved there would be an audit trail provided in
the memory of theellphone and transaction concluded, so it is the merchant solely

with the acquiring bank.

ADV PETERSEN It operates together with the debit card on the customers side?
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MR SHUTER A debit card acceptance is not yet real and live we are in test because

of the issue of pin security over the net so it is credit card definitely and pin based

transactions are about to happen.

ADV PETERSEN Thank you, now continuing with debit cards, could you just have

a look at your slide no 3, | recognise through your engtian that debit cards are at
an early stage of take up. Would | be right in thinking that the number of card

transactions reflected here are for the year 20067

MR SHUTER:That is correct.

ADV PETERSEN So if we start then with the 88.5 million debitrddransactions,

quite a lot of cards, 24 million, so really fewer than four transactions per annum on

each card, Mr. Munson of MasterCard pointed out yesterday that to get people to
hold cards is one thing, but to get them to use a card is another mnsutathere is

a complex of factors there, Mr. Shuter said that volumes with transactions are

growing faster in the case of debit cards than credit cards, but then one would expec

that given the low base from which that is taking place, can you enligktanittle
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bit further about that disparity on the statistics between a lot of cards and a few

transactions.

MR SHUTER | think just a few comments obviously the obvious one is that credit

card market is a well developed market cards have been ardong &me people
are used to using them, debit card in its infancy, | think second point is that
historically consumers have used those cards to withdraw cash and we need to get .

behaviour shift into using them at the point of sale.

| think what is vey interesting though, is if we look at our Mzansi base, we have seen

a very good adoption of point of sale in the Mzansi base, so it is a population that is a
relatively new comer to banking, does not necessarily have the legacy of this card is
for only cash withdrawals and in fact the point of sale usage of the Mzansi card base,
In many respects is better than the historical debit card base that we have, certainly ir
the Nedbank experience, so we think this is going to change quite rapidly and we just
at a stage as we sit here today, you know April 2007, that we are kind of at that

tipping point where we are going to see a lot more use of debit card on point of sale.

19 April 2007

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



10

20

COMPETITION COMMISSION Page43

BANKING ENQUIRY

ADV PETERSEN Thank you, you see | am wondering whether it may also not have

something tado with the perception that that is a reality that a debit card is expense
to use because of the per transactions charge, so it is in your face a charge every tim

you use it. Have you got any experience in relation to that?

MR SHUTER Well | think even generally we find that our consumers are price

conscious they are price aware and so if you are looking at the relative cost of
withdrawing cash at an ATM and using it to make the purchase you use the debit
card it will seem more efficient to use the deb car d and so |
explanation really works that well because it is actually a poor substitute, cash is a
poor substitute economically, and | think coupled with that the debit card really
accesses the underlying transactional account angl &ne a whole range of different
pricing mechanism from fixed fees, fre

really think it is thought about in that way would be our perspective.

ADV PETERSEN Now turning to interchange, | am sorry. As thaigberson said

we are not going to repeat all the questions asked over the last two days, but if there

is anything you want to address, please do so, but | still do have a few questions in
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this area. Let me start with American Express, and hopefully iehear a
presentation from them directly and be able to ask these questions directly, but I
dondt know at the moment whether we wi
their position in the market I s thhat

market aim towards the relatively athloned high spending customer.

MR SHUTER We do agree with that yes.

ADV PETERSEN So in terms of market share it is quite small and unless that

business strategy would change, it would remain relatively small.

MR SHUTER: That is fair comment yes.

ADV PETERSEN Now this a pitched desire as | understand it as a premium product

for which the merchant should be prepared to pay more than the commoner garder

debit or credit card. Is that correct?

MR SHUTER | think we need to unpack that a bit, essentially the American

Express product set is build to attract these premium clients and so its got a lot of

value added services around it and there is a status that comes from having a produc
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like that and the reality is thave attract clients who spend more that higher average
purchase transaction and they acquire goods more frequently. And it is off the basis
of t hat real ity that as an acquiring

commission with the merchant.

ADV PETERSEN Fine | understand that and correctly and unavoidably you talked

about more, more compared with and that must be whatever other bench mark exists

in the merchant service charge field relating to the four party cards.

MR SHUTER That is correct.

ADV PETERSEN Now if | start from the position that interchange in the four party

model is working itself through whether completely or not is a different question but
working itself through into the merchants service charge because it is one of the cost
of acquiring, then the level of the merchant service charge which for American
Express is that base line above which their premium is going to be charged or more is
going to be charged, for that additional value, is affected by the level of interchange,
so American Express is at it were, | maybe using clumsy technology and tell me if

you donot understand me, but the base
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market in charging more for the card to the merchant, is the base line affected by the

level of inerchange?

MR SHUTER 1 think to properly answer that we would have to sort of step into the

mind of the merchant to a certain extend which is probably not entirely up to us to
do, certainly | think that it is valid that the merchant would compare theriéame
Express rate to the rate they would pay on the Visa or Master, | think that is entirely
logical and for so long as American Express can demonstrate the different purchasing
pattern of the consumer, they either happy to pay that or not the redityesfcan
Express acceptance is it is much lower than Visa Master, there are many merchant:
who choose not to, the reality to is that most customers with an American Express
card have another card and | am sure that would be the case in this rooninko | th
that leaves us in a situation where yes we think you probably right that the merchant
references the one against the other, secondly are we right in saying that interchang
is a significant input cost in the merchant service commission in the fowyr part

model, | think that is also undisputable.

19 April 2007

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



10

20

COMPETITION COMMISSION Page47

BANKING ENQUIRY

ADV PETERSEN Thank you, because that would help clear up for me why in the

American Express submission which is publicly available they are so concerned, in
fact they spent the day, if | recall correctly, tireater part of it, warning us not to do
anything to cause iIinterchange to be |
interchange given the fact that it is a three party model and we must on no account
mess things up as was allegedly done in AustraBat | think perhaps you have
provided or confirmed to me that it maybe because of that kind of interest that
American Express would have in the | ev

by the competing schemes.

MR SHUTER | think it is best if tley speak for themselves and | think they have

confirmed to us that they are happy to engage with the panel whether it is a public
hearing or not | think that that bits up for the bait but they are certainly happy to

engage.

ADV PETERSEN You appreciate #t | am asking that in order to understand what

the wider competitive effect is which may follow from the level of interchange that is

set in the four partgcheme. Now could | just take you to your written submission
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of March 2007, there is just a smilpe of gaff gel error on the first page which | am
sure you have corrected which says March 2006. | have corrected it for the record.
Would you go to the yellow section, page 4. | beg your pardon | am sorry the main
reference would be in the orangectsen, page 38 and the yellow section, page 4,
about two thirds on the way down, question 11, and if you read over the page, page &
you have referred us back to the orange section, page 38. That is were you star

dealing with interchange.

MR SHUTER We haw located those two.

ADV PETERSEN But | am supported by the contents page. Lets start with the

orange part, it is quite a long section if you go first to page 43. Line 910, where you
say it I s I mportant to reitreisaheedfdrhat
mechanism in payment systems to balance demand this mechanism can take variou
forms depending on for example the nature of the payment market in question, the
regulatory context of the payment system, payment preferences in the nmakrkie¢ a
origins of the payment system. Would | be right in understanding that you mean by

that that it does not necessarily have to be done by means of interchange.
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MR SHUTER | think that is right. | think most of the section is conceptional

around a bancing mechanism in a twsdded market and we do say conceptionially

it can take different forms.

ADV PETERSEN: So | am not to reduce that to the setting out which you do later

the various alternatives for the setting of interchange, here you addressing i

wider conceptional level.

MR SHUTER That is correct.

ADV PETERSEN Is there anything that you would like to add as you sit there on the

guestion of alternative methods of achieving balance.

MR SHUTER | think certainly for myself as a relative n@amer to retail banking, |

have certainly asked my team that in the ATM world one can see that direct charge
appears to be a technical feasible alternative to interchange and to prove my own
understanding | have asked them is there such an alternatitie icatd payment

system, is there another way to do this and the result of that enquiry is really straight

forward has been no, the interoperability is required, a payment platform is required,
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It needs a balanci ng mec h a ntabksimcomtractual y o L
arrangements between all the issuers and all the acquirers and this is the way to do i
So that is where my own sort of personal inquiry on the matter has got to. Carmen is
shuffling her papers next to me. It is a polite way ofirgga she wants to add

something.

MS WHATELEY: | think if | could just clarify partially what we were trying to

address and you would notice that that is actually included in other aspects of that
answer is to illustrate that there appears to, the mimeetbere seems to have been

a reduction of the contact of the balancing mechanism to the word interchange which
in our view cause quite a lot of confusion about the fact that there may be certain
jurisdictions where the terminology of interchange haseen used but indeed there

Is a balancing mechanism and that was why we felt it would be quite important to put
our view forward to say that we recognise that it does not necessarily have to be

called interchange, but that there is this need to balancel#tize demand.

ADV PETERSEN Thank you, now first | should make it clear that the further

questions that | am going to ask in relation to interchange, | am going to assume that
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it is a necessary mechanism, whether at all stages of the developnieathedrket

are come to and to concentrate on what balances and how to get to it. Let me raise
with you directly because time is short. Your argument which others make as well
that interchange would continue to be necessary to achieve balance evertumnea ma
card payment market. Now one of the arguments as put forward in that context and
indeed it is put forward in the context of explaining the role of interchange even now
the market is not mature | accept that is that without it innovation would becchill

other words that interchange facilitate the financing of innovation. Have | understood
it correctly up to that point? And that would continue to be the case in a mature

market.

MR SHUTER | various parties have advanced various views on you knove @aubs

effect of interchange | do not think we are in that specific our sense is that
interoperability requires cooperation, requires a balancing mechanism. The outcome
effect was removed probably simplistic to say that would cause a drop of innovation.
It may cause the entire payment platform not to work effective any more. it may

stimulate demand in one place and not produce supply in another.
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ADV PETERSENI accept it if you mean that there is a complex of arguments here |

am just wanting to focus on tlr@novation argument alone. And you do raise it in the
orange section on page 42 on page 53 and when it comes to mature markets you rais

it on page 44.

MR SHUTER:Okay.

ADV PETERSEN So it a specific part of your complex of arguments. What is

troubling meis this and let me put this to you and it does not matter whether you
answer fully today or think about it and answer later. What | want to ask you is this
why would it be legitimate for a scheme to make the merchant as we have been
talking about interchnge being raised from the merchants service charge why is it
legitimate for a scheme to make merchant and through the merchant ultimately the

customers pay now for future innovations.

That is not characteristic of the market economy generally that lagmgonow in a
competitive market for future innovations. And my associated question is does that
argument about innovation not carry with it the implication of an ability on the part

of an entrepreneur to extract surplus from captive customers.
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MR SHUTER So perhaps if we could deal with the first part of the question and if |

can just replay it to make sure | have got it right. You are saying that an argument has
been advanced that interchange is necessary for innovation on the issuing side and i
this nd a case of the merchants effectively paying for future innovation through the

i nterchange mechanism ¢é

ADV PETERSEN And charging it to the customers and rolling through the

economy.

MR SHUTER Let us see if we can pick that up as a start and see leosowvith

that and then move on to the second bit.

MS WHATELEY: To answer that particular part of the question, | think what the

argument was attempting to put forward, and perhaps it did not succeed in doing so,
was not to illustrate the current inteactye level or the structure is, for future
innovation. It was rather to illustrate that in any payment street whether it is 100
years old or 10 years old, there is constantly a need for innovation as requirements
change, as new ideas come out, and thabbtiee things that can change the relative

demand within the payment system, or on the other hand impact the relative costs anc
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benefits provided within the platform, is innovation, and the argument that you are
really trying to make is that, if there was idea and a requirement for innovation
without an ability to adjust the mechanism for that innovation it could potentially
have the same consequence of having no balancing mechanism or a balancing

mechanism at an inappropriate level, and if | may #atstit.

| think the one example we use is, if for example you had a requirement for, which
spoke to the need of a card holder, an innovational comment that would talk more to
the need of a card holder. Theoretical the hypothesis would be that the oévev
structure and the balance would be that you now have greater benefit for the card
holder which perhaps for the merchant in this instance, there is not as much benefit
relatively and that one would need to review that to say, what would now lghihe r
place and structure to accommodate this new innovation, and linked to that, to say
that even a mature payment stream constantly has innovation, be it maintenance o

not. Any new or new change could potentially have in impact on those two demands.

ADV PETERSEN Yes, let me just explain that | am grappling with this from, what

| understand to be, a public policy point of view to the extent that competitors in the
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market come together in a network, and necessarily do so and have to set things
collectively. When they start raising the argument that they are doing it for the
public benefit, when that argument comes in to the complex or arguments which they
use, then | have to ask myself the question, should, from a public policy point of
view, this publc benefit be entrusted to this collective of entrepreneurs, or is it
something that requires the intervention of the whole public through its elected
government. So, it brings us to the regulatory issue in relation to interchange. That
Is the reason whiyam raising it. | do not doubt that innovation is hugely important

from a public point of view.

MR SHUTER:I think really just to say, it is complex question and | really want to

give you a glibber answer with just a few minutes remaining. So,K thyou could

indulge us that we properly consider it and come back to you.

ADV PETERSEN Certainly. And | have a similar worry about the idea that

optimisation of output beneficial though that may be for the public in the rolling out
of cards to replax cash for example, this slippery concept of optimisation, | have a

doubt and | would like to ask you the question whether it is always the case in your
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submission that it is legitimate to remove something from the sphere of competition,

because its effecs to optimise output.

MR SHUTER: I think if we can similarly wrap that up in a written response, it could

be the best way to move forward.

ADV PETERSEN: As far as the methodology is concerned in the setting of

interchange, let me just find your shsl where you deal with this in your written
submission and you refer to it as the multilateral hybrid (full), multilateral hybrid full,
orange section p62, which is your preferred alternative, where you set it out, that

plainly does not allow for a reguéay role as | understood it. P62.

MR SHUTER | think we have said there in brackets, that by example it could be

one of those two parties.

ADV PETERSEN Now, yesterday, | cannot remember whether it was the morning

or the afternoon, Mr. Munson on behaffMasterCard, if | understood him correctly
actually express the view that one should doubt whether it is possible for people,

even with the best intentions to be truly independent if they are participating in this
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business, and | think he raised thatheut the interrogatory towards anybody or
anybodyos I ntegrity, to suggest t hat
independent auditors, it would not achieve the notional independence that one is
theoretically looking for, and you seem to take fiedent view on that, and | just
thought | would draw that to your attention so that when we evaluate the evidence on

the record about this, we can be sure that you have taken that into consideration.

MR SHUTER Would you like a response on that. | aat sure if ...

ADV PETERSEN If you care to respond, | just wanted to draw it to your attention

that that was said yesterday.

MR SHUTER | think that perhaps the trade of it, that on the one hand we want

someone with payment expertise, and on the othad lwe want someone that is
independent and perhaps often the expertise by nature rests with someone who i
involved in the system. So perhaps our response would be that we would not perhap:
take such a purest approach to independence as the one tdatdtamd from you,

was detailed yesterday.
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ADV PETERSEN Because, you see, you also have the concept here by way of

example on your p62 that Visa or MasterCard itself could be the sufficiently
independent for the purpose, and you said today when addygssinslide 8 that of
course it could not be anybody financially interested in the level of interchange. If
we were to conclude that the scheme owner, | would not say who, but the scheme
owner, is financially interested directly or indirectly in the leskinterchange, that
would then on your criteria, and make that scheme owner unsuitable as an

independent setter of interchange.

MR SHUTER | think that is fair comment. Perhaps the degree of involvement or

degree of being affected is relevant thoudlthey are affected in a relatively minor
way and we get a party who understands intimately how these systems work, that
may still be a reasonable outcome. You know, we are at a stage where we are sayin
that we are not really fixed on a particularedition here. We think that there is a role
for an independent transparent process and there are quite a few alternatives as t

who that could be.
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ADV PETERSEN And you do not, after clarifying it, you do not exclude a

regulatory involvement or oversighis that correct?.

MR SHUTER We do not exclude it. We would have some concerns about whether

that would be the most appropriate person party in a role like this, but it is not

excluded.

ADV PETERSEN Is it your view that one could get to reliably, to appropriate

balancing figure by using purely objective approach where you gather the
information reliably and you then fit it into well thought out categories in a formula,

or is it something that requires rather at the end of the day, a business jotfgeme

MR SHUTER | think we do believe that there is a role for judgement in the process.

| think that was demonstrated in the industry actually setting the debit interchange at
a lower level in the last study, and certainly from a Nedbank perspectivénygov,

we would be orientated towards lower level, so | think there is a role for judgement.

MR JALI: Right, Mr. Shuter, Mr. Petersen still has some more questions for you.

Well, he has got a few questions for you and we thought, maybe let us talie a t
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break for 15 minutes, we come back, we finish off with you, the we start with the

next bank.

MR SHUTER That is fine with us Chair.

Adjourn hearing

Resume hearing

ADV PETERSEN The lowering of the interchange rates in | think it was 2003,

following the ABCI Edgar Dunn exercise in 2002. Are you able to tell us today

whether merchant service charges came down in consequence of that?

MR SHUTER There is no doubt that merchant services commissions in the

Nedbank space have decreased over the lastyéars. So, certainly they have

decreased over the last few years.

MR JALI: | am not sure whether that was the question. The question was whether in
response to that study, did they come down? Not what whom had done subsequent ti
that in response tahatever might have been the reasons, but in response to that

particular study did they come down?
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MR SHUTER 1 think the reality is that generally, certainly the Nedbank space is 12

month agreements and they have all been signed at different timess sotigoing
to result in an immediate drop because this takes time to work through the system,
but we have a graph that shows our average merchant services commission over the
period and we are very happy to provide that under confidentiality andk yiou
will see that there is significant decline over that period. One can debate because ir

effect of it but certainly there is a decline.

MS NYASULU: | think the question has being asked and perhaps we could ask |

know the other banks sit through bBdzanks presentation, maybe ask them to preamp
and expect the question to, because accusations or too strong a word, but points wer
made about the fact that in 2003 November, when that interchange was lowered,
there was no evidence that the retailers géss on to consumers and hence Adv
Petersendés question is did it affect t

find out from the retailers if they did pass that on to consumers?

ADV PETERSEN I do not know if you are in the position to do thid/e could ask

American Express, but it would be interesting to see the graph on their merchant
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service charges period as well, to see if there is any knock on effect, assuming a

primary effect.

MR SHUTER You see, Nedbank as the licensee is negotigtioge commissions

with merchants, so we will provide that to you as well under the confidentiality.

ADV PETERSEN Thank you. Can | ask you a point of detail. Do merchants who

are provided with a terminal by the acquiring bank, let me take your banla pay

distinct rental for the terminal, or is it factored into the merchant service charge?

MR SHUTER | am going to ask Sydney to pick that up.

MR GERICKE We have a range of pricing agreements, some are as simple as a

monthly rental that includes the s&ing, some we provide the terminals for free
deciding, based on competitive issues, based on strategies with the merchant, but th
fee ranges from low to medium, depending on the size of the merchant, the number
of devices, the complexity of the integoat, but as a general rule we would not price

the rental into the commission.

ADV PETERSEN That would be distinct.
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MR GERICKE It would be distinct and separate.

ADV PETERSEN The reason that | am asking that is to try to organise in our data

what is dstinctly a merchant service charge and what is a infrastructure rental,
because it might be argued by large merchants that their lower merchant services
charges on account of the fact that they provide their own terminals, so that is why |
am interested tget whether the categories of our data are reliable as to whether they
include or do not include recovery for the provision of the terminal. Your answers
are, | understand it, as that there might be cases where they do, but normally you dc

not.

MR GERICKE: It would be the exception. The norm would be that as | indicated in

our submission, is that the rentals are showed as a separate line item and that is nc

included in the commission.

ADV PETERSEN Coming back to the balancing and the need for & four party

scheme, it was to some extent covered yesterday that if there were to occur for
example as a result of the regulatory intervention a lowering of interchange would

resulted in problems for the scheme that could be compensated for at lesstay p
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changing the rules of the scheme as to where costs fall in the first instance. Have yoL
given any thought to that, because it may affect the way in which we address the

guestion whether interchange can be dealt with as-a@atidined problem.

MR SHUTER No, Mr. Petersen, we have not given any thought to that but we

would be happy to respond in writing again.

ADV PETERSEN In regard to the power, question of the power, whatever it may be

of the scheme owners in the four party schemes, the\tiga and MasterCard. Is
their any way that we can assess the degree of power of those schemes over the
participating banks in South Africa, in other words, to what extent can they do as
they like, to what extent. Are the rules themselves the resfils negotiated
outcome with the banks. | am addressing solely from the point of view of relative

power here.

MR SHUTER | am not sure if it is an easy or difficult question, so | will preface my

comments, if it is a difficult question in case, | wouldnt to add something later but
certainly the banks are free to issue Master or Visa, some do both and some do not

and | think that introduces a good competitive element into the system and with the
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added presence of Amex and Diners and white label eadirivate label cards, |
think we experience it as a reasonably balanced scenario to strong associations in th
four party model and you know, we work with both of them and where it make sense

we can kind of play one off against another from a busisesse.

ADV PETERSEN | am moving on as quickly as | can. In the yellow section of

your March 2007 submission, page 3, you say the following in response to the

guestion, do you impose the honour all cards rule, that is question 6, or the honour all
products rule, please explain your answer, and you say simply yes, we adhere to all
honour all card rules in accordance with the respective card association mandates an

membership rules.

My understanding is, and | ask you to correct me if | am wrong, hieatffect of the
honour all cards rule as it is presently posed, is to require the honouring of all cards
issued by the scheme concerned. Have | understood it correctly. So, it would be an
honour all products rule so that if | were a merchant | woultddaend if | wish to

stay accepting cards in the scheme to also accept all cards which may be issued b

19 April 2007

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



10

20

COMPETITION COMMISSION Page66

BANKING ENQUIRY

the scheme in future irrespective of the cost implications there might be for me.

Have | understood it correctly or do | need to be corrected.

MR SHUTER | am going to ask Sydney just to give us a response on that.

MR GERICKE: In terms of cards that are in the market your statement would be

correct. | am not sure about cards that would be issued in future if the merchant
would be bound by accepting tlvards that are on the market today. | have not

studied the exact ... to that extent.

ADV PETERSEN Thank you. Let me then go finally to multiple acquiring, yellow

section, p5, line 131, where you say the first form of multiple acquiring is currently
not miscible in the debit and credit card PCH rules. Now, if we go back we see what
the two forms of multiple acquiring are, as you have explained them. Multiple
acquiring, you say, is reflected in cases where 1, the acquirer splits off the transaction
proessed at their point of sale devices and submits the transaction separately to eac
issuing bank, and you say in brackets, sorting at source, and the second is, | quote

the acquirer splits its acquiring relationships by the association or by card type, fo
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example one acquirer for MasterCard transactions and another for Visa, or one

acquirer for debit cards and another for credit card transactions.

| just want to ask you for clarification about the first form, which you say is not
permitted and which yohave designated it sorting at source. Does that not involve

each i1 ssuer being also the merchantos

MR SHUTER My colleagues say yes, it does mean that.

ADV PETERSEN So itis not a question of the merchant being abgtstraight to

the issuer without their being an acquiring relationship with that issuer. The true

multiple acquiring where there is sorting its, as source.

MR SHUTER | think the part of the answer is that for large retailers who are able to

build relaionships with the individual issuing banks, then this is technically possible

and as such it would in essence | suppose be multiple acquiring.

ADV PETERSEN Yes, and that is not prohibited. Is that not prohibited, because

you go oninline 145tosayits our wunderstanding tha

continuity purposes elected to split their Visa card transactions, so within the Visa
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card frame working, | go on quoting, to, sorry, Visa transactions to one acquiring
bank and all their MasterCard tracsions to another acquiring bank. Now, that is

permitted use

MR SHUTER So, in the latter example, the retailer has a relationship with two

acquirers and the acquirers in turn are routine the transactions to the different banks
In the first example wéit is contemplated, is the retailer interfacing directly into the

iIssuing banks.

ADV PETERSEN Yes, but why candt, why is

the MasterCard arrangements or inside the Visa arrangements there may be mor

than acquimg relationship, what is stopping that?.

MR SHUTER As far as | understand Mr. Petersen, the difference is that in the

mul tiple acquiring in the Pick on Pay

entering into the payment platform to process taedactions.

MR GERICKE In the former example there is an assumption that every issuer is

also an acquirer and as we know, in the South African market that is not the case. So
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if we want to adopt the first model, each issuer will have to becomegairercand it
IS more than just stating that | want to be an acquirer or getting approval from Visa or
MasterCard to become an acquirer. There are huge technical issues that need to k
dealt with to be an acquirer. There are systems to be set up,rudrast, and so
forth and so on. It also in a way defies the principle because every card that is
presented would not necessarily be able to go to the issuer, because many of thos
cards are in fact not issued in South Africa, so an acquirer will have appointed

for certain volume of the transactions in any event.

ADV PETERSEN Now, let me accept that, and let me, if | may separate the issue of

who may in future become acquirers, a
there any rule whiclprevents a merchant within one card scheme, having separate
acquiring relationships with more than one of those existing acquirers, and | have

understood the submission to say, yes, the PCH rule does not allow it.

MR SHUTER Perhaps the submission is pgarvorded. What | am understanding

from my colleagues that there is no restriction on a merchant having multiple

acquirers, so it could use Nedbank to process Visa, and another bank to proces:
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MasterCard, etcetera, that is permissible. What is not pabiasis, under the

current rules, is what we describe as sorting at source.

ADV PETERSEN But let us just take MasterCard. If | am a merchant, may | have

an acquiring relationship in respect of MasterCard transactions with more than

acquiring bank?

MR SHUTER Could we just confer for a second?.

MR GERICKE Today the PCH rules do not allow a merchant to split his

transactions to each and every respective issuer. It is allowed in terms of multiple

acquiring to split either Master or Visa, or dehitcoedit.

ADV PETERSEN Thank you. We have been promised the PCH rules. If you could

help us identify which rules exactly it will save time. We will scrutinise them and
obviously consideration will have to be given to the implication of those muleghit

of the Competition Act. Thank you very much.

MS NYASULU: Can | just start. | am aware that you are probably tired of this, but

just to finish up on the last question that Adv Petersen asked. In our earlier public
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hearings, particularly wheredilretailers played a role, my understanding of a slight
version of that question was, would a retailer be allowed to have, if we say there are
four acquiring banks, four of those point of sale devices and so be able to take a carc
from a customer that isédlbank and put it through a Nedbank point of sale and take
one for FNB, and put it through that. Would that be allowed, or is that what we are

saying, is not allowed.

MR SHUTER Certainly, obvious that is allowed. What it does not answer

practically,is what do you with an Investec card, what do you do with a City Bank
card, what do you do with a Capitec card. So, it would still be an acquiring
relationship for issuers who are not acquirers and there are many of them, as | have

said.

MS NYASULU: | have just one final question, Chairman, please, if you will allow

me, and in talking about the cash back at point of sale, do you allow that outside of
your , Go banking with Pick &én Pay,

back option is avadlble wherever you have an acquiring relationship.
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MR SHUTER So we, in association with Pick a Pay, enabled cash back at point of

sale in the Pick a Pay stores, broadly, not just in the joint venture, not just Nedbank
clients, other bank clients, andatthas been working effectively for some years now,
and as part of our strategy of rolling that out, as we have said, we have got a 100

merchants on pilot and we intend to roll that out further in the next year or two.

MS NYASULU: One of the things thatoy did raise which puzzled me a bit,

because it did sound like a simple marketing challenge rather than a big issue, was
that some of the retailers were against it because you had advertised it quite
prominently outside and you have now resorted to ...Veobh..(indistinct). No
surely it is a simple case of just training the cashiers as would happen in the United
States environment where the first thing will ask you is, do you want cash back with

your purchase. It needs no advertising, no point ofreaterial.

MR SHUTER No, I think that is absolutely right and it is really not difficult to do

and you can experience it right now in Pick a Pay, Score, Boxer, those are all live and
working well. | think the point | was making was that the appetitm@fchants to

advertise the cash back offering has been muted because of security concerns. So,
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is one thing as the client is at the point of sale saying, are you aware, so made then
that you can do the service, we had something a little bold in mvimete, you know,
this is an ATM substitute, so signage that says cash available, etcetera, that was kinc

of how wanted to take it and that has not worked as well as we would have hoped.

MS NYASULU: Then the last, just the final question is, where you libavacash

back one of the other criticisms that we were picking up from the retailers was that
there was a limit to what they were allowed to give back in cash and if you could
address that with the other question, which is to say, where do you havebadash
option and where a consumer was making a purchase first with a debit card, are those

charged as two separate transactions or would that be one transaction.

MR SHUTER So, three questions, the issue of the floor limits, the issue of how we

charge 6r the combined, you have only two ..

MS NYASULU: Do you charge it as a single transaction even where the consumer

purchase something first and then ask for cash back?

MR SHUTER Sydney is going to pick that up.
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MR GERICKE So, how the construct todayorks, is that the limit that is available

Is the limit that the customer has elected for ATM cash withdrawals. It then gets
moderated by the merchant based on the level of cash available in the store. Ong
need to think that if you had set your limietlus say at R1500 for an ATM
withdrawal it would not be a problem if ye should go to the ATM, but it could very
well be a problem if you arrive in a store and you want that amount of cash and it is
not available in the till. So, merchants typically woséd a limit that works for them

in terms of their float in the tills. It is not set by the issuer.

Then the second point, the combined transaction where there is a purchase and a ca:
back. They are charged for separately. The purchase attract® agptransaction
fee as it would for a normal point of sale purchase transaction and the cash portion

would attract a fee as if it was a cash withdrawal. So there are two separate fees, yes

MR JALI: Right. Thank you Mr. Shuter and the team. You psaahius the whole
number of documents and submissions as upon your answers here. Mr. Weeks of th

Technical Team will be following up on that. In particular, what we would like to
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get urgently are those PCH agreements and rules, which you promised hgeause

need to start working on that.

MR SHUTER | think there was a request for assistance in obtaining those. We did

not respond to that question and | just need to clear up with my team as to you know,
whether it is freely available for us to distributhose agreements or not. So, that is

something we need to take some advisement.

MR JALI: We were promised the last time but not you, by another bank. But | am

sure that upon the answer you gave to Mr. Petersen earlier on.

MR SHUTER | did not answeMr. Petersen ...

MR JALI: On the question of the rules, the PCH rules ...

MR SHUTER He asked for assistance with providing the agreements. | did not

respond to that.

MR JALI: Oh, you did not respond. Can you respond now?
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MR SHUTER Carmen tells méhat PASA themselves are going to submit those to

you.

MR JALI: Is that an undertaking by ...(indistinct) to you.

MS WHATELEY: To clarify my understanding of the current situation is, that there

have been discussions hold between the legal represest&ivé®ASA with the
Technical Team of the Commission at which, during those discussions it was agreed
that following the next meeting between those two parties it would be finalised. All
the requirements that the panel may have from PASA and that fofjdivat, those

will be provided.

Subsequent to that, there was a request to expedite the provision of the agreement ar
my understanding is that those will be forthcoming shortly. That is my

understanding.

MR JALI: That is my understanding. Well, thaas my opening line when | was

talking the PCH agreement and the rules was, we need them urgently. So, | do not
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know when was that understanding. What is the date of that understanding, becaust

since the enquiry started, we have been trying to getdheements.

MS WHATELEY: The latest understanding was probably round about a week ago

but my understanding is that PASA had, the legal team had actually interacted with
the Technical Team prior to that and that they were quite comfortable to provide the

information requested.

MR JALI: We would appreciate it if we could have them. There are some PASA

representatives, is taking a bit too long.

MR FERGUS: In the last 20 years that | have been involved in interchange, it has

only gone in one direction, domwards. There needs to be a balance between the
attractiveness of the scheme to the retailer and the attractiveness of the scheme to tr

card holder and those need to be kept competitive.

MR BODIBE: What would happen therefore if one party is unablanwilling to

change behaviour because of their own constraints, to make an example. Merchan

who faces say higher cost of the other payment mechanism, like cash and therefore
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would rely on card payment. To what extent can that ...(indistinct) be abygbkd

banks and the scheme to set prices even higher.

MR FERGUS If you have greater volume going through the scheme, the switch

from cash into card you would expect that the scheme would become more efficient

and over time the costs would reduce. Yawlid not expect it to go out.

MR BODIBE: | am asking you a different question which is to what extent can the

scheme abuse the elastic demand from the side of the of the merchant?

MR FERGUS | think that is why you actually do need an independent exger is

controlling the process and you need some regulation from within the country to
ensure that this does not happen. But if you had issuing an acquiring balance
between the banks the risk would be there. If you have got big differentials in issuing
volumes and acquiring volumes there is no logical economical argument that | can
think of why that would happen and | really do not think Nedcor are going to agree
blindly to give Standard Bank significant sums of money because they think it is

good for $andard Bank, which is what they would be doing in agreeing to a high
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interchange. | just cannot see a logical way that is ever going to occur. | mean, |

think Nedcor are lovely guys.

MR BODIBE: The second question is in relation to the independenttexp#hink

up to now we have heard from MasterCard, from ABSA and from Nedbank all, and
now yourself supporting, | am not suggesting collusion, supporting and independent

expert, what is wrong with the current mechanism for fixing interchange.

MR FERGUS But it has an independent expert. Edgar Dunn within the MasterCard

process works independently. Price Waterhouse Coopers work independently within
the Visa mechanism, and to be rudely honest, they are such big consultancies tha
what they would receivim payment for doing an interchange study in one market, to

abuse that situation would not make any sense to them in the overall practice. So,

they are all independent.

MR BODIBE: So, you are proposing no change. Basically.

MR FERGUS | mean, whetheyou use them or not is not the issue. Whether they

are used or not used, is not the issue. The fact that they needs that independence
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the critical issue. Who pays them does not matter. Whether the expertise exists
outside the Edgar Dunn and Priceatéthouse | do not know. What | know of
whether expertise sets, but it may well exist somewhere else and it maybe they retire

and make a fortune working as an independent experts.

MR BODIBE: My concern is of a different nature. The way in which you have

coached this in your submission and in previous submission, it is coming across as if
it is something new you are proposing. The setting of interchange by an independent

expert.

MR FERGUS Not al all. | think where your Standard Bank position is ddfe, is

that we are saying that we fundamentally believe that should be the ceiling. Not that
that then should be an input as a decision making around where ...(indistinct) should

be set.

MR BODIBE: My last question related to that, if the interchargyseat unilaterally

by the scheme what would be the impact of this on entry of new schemes?
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MR FERGUS: Any scheme trying to come in the market in the four party way

would have to have equal interchange to balance the market between retailers anc
merchants So, whether it would be set at the same level or not is a new question, but
they would have to have a balancing factor. There is a fundamental difference

between a three party scheme and a four party scheme.

An open scheme demands an exchange ofevhktween the participants, and a

closed scheme, Diners or Amex, is non dependent in the same way.

MR BODIBE: Can the level of interchange affect intra scheme competition?

MR FERGUS | mean, if you think that the banks are all participants in different
degrees in Visa and MasterCard, it is hard to see that the cost would come out
materially different in a result of the cost study. In other markets they have come out

marginally different. | do not believe it is a material factor at all.

MR SINTON Ishoul d have stressed it out t hat

Standardodés vi ew.
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ADV PETERSEN *** | just want to start with a word of explanation. These most

recent submissions by the Standard Bank and another that | think has come to day
clearly atremendous amount of work and thought has gone into them, which is
greatly appreciated. My difficulty is that | received these on Monday and even early
mornings have not ... to look into them, and | do not like flying by the seat of my pins
in any eventand | do not think it would be fair to skip over them and addressing
guestions to you on them now. So, | will have to reserve my questions and it may be
that | will have to ask later that you be invited to answer some questions that | may
have arising fron them but that is the reason why | would not be going into these

documents. | want to study them very carefully.

MR SINTON: | have great sympathy.

MR JALI: Maybe, what we will consider with the enquiry manager, the possibility
of at the next sitting, @pending on how your slot looks like, we could also deal with
this particular aspect in addition to whatever issue might be dealing with. That will

be considered in consultation with the enquiry manager.
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ADV PETERSEN If | may be permitted just to ask rfsome clarification,

something Mr. Fergus that you have said today. Could you just help me to
understand how it was with the lowering of interchange on debit cards in 2003,

contributed to the increased uptake of debit cards and debit card transactions?

MR FERGUS My belief would be that the lower interchange encouraged more

merchants to accept debit cards earlier. You normally have chicken and egg, and it is
always a weak point whether it is the merchant acceptance, which drives the use of
the cards, othe cards that drives the merchants to acceptance. | think going into a
lower interchange and hence a lower merchant service charge resulted in more
merchants being prepared to accept the card, which resulted in more cardholders

being prepared to use it.

The biggest challenge in debit cards, we are just going through the hump now, is
getting the first transaction away from the ATM. So although you know, this ... this

morning showed an average of four transactions. It is actually, the vast majority of
the cardholders only using the cards for cash and an increasing use by smaller

percentage to make more transactions at the point of sale. And that is, you know, the
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challenge is actually getting that switch in and | think the lower interchange

encourage mormerchants to accept debit cards sooner and hence it is accelerated the

ADV PETERSEN Thank you, because on Tuesday | think | was working with an

incorrect notion that perhaps higher interchange on debit cards might improve the
situation but then wén | saw how many debit cards already held, the problem is to

get them used, as you have,

MR FERGUS Itis. And if you are not the actual number of debit cards has grown

expedentially.

ADV PETERSEN If | may just take up one thing, relating to youdslnumber 7 to

which you have added that you would have no objection to some supervisory
governance of this. My understanding of your proposal is that it does have a
significant different slant from the way in which it is proposed to set interchange in
the future and at least the MasterCard scheme. We still have to hear from Visa in
more detail and if I am missing | would like you to correct me. | appreciate that the

exercise carried out through the ABCI, involved Edgar Dunn coming to conclusions
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by way of recommendation and then the participating banks either accepting or not
accepting those recommendations in detail, as you have said you accepted then
except for the debit card rate which was agreed to be lower. As | understand the
proposal for the fute within the MasterCard scheme and | do not know whether
Visa does actually do its own exercise fully independently, but at the proposed future
approach under the MasterCard scheme and | have had a major change of corporat
structure and internal rules wid be that the study is done, for example by
EdgarDunn but those results then feed into MasterCard and a default rate is then set

by MasterCard.

So, and of course, being a default rate banks are then at liberty, or participants are
then at liberty to gree their own different rate, that is the concept as | understand it.
| do not read your concept quite the same. | read your concept as being that the
independent expert will determine a common interchange rate, still allowing then for

multilateral bilderal reduction below that.

So, | am right in thinking that it is not quite the same as we have now and it is not

quite the same as envisaged in the MasterCard scheme. That is absolute correct.
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MR FERGUS That is absolutely correct. That is exactly pasition.

ADV PETERSEN AnNd if your position were to be recommended by us and if it

were to be agreed to with us by other banks, would you be able to bring it about.

MR FERGUS Absolutely, yes. .

ADV PETERSEN Thank you.

MR FERGUS Sorry, my cdeague behind is telling me on slight 8 we do say that it

means, in the South African context, it needs governance over the process as well

from whatever is decided as the appropriate for ..

ADV PETERSEN ... you mean to bring it into effect. Yes.

MR JALI: Right. When Nedbank were presenting this morning | raised the issue
about Amex. | would like to raise, make the same request about Diners. | indicated
that | was going to raise it with you. | do not know whether it will be possible for

you to faclitate some form of an interaction with Diners.

MR FERGUS | am the Chairman ...
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MR JALI: You are happy to take any questions. We do not have any questions now
because we have not prepared for the Diners submission or whatever, but it is just tc
have if possible, to arrange for some hearing at some stage where we could have
interaction with Diners. Just to get the feel of, we already had the one scheme and

see whether we can get a different perspective from the other scheme.

MR FERGUS Can we jusgo to slide 5. | mean, Diners Club has 100 000 card

holders, the last proportion of which the corporate ...(indistinct) and that is the scale
of the scheme. So, out of the 31 million cards, 100 000 is Diners, and a proportion of
those it is confidentialis corporate cards that are issued on behalf of Corporates to

their customers to facilitate travel. So, at a personal level, it is remarkably small but

they are very high network individuals. That is a totally different market to this.

MR JALI: Thankyou. My, | do not know whether you do have your November
submissions here. If you could go to, tell me if it is confidential, then | would not go
into it, page 55, you dealt with what you perceived could be adverse consequences o

removing interchangeCan | deal with that aspect that is what | am dealing with.
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The first bullet point is increase cost to cardholders and then the second one say:

undermining of the acquiring model. That is where | want to start.

The impression again from reading the gaagph, and just want it for the record,
the current model is undermined as there is no economic incentive for acquirers to

remain in the market ...

MR FERGUS Can you give us the section. We are on page 55.

MR JALI: On page 55, right at the bottom24.4.32. The very last paragraph, at

the bottom.

MR FERGUS ... not listening to MasterCard reading along recent submissions.

Right, got it. Very small prints.

MR JALI: The bullet which says undermining the acquiring model, well reading that
sent@&ce, it go on to say, further ... the proliferation of sorting at source and multiple
acquiring. The impression | gain from reading that, is that you had some views that

may not necessarily be positive about setting a source at multiple acquiring.
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MR FERQGJS | mean, multiple acquiring is really, at very large retailers for business

continuity, they do in one way or the other but they have the ability to switch it all
into one in the event of a network not being available. So, it is corporate business
contnuity. Sorting a source is a different issue as, and what sort of a source does it
says, to the big issuers in a given market we will sort all your transactions and we
will give you that input directly as an issuer and you can load it straight into your
issuing system, and this intermediates the acquirer, that is the essence of sorting a

source.

But what happens is that, all those volumes at sorting at source. Now what happens
Is that all those volumes at sorting at source for the big issuers conud the

network. The small issuers are obviously then have much bigger cost than foreign
issuers and the network has nothing like the same volume running through because i
i's going directly from host to hoaosd A f
so, that is the point we are making. You can undermine the acquiring model because
large chunks of transactions have been passed directly to issuers. And that is not at

argument for or against, it is a statement of factors.
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MR JALI: So, you are nanecessarily against sorting at source or ...

MR FERGUS Well, we think there are significant systemic risks, the more sorting

at source you have, because you have more interfaces that have got to be manage
and at the moment you have an interface ftomretailer, technical interface from
the retailer to the acquirer, from the acquirer to the scheme, from the scheme to the
issuer. Once you go to sorting at source, you have multiple interfaces that
transactions are running through to be managed, they ot to be controlled, they

have to be governed, so it is a systemic risk much more than the economic risk.

ADV PETERSEN Mr. Fergus, that relationship between the large retailer and the

different issuers, why is that not also then an acquiring raktip?.

MR FERGUS | mean, | am not sure how you are understanding acquiring or

issuing, | mean it is a direct hasthost relationship. The data comes in a
consolidated form from the retailer an
run throgh the acquiring systems. That is all. It is not a relationship issue, it is a

technical issue. How the transactions flow.
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ADV PETERSEN | am just trying to understand really whether the real down side

is a technical one or whether the risk or whetier real down side is that it will

increase the unit costs in the network.

MR FERGUS It definitely will, because the acquirer is just intermediate, it is not

running through the network at all. It bypasses it in its entirety. Because there is no
logic in taking a file from Pick a Pay, loading it onto the acquiring system and take it
off the acquiring system and loading it onto the issuing system. So it is
disintermediation of the acquirer. | am not arguing whether that is good or bad that is
just areality of what happens. If you take all the big retailers out of the acquiring

network, you will have a risk of acquiring becoming unattractive in the market place.

MR JALI: Then we move to the next bullet point where you referred to ...(indistinct)
operability. It is still within that section. | am sorry, not that one, the one, which
says it, will lead to inefficient payment systems. If you read that, somehow | a
gained an impression that you are also raising an issue with the duplication of
banking infrastructure within the system saying that doing away with interchange

might lead to an ineffective payment system through the duplication of the banking

19 April 2007

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



10

20

COMPETITION COMMISSION Page92

BANKING ENQUIRY

infrastructure. Now the question | have, | would have thought the banking
infrastructure is dupliated already, that is one, and two, the other question | would

have I s wouldno6ét that be good for comp

MR FERGUS | am not sure whether the banking infrastructure is duplicated. We

have one acquiring system, we have one issuing system.

MR JALI: This refers to the banking infrastructure in so far as acquiring and issuing

system is concerned. Is that what it relates to.

MR FERGUS Yes.

MR JALI: Fine.

MR FERGUS And what were we doing at the moment, all our transactions flow to

us through a gien root, once you go into sourcing the source, they come at you in all
different directions ... you have to manage that, you have to have the infrastructure in
place to manage those transmissions from the various retailers. You have also got tc

manage, gtting those transactions through a window, a processing window, that
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enables you still to run your banking systems in the overnight update. So, there are

quite significant issues.

MR JALI: No, | am with you if it relates to acquiring and issuing systémhought
we are talking about bank infrastructure per se, as a whole, that is why | was raising
the issue of competition. Right. That takes care of that. That was just a query | had

when | was looking this.

The other question | have relates to fasticular document. | had an opportunity to
look at it, in particular the first part. | have got some questions. | do not know
whether you will take them or Ms Meijer will take them. That is the document, that
Is the card interchange fee, this docam&hich was served. | want to talk about the
...(indistinct) case in particular. There are some concerns which | want to raise which

| hope you are going to assist us with. It is more of the leader submissions.

There is ...(indistinct) to the factahwe derive precedent from the American legal
system, that is what is said here, in the judgement, and also you then go on to give u:
a lot of American law. Now, what | was wondering is, whether you are going to

assist us with looking at the Australiaawd, the written law in more detail because if

19 April 2007

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



10

20

COMPETITION COMMISSION Page94

BANKING ENQUIRY

you are looking at the actual judgement there is reference to the fact that both South
Africa, Australia and the European have got legislation which deals with the issue of
...(indistinct) unlike the Americanshich are interpreting the ...(inaudible) Act. So |

was just going to ask, in preparing the submission we can go into more detail into

that.

MS MEIJER We could do that.

MR JALI: And then lastly, the Canadian law, because | am not sure, you may be
awae that we derived a lot of influence from the Canadian legal system into our
Competition law. So that again, is not covered. | think it would be very informative
for us because we need to look into the actual nature of this agreements and the

transactios which are being entertained.

MS MEIJER We would be very happy to make further submissions on those legal

systems and our interpretation of how what has happened there might impact in

relation to South Africa.
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MR FERGUS: Can | just cover the Canadidaw very quickly. In bank cards,

Canadian law does not allow the banks to operates in Visa and MasterCard. They
have to make a choice of one or the other. So, although the law may have referencs
to commit to competition, it does not have referencerédlit cards and debit cards,

as they have separate legislating limiting banks to only one association. | do not

understand the logic of it, but that is what they have done.

MR JALI: That is a very interesting input for us. That is why | would likeete the
broader legal systems, all the other legal systems, as to how they have dealt with this
issues because as we all know, lawyers have a tendency of selecting the jurisdictior

which suits their case both the best.

MS NYASULU: | have a few guestianfor the team, but | am going to stay way

clear of Ms Meijer and direct my questions where | have slightly better competent.
Can | just and | am going to restrict myself of ...(indistinct) the presentation of today,
because like Adv Peterson, | woulddiko come back at a later stage to your latest

submission, but just, if we go to slide 4, no, slide 5. | wonder if you could tell me
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whether it is pure coincidence that the only two close systems or close schemes tha

we have are both aimed at high netkvimrdividuals.

MR FERGUS | just think it is the intrinsic cost of the closed scheme, means that

you have got the ... revenue can be generated. You know, the attraction of Amex
designers to the retailer is the average transaction amount is far higheragh, or
Visa or MasterCard. That is why they are prepared to pay higher merchant discounts.
The attraction to the card holder is a very rich bundle of offerings packaged around it.
There is relatively few people in any market who are prepared tthpayemium for

all those services.

MS NYASULU: So just so that | understanding, you are not making the submission

that three party schemes are only suitable for high network individuals.

MR FERGUS | am not making that at all. | am making the subraiss¢hat that is

how they evolved and developed over the last 50 years. | mean the three party
schemes are older than the four party schemes. The four party schemes were a
deviant as the three party schemes, but they just do not have much market appeal C

practicality.
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MS NYASULU: Sorry, | am being really doff about this, but are you saying that it is

possible to have a three party scheme which is suitable to the lower end of the
market, or are you saying by the very nature of a three party schemd, be

expected.

MR FERGUS: My personal view is | do not know a three party scheme that is

market.

MS NYASULU: Thank you that answers that one. On your slide, | think it is slide 4,

could I ask what the motivation was behind lowering the interchaege ds it

pertains to debit cards.

MR FERGUS | t was to increase merchant 6s

to the card holders to use the card at the point of sales. It is an argument which will
result in the scheme growing fastest, greaterch@ert acceptance for more

cardholders in the market.

MS NYASULU: So, let me understand. The fee was at a particular level which was

quite high, which was deemed to be quite high based on the Edgar Dunn study. It was
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then lowered by recommendation of Eddaunn, but despite that, the banks still

went even below that, and that was purely the motivation to increase.

MR FERGUS | was not here in 2002/2003. My understanding is that debit cards

were very new. There had been cards for ATMS, but debit cardséoat the point
of sales were very, very new in the market and had to be priced the same as credi
cards were priced for a very short period of time. The first time interchange was set
for debit card was with the Edgar Dunn study, and then the Edgar §iudy came
out with a recommendation of 71 basis points, but banks decided that they want it to
encourage and accelerate debit cards into the market and therefore multilaterally

agreed a lower interchange rate.

MS NYASULU: If | could go to your slidé5, you make the point that elimination
of interchange in the open scheme would dramatically reduce card holder demand
and usage in South Africa and | would imagine that presupposes first that customers
know the charges, and | am excluding particulartgnest rate. | presupposes that
customers know their charges and secondly that there are no other external factor:

such as crime which push consumers 1int
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MR FERGUS The assumption statement is that if you do not have integeha

balancing retailers and cardholders, card holders will pay, the cost is still there, card
holders will pay the costs. That cost will be prohibited for many debit card carriers.
You know, there is 24 million debit cards in South Africa and 7 milliedit cards.

It is a statement that it is obvious that a broader share of the population have debit
cards than have a credit card, and many of those users would not be prepared to pa
fees that would become necessary to fund the system if interchangdimiaated

and the cost was moved solely to the card holder to one side of the value chain.

MS NYASULU: | think maybe | should phrase it differentlyarh very conscious of

the impact that the removing of interchange would have on the costs but mypmuest
Is, do consumers generally know the cost to them of owning a particular card,
because that is only if they were aware of those charges that they will be able to make

a decision and that the number of cards would then dramatically reduce.

MR FERGUS We publish a tariff every year as we have to in South Africa. If we

make any changes to that, we have to communicate it and ...(indistinct) are

communicated as far as the annual advice, the consumer will know.
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MS NYASULU: So, | et us c osmceoicehgaestion. t\We knowy  H

for a fact that in the micro lending environment, consumers have always been aware
that they were charged much more t han
choice comes in not having another choice. The question haaimg is, are we
assuming then that despite the crime, despite their knowledge of the charges

consumers would still decide not to go for payment cards.

MR FERGUS | would say that many of them in the debit card environment,

particularly would not be abldéo afford the charges that would be allied to

transactions and would then migrate to cash.

MS NYASULU: Okay. If we could then go to slide 8 where you talk about the

possibility of commissioning and independent study. Is the third option there not the

regulator in terms of who commissions the study?.

MR FERGUS If legislation was passed that would be the case, yes.
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MS NYASULU: In other words, my question is would you not have, you have stated

the preference but would you have a particular objectiotihaf study was then

commissioned by a regulator.

MR FERGUS The challenge would be that the expertise in the hands of the

regulator to ensure that the cost study is done appropriately. | mean, it is relatively
few people who have that expertise. You knéhe best will in the world | would

not believe there is too many people either ...(indistinct) or in the competition
commission that could undertake a cost study for payment cards. So, it is a practical

view rather than anything else.

MS NYASULU: Sojust to understand then, in the two options that you have given

where you mentioned the banking industry, are you then saying that you would be
comfortable that there would be expertise in the banking industry, and by that |

assume you mean the four banks.

MR FERGUS No, | mean an independent expert who has word class skills who will

be able to manage it. If the regulation is that that has got be used, that output is wha
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the regulator would use, and | am not sure if there is any difference to thegisopo

that there are on the table.

MS NYASULU: If | could ask a question which Adv Petersen has asked, but | want
to ask it slightly differently. In the November 2003 lowering of interchange, and |
am quite conscious of the fact that you went there, ydundt see and you do not

know but in moving from a 1,99 to 1,7 was the full ,28 passed on to the merchants.

MR FERGUS My friend Mr. Engelbrecht will answer that. He definitely was here.

MS NYASULU: And you might as well answer the same questiordétnit cards.

There was a ,18 lowering. Was the full amount passed on to merchants?

MR ENGELBRECHT It was generally. There was definitely since that date, a date

we have seen a vast reduction of rates which is actually right now below the rate

reductionat the time for both debit and credit cards.

MS NYASULU: | am sorry, | am not sure that | understand generally.

MR FERGUS The reduction in, we talk credit card first, debit card, there was a big

reduction in rate because it had been charged thiGasirate to credit cards, prior to
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costs. There had not been a debit card rate because it was so new in the market, sc

cannot answer that, it was really a repricing completely from scratch.

On credit cards, the average merchant discount fronTith@@03 to the end of
2006 has reduced by 46 basis points was interchange reduced by 28 basis points, S

all of the discount, all of the reduction interchange was given back to all merchants.

MS NYASULU: So, | am not particularly saying Standard Barl fais, but one of

the things that the banks have said is that despite the lowering of that interchange fee
there is no evidence that that was passed on to customers. That would be based

that>

MR FERGUS Well, | do not know. We have not made thainposo | cannot

answer for them. | mean, we have been in a period of inflation since 2003, so it is
hard to say what has been reduced and what has been increased in retail margins, ar
that is really a question retailers would need to answer, ...(imctlsin that same

period. All | can say, we passed that reduction to the retailers in full, categorically.

(end tape 4 19042007)
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(start tape 5 19042007)

MS NYASULU: Okay, that is the answer that | was looking for. The other point

that you raise, anddm trying to find the relevant slide in the presentation, but you
have also made it in your written submission, was that you do not believe that we are
at an optimum level in the use of payment cards in South Africa. What would you

determine to be the aptum level?.

MR FERGUS 1 think it would be better if we give you a written reply on that

...(indistinct) Technology is not my strength. | can give you a written answer on that
when we drew some international comparisons of the use of credit cards and

egecially debit cards in markets as they ...(indistinct).

MS NYASULU: Thank you very much. We would appreciate that, but also close

something that is allying to that question is, would you have, the statement that you
made in your new submission page Réragraph 4.4.9, this is the card interchange

one, yes, where you basically arguing for both the reason why there is an
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intermediary and arguing for the retention of interchange, and you make the
statement that the I nt euestetheecatheyptviosides &fi |
the market is not only important in launching a tsided market, but also in
ensuring it reaches and maintains an optimal side. Now, one of the question that has
been asked by our technical team, particularly was that, whevedget to a point
where we believe that the market is mature enough that there is no need for an
interchange fee, and as a suggestion in what you are saying, that there has to be son
kind of optimum level which is related to the question that | asked s@un your

written submission if you could cover that.

MR FERGUS My belief is, there has to be an exchange that the market has to be

attractive to issuers, oh to card holders and merchants and should it cease to be
attractive to either one of thosegeththey will exit the market, so my personal belief
is you need to have an exchange of value that balances that, and | do not know tha

your market ...(indistinct).
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MS NYASULU: Thank you, and | am not sure if you are the right person to answer

this queston, but | will ask it anyway. What is the penetration of payment cards in

the South African market, both credit cards and debit cards.

MR FERGUS We do not, | do not have it, but we can put it in our written response

to you, ...(indistinct) debit cardsut ...(indistinct) not a lot, it is 44 million people.

MS NYASULU: And when | ask penetration, | am saying relative to the universe.

So, if you could give me those figures, that would be very helpful. My final question
is really just to help me undéasid something that | have been grappling with, and it

is this three party and four party model and | am really asking you as expert in
banking, one of the issues that have been raised was that open schemes encoura
competition which should almost sugg#stt the close scheme is not really that pro
competitive and | wonder, in my simplistic working out of things, | see a three party
scheme as being replicable, and therefore, if it is replicable, it would also be able to
encourage competition, so could yoelp me understand why we think one scheme

IS more competitive than
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MR FERGUS If you have a three party scheme the card holders all have to be with

one organisation. So, if Standard Bank had a three party mass market product, it
could only issue it tats customers. It could not issue it to anyone else and the card
would only be accepted at retailers who would signed up for that scheme. So, you
would not have one scheme, you would have in South Africa you would have 12
schemes, all potentially with ffierent systemic risk, different financial risk, different
standards, different operating rules, different dispute resolution criteria, you know,
and you have then got to have the management and the supervision of all those
schemes. The open scheme sayat the four banks can issue cards to their
cardholders and those cards can be used at merchants acquired by all of those fol

banks, and that is the difference.

MS NYASULU: That is the difference and | am glad that | understood it properly.

The queson then becomes would you describe as a four party system to me the
biggest, biggest advantage is not really whether it is more competitive or not, is it is
more intra operable. So, how bad is the three party system that would replicate all of

those thilgs twelve times.
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MR FERGUS The costs would be enormous. The costs would be absolute

enormous to the retailers and to the merchants, and the cardholders. It is got to be
because you are running twelve in stead of one or two. | mean, setting up, the
greatest advantage that MasterCard or Visa have, is 30 years of financial settlement
experience and 30 years of experience in the rules and regulations that we all comply
with. But dealing with disputes, that affect in how they balance those ...(indistinct
dispute resolution between the card holder and the merchants, so they are no
favouring one or the other. Those rules have evolved over 30 years and they are ¢
fantastically balanced set of documents. To start that from scratch has an enormous
cost. Imean, most of the schemes have been tried, have not failed on passing the
transactions, but failed either in the financial settlement or in the dispute resolution.
The costs in payment cards is in the dispute. The transactions had not been rur

smoothly,not in running the smooth transactions.

MR JALI: Thank you to the Standard Bank team. That will be all for purpose of this
hearings. We will make the necessary arrangements to see when we can have the re

of the hearings to deal with the other issue
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(Adjourn)

(Resume)

FIRST NATIONAL BANK

MR JALI: Good afternoon ladies and gentlemen. | would like Mrdaan to
introduce the rest of the team. Oh, | got the list now. But you can go ahead and do it,

just indicate who is who.

MR JORDAAN: Thark you Mr. Chairman. Here we are again. | think if the team

will just introduce themselves.

Simon Bishop from RBB Economics.

Jan Kleynhans: Head of FNB Credit Card Division.

Karen de Beer: Head of Merchant Acquiring.

Liné Widd: | am responsible for bi card issuing.

Clive Pintusewitz: Looking into competition matters.
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David Unterhalter: Johannesburg ...(indistinct)

MR JALI: Right. Welcome everybody. | see Mr. Jordaan, you have given us a copy
of your slides. We will, just for the records, ertegm as exhibit PP. You are on the

floor. You can proceed.

MR JORDAAN:. Thank you Mr. Chairman. We have a very short slide presentation.

We gathered much of this territory has been covered before and we, since that the
rest of the panel is rather dgindatas and discussion. The whole matter of
interchange made me reflect, if | may, just tell a short story, about the young girl of 3
years of age, who was asked to review a book on butterflies prior to it being
published, and the girl was asked what #i@ught of it after she spent quite some
time reading it and she said, this book on butterflies taught me a great deal and it was
a great deal more than | care to know about butterflies. And this is a little bit how |
feel about interchange. | know &lktbit more than | did last week and it there is still

a lot more that | wanted to know, in thus far we have this panel here, but we will be

brief.
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We would like to start by the fact that we think it is a really cool thing that one
can have somethingki a card which can be used at any merchant, at any place, any
where, any time. It is a significant advance that we have in human payments. | could
list in the technical sense, that the network effect that one has, is that merchants ge
guaranteed paymenthat they can outsource their processing systems, that the
existence of such cool cards, mean that they are likely to generate high sales and the
they do not have to manage their cash, and that is what is in it for the merchants.
There are also bentgifor the consumers. It is a lower cost, lower risk alternative to
cash and cheques. ltis very to use, you do not have to walk around with big wallets
full of cash for example, one can use it to access credit, and importantly, and
sometimes at the eraf the month, | ask myself where has the money gone, at least it
Is useful if you have some record of where it has gone. Interesting, | asked our
previous FNB CEO and said, if you can give me just one word of advice on
interchange in cards, a big pictuvehat would it be. And he said, you know, in the
existence of man, we have only see a few major steps taken in the payment space
first it was Bata, people who exchange goods and services for each other, and the

next big change was probably cash, theonhiiction of cash and cheques, and the
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only next big change was interchange. Had it not been for interchange we would not

have had this intra operable system that we have in front of us today.

We also believe that issuing and acquiring are growing Isapid South
African and in both aspects are subject to very vigorous competition. That is how we
experience it today, and again, if | may just tell a short story, our group economist,
Thys Bruggemans, says one of the biggest problems here is when pgeslease
economic view to corporates in South Africa, is that they do not believe them. They
do not get how well South Africa is doing, how well the economy is growing, how
well it is performing. It is a similar situation we often face when we talk to
investment analysts abroad. The truth is that the market is growing, the economy is
growing and in particular the issuing and acquiring market is growing incredibly
rapidly. What we have done here for you, is just tracked our figures in four years,
what ha happened to debit cards, debit card purchases, credit cards and then the
compound annual growth rate, so that growth percentage that you see there, is not th
percentage growth over four years, it is the compound growth in each of those four

years, andhis is with debit cards. It has gone from nearly half a million, to nearly 5
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million in just four years. Debit card purchases. The compound annual growth over
four years have been more than 100% and credit cards 19%. In this market, even ir
the last yar | have seen a number of new entrants. We ourselves have assisted
Vodacom, Kulula, Discovery and New Clicks in issuing more credit cards, so we
experience it as very, very competitive. There is a whole proliferation of credit card
offerings, and if yodook at the market shares in credit cards, it is certainly not static,

it goes up and down quite significantly. On the acquiring side we have similar
growth of point of sale devices, 36% compound annual growth over the last 4 years,
there has been a grdwin the number or merchants that we service, we just did not
want to put that in here for competitive reasons and a 23% growth in the number of
transactions. So, the market is not only competitive, it is growing very fast. We
could not resist the urge just show you our competitive and simple pricing in the
topic that has been discussed today. If you look at FNB, for cash back at point of
sale, we just charge R1,75 flat regardless of the value that you withdraw at cash back
at point of sales. You Wirecall, in the previous hearing we have said the cash back
at point of sale is a very attractive alternative to the ATM model and this fee, which

has been in existence for a number of years now, is how we actually price that to the
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end customers. We fihthat customers, particularly in this market, like flat pricing,
but you can also see when you compare that R1,75 to that of our competitors, it really
Is competitive. And then there is our mini ATM, it is an innovation that we are very
proud of. That gain, charges only R1,50 for all amounts below R80Q@hat we can

put in under service communities, we can put in areas where we do not have
telecommunications or the electricity, and again, the price there is very competitive
and then finally, we wouldHKe to see the debit card point of sale purchase grow even
faster than the 129% and there again, our price of R1,75 we believe is very, very

competitive compared to our competitors.

Now, why do we do that? Well, we would like to see growth and tHiseis
type of growth that FNB has seen, and | would just track it a little bit differently.
Debit card growth over four years, 129% versus the other markets. So, the market
once again, we think is not only very competitive, it is growing at rates that lot

people under estimate.

The one thing though is that, to provide the service is really cool intra operable

service. There are costs involved and there is also unbalanced demand. We need t
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get take up from people to actually use the cards much asea@ merchants to
accept them. And if | may just make a comment on the side, there is an alternative
payment stream that we would love to see develop in South Africa, which is
cell phone payment s, and why cané6t,inn
stead of paying with the card, actually pays with the cellphone. Now, again, you
have unbalanced demand there. If you make it too expensive for the consumer by
cellphone, they would not do it, and a merchant would probably like to see that type
of payment, but the absence of interchange and the absence of a four party model
probably by cellphone payments has not taken off anywhere in the world. What we
say, there are significant costs in order to provide those intra operability and
somebody need® tpay for it. It can be either the merchants, or it can be customers,
or it can be some balance between the two. Typically, you know, everybody wants to
get away with paying nothing, but we find that retailers have a higher willingness to
pay for this tpe of system, because it benefits then if customers can come and spend

in their stores.
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The demand in balances are different depending on the type of maturity of the
market. In a very immature market, really to get customers to start using cards, you
probably had to have more incentives for them, in a very mature market when
behaviour has changes, you can probably stop doing so, but the point we usually are
trying to make, is we can, even when a market has reaches maturity, which is not the
case in Sou Africa, there will still be some sort of demand imbalance, but it will
change as the maturity of the market changes. The question is, in our view, one of
you need interchange because there are costs need to be recovered and demand
balances need to Iserted out, but how does one actually achieve optimal pricing for
interchange. There are many models that are possible. We think that the current
model is actually working very well and is leading to a lot of competition. The four
party model and the ay that interchange has been set, are key and solving these
imbalances that we have in the market. They support uptake. We have seen how th
uptake has grown and they drive competition and we have shown the number of
parties on both sides of this marletd how they compete. So that current system
that we have of interchange drives intra operability balances the two sided market

between merchants from the one side and consumers on the other, and we have see

19 April 2007

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



10

20

COMPETITION COMMISSION Pagell7’

BANKING ENQUIRY

in other payment streams, no one has reakkgseded. | mean, cellphones again, if
there is no interchange presence we could not find a better alternative that is more

competitive than is the same incentives for uptake.

We pride ourselves on trying to be different and trying to be entrepreneurial
and coming up with lateral solutions, and we are really trying to go through
everything. We could not find an alternative to interchange. May be it is worth
while to make the point that this interchange is present regardless of whether we
...(indistinc) a three party or a four party model. It is may be just more implicit in
the three party model, it is all the merchants service fee but interchange is a fact of

life and the costs are there.

The one point that we will make though, is that intercharegals to reflect the
dynamic nature of the market. This market is dynamic, it is growing. The volumes
change, the risks change, interest rates have changed in South Africa. So, we als
think that level of interchange needs to be dynamically reviewed.thi in a sense
an extension of the model that we already have. It is not so much a different model

that we are suggesting, it is really one that just changes to the dynamics of the
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market. The types of dynamics that we have put on the screen thiaintvevould

justify the review right now of the level of interchange, are things like the
introduction of EMV. EMV as you know, the chip cards would probably reduce
fraud in one sense but lead to increased costs, the cards have chips in it to be reissue
at the devices to become EMV operable. We would love to see a market where cast
back at point of sale can grow more. | even note compete in one sense with one of
our other channels, we just think this is a very convenient mechanism and you saw
the numberof point of sale devices that could all be steering out cash. We would
love to see a continuous growth of debit cards, the growth of 129% for four years is
good. But pretty soon, we could be in a situation where debit cards actually surpass

credit cardsn the country.

We have a anomaly in South Africa in terms of fuel interchange with this
Petrocard. It was one of the first recommendations that we made to the Commission,
to say that you have a regulated price in terms of fuel prices, and over thahgar
has resulted in a separate level of interchange being determined and consumer

having to carry a separate card, we think there is an opportunity for consumers to
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actually save money if that regulated environment is at rest. Quite apart from that,
we have a different issue which is in 2001, many foreigners will visit this country and
would not be able to use their credit cards to buy fuel, which is a real anomaly in the

world.

Generally, we believe in a continued shift away from cash, that is wharave
so ...(indistinct) with this growth and debit cards and we believe, other dynamics like
new products and service innovation needs to be taken into account. So, the
approach that we would favour is the past approach which is periodic reviews by a
third party as input into a multilateral setting of interchange at an appropriate level.

Thank you very much.

MR JALI: Right Mr. Jordaan. Third party review. Let me before | ask the others to
ask you questions | just want to get, if you could explain mdrat is your view on

the third party review of interchange? Do you foresee a model where the third party
will be an independent third party or the third party being a regulator or the third

party being the banks regulating themselves, or a third partyg beme of the
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schemes operators. We have heard different views, that is why | would like to hear

what are your views of First National Bank on this.

MR JORDAAN: I think quite a lot has been made about the independence of these

third parties and who payer them. We would like the model as it was with Edgar

Dunn, for example. Yes, it was, the studies were sponsored by the banks, | think that
Is the point. At the same time we believe they are the type of institutions, maybe like
auditing companies, weag our auditors as well that can still perform a professional

integrity. We do not have any objections to a regulator being involved in the process
to see that it is a fair process in the way that it is done, but the main point is, that the
existing modelks Edgar Dunn has done it in the past, we have seen no problem why

that cannot continue in the future.

MR JALI: Having said that, you see, there is no problem with that. | am not sure
whether | did put the statement to you which was made by one obthes

competitors about the current interchange, we felt it was a bit too high, it was, | do
not know whether I did put it to you, | put it only to the other banks. | am raising this

because you are saying it worked well and you find that there is gotlong with
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it. One of the other competitors said, talking about interchange, feeling that it is a bit
too high, and then he said, interchange should be ideally be at a level which is
sufficient to cover processing costs, | do not know whether you haverablems

with that, the issue covering processing costs. It should not be the main driver
behind the acceptance of new product as it should be priced neutral. Also, what |
would want to say, not to be the main area of income for the banks, andbw®t to
treated as a proper ...(indistinct) in its own right. So, | am raising this in the context
of what you are saying, because you are saying it is fine, it should be business as
usual, whatever Edgar Dunn did, is acceptable to everybody but there ipetibmm

who feels it is a bit too high and that these are the comments he is raising about it.

MR JORDAAN: | think if | may distinguish between the two, we are not necessarily

saying the level of interchange in all instances is appropriate. We sg@yotsss by
which it is determined, as it has been done in the past, that we think is fine. Can the
level change?. | think we are saying very definitely so. The market is dynamic and

the level at which the interchange is set, should be as dynamicakind into
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account both the costs of this system as it is processed, as well as balancing the

demand and supply in the economy.

MR JALI: So, you are only happy with the process, per se, not the actual level of the

interchange.

MR JORDAAN: 1 think it is probably a good thing to do a review on a dynamic

basis, and that is what we are saying. If | can just put it very practically. We have
seen huge uptake in debit card volumes. So the unit cost of processing debit card:
may well have changed since thendi it was first introduced. That would be an
example. We are introducing EMV that is going to reduce fraud costs for us, which
will impact interchange, but it leads to increased in terms of issuing those type of
cards. So because of all these factorshiwek a review by an independent third party

as we have done in the past would be appropriate to do it again now.

Typically, our pay off line is, how can we help you. In this instance, Mr.
Chairman, you can really help us, because one of the thiagsth.(indistinct) has
stopped this process, is the uncertainty that we have in how we come about with

interchange studies. Right now, as we sit here, we are not even sure if we can
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commission somebody to go and do that and contribute all your cosas to
independent third party. So, we are saying it is opportune to do it, the level of
interchange may well change, it may go down, it may in fact go up, it is well, and
maybe | can also comment one of the comments that one of our competitors made
earlierthis morning, | was in that presentation, which made the point that the level of
interchange should only be negotiated down and not up. | think just from a
theoretical point of view, that is not necessarily right because in theory your cost
could go up orcould go down and we think that putting a ceiling on interchange
actually benefits the big players at the expense of the small banks. So, generally, all
we are saying is the process that we have had in the past, we thinks works very well,
it is a competive process but we think it is actually time to take accounted all the

new dynamics in the market and do it regularly.

MR JALI: I will let the others asks some questions. | will get back to, later | will ask

some more questions.

MR BODIBE: Thanks. ®od afternoon Mr. Jordaan and team. On slide 5 where

you are showing the growth of the different payment mechanisms and you have also
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made the point that cash is the largest volume, are you able to give the relative share

of this payment mechanisms curtly.

MR PINTUSEWITZ Currently cash relative to these other streams was about 60%

of the total of all four together, but we can get you the absolute numbers and send

them through, certainly.

MR JORDAAN: We can give you not only the volumes as theyram&, but how

they have also changed over time.

MR BODIBE: Thank you. The next slide. You may find this question is not

entirely new as the mechanism, or how it is freezed. Can the willingness of the
merchants as you have put it, ...(indistinct) bedusgainst them by the schemes and

the banks, by way of raising merchant service charges?

MR JORDAAN: First of all it is a very competitive market out there. It is not that

there is one party that has exclusivity over a merchant. If we go to any of our
customers and they feel that what we are charging is too high, they are very quickly

go to out competitors, so that is the first thing. In a competitive environment you are
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constraint by the competition out there. If | may add a little story to thatpn as a
example and it is at my own expense, my mother has a bed and breakfast a few
kilometres from here, and she was worried about the interchange levels that she pays
or the total fees that she pays for visitors to her bed and breakfast. She approache
me,she banks with FNB fortunately, and | said, | cannot get involved in this but | can
give you a tip. Why dondét you phone
and they were pretty competitive and she used those rates to go to her branch an
negotate a much better rate for herself, and that is the type of process that happens
every day with large merchants, with small business, etc, is that they negotiate a rate

in a competitive environment.

MR BODIBE: Merchant acquires but one service offei@dierchants, and typically

these services bundled or offered separately?

MS DE BEER Mr. Bodibe, merchant acquiring services would include the entire

range or the entire spectrum of the services that acquirers would normally provide.

Your second questiomas as to whether it is charged for, is that correct?

MR MODIBE: No, are they bundled.
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MS DE BEER The services are usually bundled. There was a question in one of

the previous submissions as to how those services are charged for, with specific
reference to terminal rentals and as was the case with the answers that our
competitors provided in 9/10, the pricing could be bundled, it depends on the
customer choice, it depends on the level of investment that they are prepared to make
at that point in tim, given the complexity of the solution and it also depends on their
appetite for risk and the extent they wish to have control over their own

infrastructure.

MR PINTUSEWITZ Can | just add one thing. About 20% of our current merchant

acquiring customerare not, can | call it, main banked, it is sort of an internal term,
sort of with is. There is not or, there certainly is not direct overlap between those,
though quite a high proportion do, because they find benefit to having fewer banks to

deal with abnce.

MR BODIBE: So where you have a relationship with a merchant other than an

acquiring relationship in this payment space, so for example that client of yours that

have an account with you, to what extent can this be a barrier to them switching?
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MS DE BEER Mr. Bodibe, the acquiring market is peculiar to what we know as

traditional banking in that the matter of where the banking account resides could be
both an opportunity and a threat in our environment. The switching mechanism
depending on the Vel of sophistication on and complexity of the in store par
solution could be either very simple or more complex to achieve that switching
mechanism. It also depends on who owns the in store infrastructure, to give an
example, for instance, most largeaitdrs avail of integrated solutions. Typically

you will find a pin entry device or a pin pad integrated into a till, and then would be
integrated again into an in store server. In cases where the equipment is not ownec
by the retailer, obviously the eler would need to take a commercial decision as to
whether he wants to fund it off his own balance sheet, or whether he wishes to rent
those services and the equipment through the services of another acquirer. So
switching could be very simple. For alier merchants, it is simply a matter of
signing up with another acquirer and for that acquirer to install another pos device at

t hat customer 6s outl et .
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MR PINTUSEWITZ One more addition, the way that most and Karin can correct

me, with most of these ctracts written are quite short term in nature. Very few are
long term in nature and it is often where quite a lot of development or some thing is
required that that would be the case, but most have about a 30 day notice period of

some more something likbat.

MR BODIBE: So, this is the typical short term period.

MS DE BEER  Typically it would be a 30 day notice period and again the

currency of the agreement would depend on the level of investment required on both
the acquiring side and on the memha6 s s i de, and al so tha

when the negotiations between the retailer and the acquirer takes place.

MR BODIBE; Would they be under a year, over a year?.

MS DE BEER There are a handful of customers in our profile where we have

longer term contracts, meaning longer than the one month notice period, per se, &

handful I literally mean between 4 and 5 customers.
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MR BODIBE: Okay, let us separate the notice period from the contract period. Will

the contract run or a year typically emder a year?

MS DE BEER If | can give an example, we come to agreement with the retailer

agai n, depending upon the | evel of I Ny
currency of the agreement will endure for a period of 12 months. We would agai

negotiate at that time, the notice period as well. Just to give you an idea, generally
there are no contracts that we have currently engaged in, that have a notice period o

longer than three months.

MR BODIBE; At the point of renegotiating the conttasay it lapses, are all the

terms renegotiable?.

MS DE BEER Generally, yes, the entire contract is reviewed in terms of the recent

corporate governance practices within the retailer environment. There are new
corporate governance rules that dictatess frequency at which these contracts have

to be negotiated and when tenders are put to the market. What usually happens i
that a tender would be put out to the market, it is one way of acquiring new

merchants, the acquirers would all compete for thatotner. In some instances
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tenders run concurrent with a pilot, which acquires you to demonstrate your ability to
deliver, so you cannot in that tender promise loose guy development that you are ther

unable to honour once the client selects you as thefieqped acquirer.

MR BODIBE: So hypothetically therefore, merchant service charges can either go

up or down, irrespective of whether the interchange has changed?

MS DE BEER Merchant service fees, although the calculation of the merchant

service fee isa complex calculation and the subject of that negation between the

acquirer and the merchant, and that depends on a variety of factors. The market, a
you probably are aware, is extremely competitive in that either than through a tender
process every sinl e day acquirers are trying t.
just the nature of the game and clients are particular price sensitive, so therefore
pricing is an issue in terms of retaining clients and acquiring new clients, and the
marketers is qieé sophisticated in terms of its understanding of how it works and its

understanding of the value that is added by the acquirer to what we had discussec

before as a four party model.
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MR JORDAAN: | just think, the question is, can it go up or down? Thavan is

yes. ltis elastic in both ways.

MR BODIBE: In the event that a merchant terminates, is there penalties.

MS DE BEER No, there is no penalty.

MR BODIBE: My last question is to you Mr. Jordaan, on slide 7. The very last

point where you say éhdynamic nature of the market demands interchange to be

reviewed, in your view as a reasonable period for reviewing interchange,

MR JORDAAN: At the time of setting interchange we do our best to ...(indistinct) at

that time ...(indistinct). It could bia a very short period that something dramatically
new happens, so | am just taking EMV as an example. If you set it at one stage anc
three months later there is an international move towards EMV because fraud has
picked up tremendously, three months vabble a good time. If volume change
radically, that would be a shorter period. If you have a very static, very mature

market, it could be a longer period.
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In South African circumstances, | am having a guess, | am sure the panel

should differ from me othis one, every three years maybe?.

MR KLEYNHANS: The previous study that was conducted in 2003 actually took a

better part of six months to conduct because it was an ...(indistinct) exercise, carrying
all the data and | think the model that were condtdhat point took into account
some sort of forecast of what the expected volumes could arise in the ensuing two to
three year period and that might occur. And so, implicit in the ...(indistinct) is the
expectation that particularly on debit cards, thees an expectation that debit card
volumes would rise, the rate took into account the growth forecast. And so, | think
...(indistinct) that takes the complexity of that, and that the process allows for some
sort of forecasting of what the forward view wolumes and some economic drivers
behind or interchange represents, is represented in rate, and therefore | think it shoulc
be ...(indistinct) unless there should be a significant change in the market dynamics.

| think two or three years is reasonable.
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MR BODIBE, What recost is there for consumers, if one, if they want to interrogate

the process of certain interchange to satisfy themselves that this is a fair process, eve

with a third party review, is there such a mechanism at present.

MR JORDAAN: If I may answer you on kind of a long root. First one would have

to ask why would they want to do that. Where is the problem? We experience this as
a very, very competitive market for consumers, in other words, on the issuing side,
which | experienced, thhe are a number of new entrants, a number of cards, you
know, we all compete vigorously against each other. If | may just use the practical
example to illustrate my point. If you buy from Pick a Pay and you are not happy
with it, you can always go to cbikers. Whether you should interrogate how they had
set their, whether they are light bill, and electricity bill and their rent bill, | am not
sure that is necessarily appropriate. The real question is to ask, is there a problem, i
there not enough comion in it, rather than actually say, so how did you get to the

price that you have in the market. That is maybe a kind of a philosophical one.

At the same time though, we would not know if there any objection to any one

knowing the level of interchmge, | mean there is no secrecy about it. If we need to
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publish it, in fact it has been published effectively, that is fine. | am actually more
making an in principle point about the real question should be, is there enough

competition and we believe tieeis.

MR BODIBE: So the answer is no.

MR JORDAAN: No, we say yes. If somebody wants to have a look at it. | am not

sure | understand the necessity of why that should be ...

MR BODIBE: That is a different point.

MR JORDAAN: The answer is yes.

MR BODIBE: At the moment, no group of consumers can, there is no mechanism

how you set this process for consumers, to the public to interrogate how you go about

setting this interchange, whether it is necessary, it is a different point.

MR KLEYNHANS: It is a tleoretical question, but | think the way that the

consumer looks at the card offering, | am talking maybe credit card as the example,
is, should interchange be too high and merchants would not accept the card, they

would find that the card would be less epted and therefore there will be
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aggravation on the consumer o6s si de. I
the situation, the product becomes less compelling. Interest free period might reduce
the benefits around, credit extension mightues So | think the consumer
understanding of what the product value proposition is, would pop up elsewhere in
terms of how the consumer sees the product. If interchange was too volatile and in
fact did not reflect economic ...(indistinct) what it shobklit. So, whilst it do not

really understand the rate itself, | think it manifest in a different exposure of what the

product really represents.

MR BODIBE: So, can | therefore conclude that other than competitive forces at

present there is no mechanistfficially for consumers to interrogate the process of

setting interchange.

MR KLEYNHANS: | do not think that is obviously directly, but clearly as a bank,

woul dnot one have the situation wher e

the banks andonsumers to actively participate in the system.

MR JORDAAN: But I think the answer is yes. There is not a process for consumers

to do it as there is not a process to interrogate the rent bill of Pick a Pay. It really is,
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they make their decisions basau the end prices that they are faced with, and that is
what we say, we think there is not a problem. We think competition is alive and well

in the market where it faces consumers.

MR BODIBE: But, if there are competition concern, at leas the Conetit

Commission can interrogate those prices?.

MR JORDAAN: One other point that we made is, and we also said that as, on a

regular basis that the regulator, and we suggesting solved as a regulator of the
payment system, also does that and takes into accomsiderations that may be

broader than purely competition issues.

MR BODIBE: | am trying to understand what checks and balance mechanisms exist,

other than the market forces. Thank you Chair.

ADV PETERSEN | have a problem with the comparison betw#en consumers

interest or lack of interest in the rental paid by Pick a Pay, or the cost that have gone
into producing a packet of soap powder, and the issue of interchange in this network.

Let me explain to you why so that you can put me right if | aiong, and | do not
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know whether all of you have been spared the last few days where we have gone ove

this a few times. So forgive me if there is an element of repetition in it.

Let me set up my point to you by accepting for argument sake that imigecha
Is necessary and that all that we are concerned about is how it is arrived at and
perhaps by whom. Now, the theory behind it, is the balancing of demand inr a two
sided market where independent market forces on those two sides will not produce a
properh ar mony. The first point of distir
powder is that this is going on within a massive, very important network an unusual
joint venture which is not a fully integrated joint venture, but one which allows

competitorsindependently providing part of the combined product to be linked up.

(end tape 5)

(TAPE 67 19042007)
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ADV PETERSEN: It is not a fully integrated joint venture but one that allows

competitors independentl y pr ov(ndstincty pa
Where all of us and it is at an immature stage, is going to be more the case, are
affected by this network several times a day, the interchange that has been set, and
repeat for arguments sake for the need to do that, is enteringnef®ranucost into
acquirers costs and would logically find its way down into merchants costs and
ultimately into consumer prices, all the more so if acquiring is highly competitive, so
something that is agreed by many enterprises or set in common for emangrises

Is finding its way into the price paid by the consumer. At the same time you have
the theoretical possibility which have explored over the past days that it could be
manipulated, one of the parties presenting was unhappy with my use of iithe wo
manipulate, let me say it could be delicately adjusted, so as to make it painless for
example for a credit card holder to take up and use a credit card, painless initially not
painless later when the interest has to be paid on the credit debt, bespéoiake it

up and use it, so much so that you can boost demand on the issuer side, the car
holder side, and then exploit the network effects, making it more and more difficult

for merchants to refuse, in other words increase the inelasticity or ibapmifv

19 April 2007

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



10

20

COMPETITION COMMISSION Pagel39

BANKING ENQUIRY

merchants on the acquiring side and thereby jack up the advocate revenue to the
optimal point, so one of the questions is what is optimal in this situation, so | merely
say that, | am sorry | had to go on a little bit, just to put before you pyoieeryour
comment an argument to the effect that interchange is very much a matter of public
concern and therefore one on which the public may well want to be satisfied that the

way in which it has been set and who Is setting it is trustworthy.

MR JORDAAN: | am going to try my best, but we have some clever economists

here and | think they are going to do a far better job than | do, so maybe disregard
mine as a few remarks. Yes it is a common price that finds itself into our lives as
interchange, | havd agree with that, but as does electricity and telecommunication
costs, there are many other things other than interchange that finds itself into every
day prices. The second point is what would be in the interest of consumers, higher
of lower interchage, what would be in the interest of merchant, higher of lower
interchange, taking a few of assumptions here, consumers actually want higher
interchange, the higher the interchange the more costs are recovered from merchant

and t hey don éds, if inerehangd veere higherdor delat cards, debit
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cards could be free, | mean in a sense, if consumers could interrogate the process the
would have an incentive for higher interchange, that is actually the point | am
making, lower interchange is nothat is good for consumers, it is higher
interchange, so it is this delicate balancing mechanism, if something were to be
exploited, this price elasticity of retailers, if there were to be such a thing, it would
only be allowed if you could balance it andwould be for the benefit of the
consumer. Now there are many ways, | agree of determining it, | mean one of them
and it is one we would fear is some type of regulator sitting in the middle trying to
make sense of it all and being lobbied by all partied/e think an infinitely better

way is to leave this to market forces for it to be negotiated in a competitive
environment and for it to be set in a way that actually balances both sides of this, if
this would to be come unstuck that you only incentizise party and not the other,

we think it would be a sub optimal type of solution. Before | hand over to the
economists and really | can only express this in very practical terms to you and that
I s, | é. (i ndistinct) F NBS, s weer ohuanvde hle rt
federation of businesses each running

have a CEO of debit cards area, then we have CEOQO over the credit card areas, CEO c
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the acquiring area, they run their businesses as standartusaress and try and
grow them to the maximum and make money out of it and incidentally one of those
things that makes it very difficult to have one FNB view here, | can just tell you that
in practice we all compete and it has never occurred to us toydoireg of the type

that you have suggested, the debit card business tries to grow debit cards as much ¢
they can get consumers to use it, the acquiring business tries to get as many
merchants to use our cards and the credit card business does thesamthes
things | have to profess | can maybe not make the economic argument as well as |

need to make it, | can say in practice it does not work like that.

MR BISHOP: | would like to make a couple of comments really. The first one is to

challenge the@ssumption the higher

Merchant s service charge actually fee
iIs an assumption, allegations being made and in practice it is probably detestable
e. (indistinct). But I w 0 commientg whsch I
actually will suggest that the allegation is unlikely to hold in reality. | mean the first

one is the retailers or merchants earns a margin on a product and those margins o

19 April 2007

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



10

20

COMPETITION COMMISSION Pagel4?2

BANKING ENQUIRY

the products are necessary to recover not just the marginalfabst products they

buy but also the fixed cost so the rental cost, the electricity and so on. Now
obviously if there is an increase in the merchants service charge there are two options
open to a retailer, one is to pass that through onto consumeksgmthe margin the
same, the other is to swallow some of that costs within a lower margin. Now | think
it is probably more likely that it is going to be the former rather taking a lower
margin rather than pas on to consumers and why, well retaileesdifé@rent costs,

you can imagine the two groceries stores both selling Coca Cola, they obtain it from
Coca Cola, those products have very different wholesale prices but if they are next
door to each other it would be suicide for the retailer who obfaota Cola at a
higher price to try and pass that through to consumers because consumers woulc
simply go next door, so his only option to compete is to take a lower margin and we
see that in lots of lots of areas of retail competition, so it is not netggbat an
increase in the marginal cost is necessary pass through onto consumers. | think it i
al so an issue about, as | sai d it I S
allegation that an increase in Merchants service charges are pasghthoou

consumers, well let us test it. We know the big retailers have on average a lower

19 April 2007

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



10

20

COMPETITION COMMISSION Pagel43

BANKING ENQUIRY

MSC charge compared to small retailers, so we should see in the market dynamics
small retailers losing market share. We know that if a retailer has higher proportio
cash purchases their average costs are going to be lower compared to someone wt
has a higher proportion of card purchases, those retailers gain, you know there shoulc
be a shift in the market dynamics, so rather than just making a very static théoretica
point these are issues which can actually be addressed by looking at the dynamics o
retail competition that is almost taking us away from a banking enquiry into a retail
enquiry but it seems that this is the critical element and | will come back to this
because it seems that this is the only theory of harm where consumer lose out, and
will come back to that because there is one more point which is what | have just
thought about is the static competition and it is also important to take into account,
dynamic competition. If retailers, merchants are so adversely affected by this
merchant service charge, why are they taking these additional costs on, why are they
willingly taking on additional costs? One reason would appear logically that it is
that they think it actually expands their demand for their products, they will get more
customers in through the store, the more customers coming through the door, there i

a higher volume of transactions, that means that their fixed costs are spread acros:
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more transactions, therefore they can become more profitable even if their margins
are squeezed slightly through an increase in merchants service charge, alternatively
they can even perhaps lower margins a pass become more price competitive, so it i
simply nota given that an increase in merchant service charge leads to higher
products prices for é..(indistinct) <co
actually suggest that it is unlikely to be true. The second point is what is the impact
of a changen interchange fee, the unhidden thing is really the interchange fees are to
high and if they came down consumers would be better off. One thing is clear, if
that has to happen that would represent a transfer of profits away from the banks to
the merchats, the merchant are obviously going to be very happy about that and
yesterday reference was made to an article by Frank Hall and Champ Hein and |
think | can make two comments from that, one is as the author acknowledge, they
have been working, paid ftwy merchants under the work they have done as they say
some elements in this research wunder| |
consulting work and some of those parties could benefit from the production or
elimination of interchange fees, sddtnot the sort of act pure academic research, it

IS a piece of consulting output in a published journal. The second point is, where is

19 April 2007

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



10

20

COMPETITION COMMISSION Pagel45

BANKING ENQUIRY

the consumer harm, how would consumers benefit by this lower interchange fee.
One obvious thing is that more merateawould accept the card, that is a possibility,

but that is also something that the banks want. The second thing which is a key in a
theory, and it seems to be the only one | actually heard, is that actually lower
interchange fees lead to lower prigesthe consumers in the retail market, well as
we have just discussed, that is not a given and is unlikely to actually be empirically
supported, |l just dondét believe that t
likely to be very small, wera talking about 1%, at most we are looking at a very
small consumer benefit. But, there is a flip side how consumers worse off. Since
banks need to recover the costs of the payment system from somewhere, if it is not
from the merchants the only sourledt are the card holders so the fees the card
holders, whether it is a transaction fee or monthly charges will go up, so effectively
what we have through lowering the interchange fee is we trading off a direct
consumer detriments to the card holder itsg@eighing up against the speculative
small consumer benefit which is alleged to arise through lower prices in the product

markets.
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ADV PETERSEN: | would like to make an observation on that if | may, so if you

could address that further, it would seeitnew the banks have costs they get passed

on, when merchants have costs it becomes uncertain whether they are passed on.

MR BISHOP: Well | think as a response to that is a lot of this depends on what is

happening, here the merchants are willingly takingadditional costs and in doing

so they think the market is going to expand and the business is becoming more
profitable.  On the banks side, yes it is a theoretical argument which says the
lowering of the interchange fee just lowers the banks profitstlaem@ is fat in the
system and they just have to suffer t
what the card holders have. If you believe that then you should be able to point to a
lack of affective competition either in issuing or in acquifiagd there is nothing

which | have heard or read which suggests that there is a lack of competition.

MR PINTUSEWITZ: Can | just add one point to that which is one of the realities

and the recent pass in the acquiring business is that margins are daltinthat
suggest that we as much as we would love to, maintain those margins, it has not beel

quite that simple and | think it has not been the case.
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MR JORDAAN: Just a small point which is it is exactly the same on the other side

of the market, in facivhat has really been happening in South Africa and | must tell
you a banking story, volume growing is happening dramatically and in fees to
consumers as well as in the case of the acquiring is predominantly been funded by

volume growth which is actually wonderful situation to have.

ADV PETERSEN May | also raise this aspect of the problem the dynamic which

we were discussing a minutes ago. To the extent that interchange as a cost fol
acquirers does pass all the way to the ultimate consumer. Atmldef@urposes of

the thought experiment lets imagine that all consumers are buying with cards, then
they are paying for it but they think they are not because when it is issued to them
and when a direct transaction charge, if any is made to them, th&yittilenX but

there is a X plus, the plus having gone round and going invisiblyamsparently

into the consumer price, | am merely articulating why we have concern about this and

cant accept that it is exactly the same as the Pick & Pay rental situation

MR JORDAAN: We are by no means saying that this should not be looked into but

we are saying that effectively the best way of treating all these things is competition.
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That is the preferential way of sorting out anything and we think the way itng bei

set reflects the competitive dynamics of the marketMR BISHOP. | mean just to

reiterate, this is something we said earlier, that the consumers will still respond to the
higher price, | mean if the product would have been sold with a lowechiatege

fee at 10, because you must make decisions on that basis, but if they observe a reta
price of 11 then they wil/l adjust theli

and accept people are going to buy.

ADV PETERSEN In regard to the metkology again the assumption, how in my

guestions is that interchange is necessary it is a question of how it is set and that | an
further assuming that it makes sense for there to be one standard for everybody an
that some independent party whether publtiprivate engaging in that determination

is the way one would want to go, | am just assuming that provisionally for purposes
of the argument. We have had a lot explained to us in writing and orally about the
way in which, for example, the Edgar Dunnemise, is used to arrive at an
assessment of interchange designed to balance demand on the two sides of th

market. It is a very sophisticated process. One of the things that stands out in my
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mind and it would be of great help if you could elaboratethos, is that it is the
essence of that exercise in the case of credit cards to establish what is called a prox
for merchant demand in other words a set of costs on the issuing side which properly
measures some part of what it is, key part of what ithst the merchants can be
expected to bear for the acceptance of a credit card. | have a number of difficulties
of how you get to the point of balance using these figures, but let me leave that and
assume that in the course of working out a methodotogy can iron those things

out, for example, | have read, | happened to read, but it is confidential the Edgar
Dunn Study of 2002 and certainly I have many, many questions about that
methodology, but let me leave that part of it. The thing that puzzles hwav you

get to card holder demand because when you balancing you have to have two sides t
weights in the balance, two masses in the balance, how does establishing what the
merchant will bear enable you to complete the exercise unless you also lesthblis

the card holder will bear and how does what the card holder will bear get faceted into

the exercise.
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MR KLEYNHANS: Let me try and answer that. | think just to address the

question on the card holders demand perspective, | go back to the badstof
interchange represents in our business and that is that it propose to offer a paymen
guarantee, a line of credit and that interchange cost covers a range of costs that ar
implicit in the value proposition offering of the product, so | offer youedit card

and | say to you, here is a product you can use in any store and for that you have the
convenience and the benefit of not worrying about will you have enough funds in that
point of time to buy whatever item you see and so the convenience asspsaally
powerful, we get more questions around, there is more competition around extend of
credit to people rather than the actual price of the credit, | am just using the credit
card side. What drives the demand from a card holder which in turnidaeki$o the
merchant is that | have classic in my pocket | am less a strained, compared to othel
payment instruments, i.e. a cheque which may not be acceptable and it might bounce
which is limited by my funds in my account, so | have a product that gevauge
convenience, it is called retail therapy, where people are able to go out there and buy
what they need and the lack of constraint is usually powerful so in my understanding

that equation is that that demand is really what proliferates through ttketnsa
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much so that | have seen in the last 3 or 4 years that even though interchange droj
from 2003 it dropped around 14% on é. (
to earlier comment, it did not actually worry us in terms that we recovessgtests,

what we found was the market, it was also at the time of the rise in the middle of the
market growth and that the demand for ease of access to transact and to operate in
consumer market was very powerful and so we have respond by providing that
extensive credit that is amiable so | think whilst it is extremely difficult to understand
from a merchant perspective what is the cost of that privilege, if you like, of
accepting cards that has a credit facility with it that is in fact hugely bendbdiaé
merchant, the merchant see it from that point of view and say | am a merchant, |
presume that in the absence of that credit facility and that spontaneous level of
buying that extend to which any person could go in a month and go out and purchase
is very powerful and we think in the absence of the credit card retail sales might
reduce by 20 or 30% because the value proposition says you can pay off your card a
the end of the month not pay any interest and you still have the ability to go and shop

as you wish so | think it is massively powerful in terms of the merchant value

19 April 2007

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



10

20

COMPETITION COMMISSION Pagel52

BANKING ENQUIRY

proposition in terms of what that buying power is brought to be on the part of the

consumers.

ADV PETERSEN | get the impression one of your colleagues wishes to add.

MR PINTUSEWTZ: | am not going to try and go in all the detail of that study your

talking about, and | certainly have not done one myself so, | do think that getting the
methodology right such that it reflects the balance against the different stake holders
in the four party system is absolute critical and that there needs to be a transparent
dialogue about that methodology. | think we would absolutely support and we
certainly have had questions ourselves on different aspects of this. | do know that
one of the Ements they have done surveys looking into willingness to pay both on
the merchantdos side as well as on the
deconstruct different aspect of the willingness to pay. But | am certainly not
uniquely qualified todlk to the point other than to say that where there have been
instances of two studies done in different countries, they sometimes do ultimately
offer the benefit of being able to test to somewhat different methodologies and to see

how different they comap the branches and often that is not all that different which
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IS quite interesting. So, there may be a way to handle this that takes two studies anc
| ooks at some average or something é(i

it more transparent.

MR JORDAAN If I ma just add two things there, is we have not participated in

shall we call it, the latest attempt by Edgar Dunn to do such a study. There is a
process on the way right now for two reasons. The one is the legal certainty of
whether thiss the right thing to do, whether one can do it. The other is because we

have similar methodology issues, and exactly what they are, | think you can explain
that, yes we would absolutely agree that the methodology that is to be used by a thirc
party is vey important. We are not saying a third party should do it. We are saying a

third party should do it according to these criteria, and they need to take all the
stakehol ders into account . Pl ease excu
all stakelolders, it really is because we all compete against each other in FNB. We

want the consumer to be best off and the retailer to be best off and we want a

profitable market to exist. That is our view and the methodology should reflect that.

ADV PETERSEN I do not know if anything is going to be added on that.
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MS DE BEER If I could just add on the methodology. There are some fundamental

differences in the application of the methodology and the comparison between what
was previously done and what is no poeed to be included in the scope of the
analysis of the costs and we are not convinced that we can support that. To give yoL
an example for instance. Should the loyalty component form part of that assessment
or not, and | think there is a lot of debaat could be interlinked to as to whether
that should be part of the scope of that study. There was obviously as Michael has
already mentioned the concerns about the legal certainty as to whether it would be ar
acceptable practice to engage in, but yasterms of the methodology there are
guestions that we wish to debate before one would simply agree to participate in a
study that one would need to be bound to some extent to the outcome. If you
participate in the study and you do not like the reswaliy gannot simply walk away

with it. You need to constructively participate without putting yourself at risk from a

legal point of view.

MR PINTUSEWITZ Sorry, | know we are adding as we go, but one of the dangers

of a scheme setting rate, is there may, it is possible that in extreme situation and |
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am not suggesting for a second that this is an extreme situation, but one could
imagine that there may be less transparency or less dialogue about with different
interest at play in that. So, we have daxed a view that a multilateral setting

ultimately is beneficial in that regard, because there are different market positions

and certainly different views within the banks about what is appropriate.

ADV PETERSEN Thank you. Moving now to a questiom questions about

merchant service charge. Would you be able to provide us with time based facts
which we could use to judge, whether and to what extent when interchange came

down in 2003, merchant service charges came down.

MR JORDAAN:. On our confidetial basis, obviously that we can in general terms

comment on it now if you wish.

MS DE BEER Whilst the Edgar Dunn study was being conductive, we engaged in

discussions with our merchants to advise them that there was a possibility in the
change in the arket, that may have impacted on them ultimately as well. The
relationship between the acquirer and the merchant is primarily a trust relationship.

At the end of the day the price that we agree is the price that is acceptable for both
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parties and that ghprice that is considered, to be mutually beneficial. | think, my
personal view is that acquirers would have been ill advised at that stage, not to
engage their customers in those discussions because it would have fundamentally

affected the trust relatiship which the whole business partnership is founded on.

Before the Edgar Dunn was concluded and before the implementation date, the
1* of November 2003, we already started engaging some of our customers. Initially
the larger retailers and then wé fi er ed é(indistinct) dow
smaller merchants, and started to engage them and explaining to them what this
process was and what we believe the likely outcome was. It in fact, took us the better
part of five months after the implemeritat date on the 1 November 2003 to
conclude our review of the pricing arrangements we have had with merchants at the
time and to affect the passing on of the benefit to those customers, and generally, the
agreement we had with our clients were that eeigarty would be worth and that in
certain pages even a contractual obligation on our part, and we are quite comfortable
even from a legal perspective to commit ourselves when we made that sales promise

to our customers, that if there are fundamentainaterial changes in our industry
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that impact on our customers. We will engage them in those discussions and react

again a negotiated settlement that would be mutually beneficial.

ADV PETERSEN Now, could | take you to your second submission of 15 March

2007, to the section on acquiring, which there is about 4 dividers in, that is Section 4
of the Response, and take you to your answer to question 36. Now, | have to be
careful of confidentiality here, indeed your CC7 covers the entire document. Shall |
leave it to you to ask the question. | am simply wanting to go through with you, your
answer to question 36 and to ask you whether that answer still holds true after your
answer to question 38 has been taken into account. | just want to know whether |

must read those two answers together.

MS DE BEER So, the answer is no, if you look at question 36.

ADV PETERSEN The answer to 36 is no.

MS DE BEER Yes. The answer that we provided to question 38 does not change ..

ADV PETERSEN The bottom line. tidoes not change the bottom line.
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MS DE BEER No. So even if you take 38 into account the statement that we

provided under question 36 remains true.

ADV PETERSEN I am not sure | f I shoul d be

cannot imagine why thavas confidential, anyway. Also in the section on acquiring,
could you go to your answer to question 8, surely we can relax on this one, but let me
go ahead. The question was, and incidentally | think the question there should be
public knowledge. Ifltey are not on the website of the enquiry, they perhaps ought
to be. Question 8 was what are the qualifications and requirements to become ar
acquirer for each of the schemes and card transaction types and would you care ftc

read either the whole or at Edhe first paragraph of the answer.

MR JORDAAN: Our understanding is that the acquirers must be registered as banks.

The card scheme will normally also insist on an issuing programme as a precondition
to being appointed amnstancegaibank must.achiede a5%V i

of the issuing market before it can apply for an acquiring licence.

ADV PETERSEN What is your attitude to that?
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MS DE BEER Just for clari fication sake,

ADV PETERSEN or to therequirement, | am really wanting a general answer to

that.

MS DE BEER What | just need to correct i

just says for instance. So it is a scheme requirement that one should have an issuanc

programme, qualifyingo obtain an acquiring licence from the schemes.

MR JALI: Are you saying it is not only in the case of Visa?

MS DE BEER Correct. That is what | am saying.

MR JORDAAN: | am going to give a go at this one if | may, I@hair, but please

not, you can comin on this one. This, the argument in favour of such a condition by
the scheme is typically that of developing a market. It does not help if you have a lot
of people issuing but no one is able to take on a commitment of acquiring, no one is
interestingin acquiring, everyone just want to be issuing. When this market started
in South Africa it was actually Barclays and even now they are a competitor of ours,

in 1968 when it started, Barclays was of course what became First National Bank, it
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was when | vas born ..(indistinct), then | can conceive that it made sense. Whether it
still make sense today | am not sure. | am not convinced of that. | think it all
depends on the level of maturity of the market to say, so could one have a situation in
South Afica, we have completely independent issuers from acquirers, | think that
may well merit investigation. We certainly not, we would not be opposed to

competing against somebody who is not an issuer.

ADV PETERSEN Thank you.

MR JALI: The very first lineof that answer, the very first line of that answer, is that

your position that you must éeé(indistin

MR JORDAAN  That is just our understanding of the current legislated

environment.

MR JALI: ADV PETERSEN is going to come back to that one, so hatrgoing to

spoil his fun.

ADV PETERSEN Is the fee payable by your bank to the card schemes affected by

the relationship between your issuing volumes and your acquiring volumes?.
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MS DE BEER The answer is yes, separately. To give you an exampiestance,

as an acquirer of a particular scheme we would hold an acquiring licence, similarly
we may have an issuing relationship with the same scheme and the fees that are
payable to the associations or the schemes would be calculated on a sliding scale
depending on the volume and the value of transactions. | am not sure | understood

your question clearly.

ADV PETERSEN If you do not issue a lot do you have to pay more as an acquiring

fee.

MR S DE BEER There are association rules that almost penalsescquirers if

the do not an issuance programme that meets a certain threshold. The schemes ha
since reviewed some of those regulations and some of them are currently under
review, but there is a rule in the scheme that provides for a form of ayperyalur

Issuance programme is inconsistent with your acquiring volumes.

ADV PETERSEN Is that true of both major four party schenid§& DE BEER It

is true. In the one instance it is not a rule that have ever been enforced. In the othel

instance theule has been enforced but has since been temporarily suspended since
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we believe it is under review. But | suggest Chairman, that the associations would

probably be better equipped to deal with that request.

ADV PETERSEN Now, | want to turn if | may,a the question of merchants having

more than one acquirer. Again in the section on acquiring it is questions 12 and 13
which are relevant, if | may just read out the two questions and then you can decide
to what extent your answers need to be protecf@aestion 12, is do you allow your

merchants to have multiple acquiring relationships, please motivate your answer, and
guestion 13 was, it is understood that large retailers are able to negotiate acquiring
relationships with more than one bank. Under wdn@iumstances would this apply

and why?. So, whether you repeat or address that in whatever way you feels

appropriate now é, would you then deal

MS DE BEER If | can deal with question 12. Do you allow yonerchants to have

multiple acquiring relationships? The answer is absolutely yes. In our experience
the circumstance have not frequently arisen as was explained by one of our
competitors in the earlier submission. Our understanding of merchantstddsane

multiple acquiring relationships is primarily for reasons of stability, resilience, DR,
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etc. It does somewhat complicate the environment because they now have two
relationships to manage, two service level agreements, two sets of reconciliations,
even perhaps two sets of message formats, etc. So, in practice it has not arisen an
we have had customers that have had multiple acquiring relationships who just find it
to honourus to continue with those relationships and they have since elected and

sekcted their preferred acquirer.

ADV PETERSEN But that choice is up to them.

MS DE BEER It is up to them. So yes, we allow them to have multiple

relationships and it is primarily motivated by, almost reassurance that in the event of
t he sy sdistnat) thiere waould be an alternative to switch the transactions and

not loose sales.

ADV PETERSEN Does this hold to also within each card scheme considered

separately, in other words that you could have multiple acquiring relationships under
each carcscheme. MS DE BEER: Yes sir, that is certainly the case. You could
have multiple relationships in that, you can either accept, you can differentiate

between the schemes meaning that you can decide that you will send your
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