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Dear Keith

SHOPRITE CHECKERS (PTY) LTD'S RESPONSE TO THE COMPETITION
COMMISSION'S REQUEST FOR SUBMISSIONS REGARDING THE REPORT
BY FEASIBILITY ("FEASIBILITY REPORT") ON CHARGES WITHIN THE
BANKING SECTOR

We act on behalf of Shoprite Checkers (Pty) Ltd ("Shoprite”}. Shoprite instructed us to
submit the undermentioned in response to the Commission's call for comment on the

issues raised in the Feasibility report.

Shoprite's contribution includes examples of its own experiences with the Banks that, in
its opinion, make it imperative that the costing structures of Banks are carefully
examined. Shoprite believes that the issues that are raised by it will not affect the

efficiency or efficacy of the National Payment System ("NPS"),

1. INTRODUCTION

Shoprite is a national food and household goods retailer, catering mainly for the
LSM 3 to 8 consumer. Its retail operations generated a turnover of about R16
billion for the six months ending December 2005 (an estimated R32 billion per
annum). Shoprite's business is still mainly cash driven, but as appears from the
table 1, the use of credit and debit cards in its retail operations is on the increase,

whilst tender of cash and cheques has reduced by nearly 15% over a three year
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period. This is in line with change in payment instruments usage in the NPS

(Feasibility report page 12).

[CONFIDENTIAL}

The notable swing to the use by the consumer of credit and debit cards in recent years (to
nearly [CONFIDENTIALJof Shoprite's total annual revenue) underscores the need fo
examine the fairness of the transactional costs levied by the Banks on card/cash free
transactions. Currently, Shoprite's costs arising from the payment of merchant's fees
amount to approximately [CONFIDENTIAL] a year, Over the past few years, Shoprite
has attempted to reduce these costs, inter alia, by negotiating more beneficial terms with
its bankers, made possible not only through the value of its account, but also by
questioning existing services, explanations and methods of the Bankers relating to
payment systems, particularly those which appear to be indefensible and constitute
evidence of entrenchied conventions that disregard new developments and the needs of

the consumer/customet.

Shoprite's experiences with other costs levied by the Banks such as cash handling fees,
lead to its conclusion that these too should be investigated as apparent barriers created by
the Banks at the retail level of the NPS, seem to hamper new entry, and the use of new
technology and chill innovation, and thus, in Shoprite's opinion, serve to maintain present

abnormally high fee structures,

SORTING AT SOURCE (OR MULTIPLE ACQUIRING)

The single acquirer rule obliges merchants, such as Shoprite, to take all transactions to
one acquiring bank, from where any transactions not "on us" at the merchant's acquirer
(i.e. not cards issued by the acquiring bank), will be batched and be cleared via Bankserv
and SAMOS to the various card issuers. Transactions on cards issued by the acquirer arc
not cleared via Bankserv and SAMOS, but are administered only within the
acquiring/issuing bank. The NPS is thus not involved in the clearing of "on us"

transactions.

2.1 RESERVE BANK'S MORATORIUM



2.2

Shoprite is a member of Sarpif, an organization of retailers affiliated to the
Consumer Goods Services Council (CGSC). Sarpif together with Shoprite and
other retailers is involved in proccedings before the competition authorities
against VISA NO, a firm owned by several South African banks, under case
number: 106/EA/DEC04, The decision of the Competition Commission to grant
the exemption sought by VISA NO, subject to the Reserve Bank ("Resbank")

regulation from time to time, is on appeal.

The single acquirer rule formed a subject of this application, ostensibly because
the rules of the card associations, VISA and Master Card, require single
acquisitions of card transactions, i.e. that retailers/merchants send all payment
instructions, or rather card transactions, to one acquiring bank only. That under
guise of the protection of intetlectual property rights, The Banks deny the

existence of such rules,

Absa, in a letter addressed to Shoprite dated 12 April 2006, indicated that a rule
against single acquiring is also incorporated in the South African Credit Card
Payment Clearing House ("PCH"} and Debit Card PCH agreements and the card
associations, VISA and Master Card, are supportive of the four party model. All
this is allegedly fundamental to efficient payment systems and global
interchangeability. In apparent contradiction, Absa also states that the Payment
Association of South Africa ("PASA"), and VISA and Master Card, actually
allow multiple acquiring, but bypassing of the acquiring system is not

countenanced. A copy of Absa's letter is attached hereto as annexe "S1".

At a stage during the mentioned proceedings, Resbank issued a moratorium
preventing retailers and the Banks to enter into sorting at source relationships,
inter alia, on the basis that its role to oversee money flow in the NPS would be

hampered thereby. A copy of this letter is attached marked "S2".

RESBANK'S VOLTE FACE



This year Resbank advised PASA to the effect that sorting at source was not a

prohibited clearing activity after all, i.e. it did not involve the NPS and therefore

multiple acquiring is possible. A copy of the Resbank's letter dated 3 January

2006 is annexed hereto marked "S3". Several banks can therefore acquire card

transactions from a single retailer. It is now possible that retailers sort the card

{ransactions on a certain basis, e.g. per issuing bank or per card association brand

and enter into several acquiring arrangements with banks,

2.2.1

Failed attempts to introduce multiple acquiring

Since publication of annexe "S3", Shoprite's suggestions to the various

issuing banks to acquire their transactions on cards issued by them have

elicited varied responses.

a)

b)

<)

d)

The main argument is that the cost of processing these "on us"
transactions, will lead to Shoprite having to pay a higher
merchant's fec as the interchange fee dictates the basis of the
merchant's fee, The interchange fee is allegedly based on the
actual weighted costs of all the issuing banks taking account of
all transactions in the NPS, independently determined. It is not
clear whether only clearing activities are taken into account in

the determination of the interchange fee or al! card usages.

The other argument is that economies of scalc and efficiencies
will be affected in that an issuing bank will reccive several
smaller batches of transactions from several retailers, instead of

one large batch from one acquirer.

A further reason advanced by the Banks is that the card
associations, VISA and Master Card, levy fees that are borne by
the Banks.

A further unfounded proposition for a bank's inability to adjust a

merchant's fee is that a certain "transaction fee" would fall away



if they did so. No better explanation is given nor can it logically
relate to any other transaction other than that for which the
merchant's fee is raised. Unless it involves another party

unknown to Shoprite.

2.2.2 Shoprite's views

a)

b)

Shoprite does not accept that the costs of going directly to the
issuing banks can be higher than when only one acquiring bank
is involved. Most issuing banks arc also acquiring banks and
their systems must be capable of processing both "on us” and “on
them" {ransactions, or exclusively "on us" or only "on them"
transactions, if that is what they want. Logically, the costs
should be less, by at least the interchange fee, as no clearing
activity is involved in "on us" transactions. (Currently, the
interchange fee is at 1.71% on credit and 0.55% on debit card
transactions.) Or at least not cost any more, as the transactions
batched by a retailer still remain payment transactions, not

necessarily involving clearing. No additional "on us"
transactions or additional VISA and Master Card fees can be
involved, except that some might actually be "saved” as less
handling is involved by multiple acquiring, especially if
transactions are sorted per card associations' cards brands;
alternatively per the cards issued by the particular bank. The
batching costs and effort are actually borne by the retailer in

those instances.

As stated in the Feasibility report, the full detail of the
interchange fees is not available to Feasibility, and this is one
aspect that requires far more investigation. In this regard, the
report commissioned by the banks referred to on page 28 of the
Feasibility report, the so-called Edgar Dunn ("Dunn"} report,
resulted in a drop in interchange fees from 1.99% to 1.71% on

credit cards and from 0.75% 1o 0.55% on debit transactions in



November 2004, The Dunn report was never made public and
does not appear to have been made available to Feasibility. It is
reasonable to conclude that Dunn must have motivated a reduced
interchange fee on a basis acceptable to all banks. Neo doubt,
access to the Dunn report will elucidate the composition of the
interchange fee and other charges for wusing the NPS.
Interestingly enough is that although the interchange fee was
reduced in 2004, the merchants’ fees have not been reduced
proportionately. For example, Shoprite received a 0,24 %
instead of the 0.28% reduction. That proves the point that the
merchant's fees are unrelated to the interchange fee and the NPS,

contrary to the Banks say-so as recorded in 2.2,

2.3 THE EFFECT OF SINGLE ACQUIRING

The problem of single acquiring as experienced by Shoprite is twofold -

231

No business

If a single acquiring bank's systems fail, Shoprite is unable to process

any debit cards (and only credit card transactions involving value below

the floor limit), Under these conditions, Shoprite's business comes to a

complete standstill. If Bankserv's systems fail, Shoprite is unable to

process any of the mentioned transactions that are not "on us”" at its

single acquiring bank. In this case -

a)

b)

Only the "on us" transactions of the single acquiring bank can be
processed; thus in Shoprite's case affecting about 65% of all card

transactions whilst Bankserv systems are inaccessible.

The fact that the acquiring bank is in a position to process the
transactions on cards issued by it, illustrates to Shoprite that
Rankserv and SAMOS are not involved in the "on us" acquiring

transactions; and this in turn casts a suspicion on the card



2.4
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associations' alleged assertions that a four party model is
essential to the efficacy of the NPS (see 2.1 above). An
acquiring bank processes all of the transactions involving cards
issued by it in-house. The Resbank has no insight into this
activity nor are the acquiring banks required to report these
transactions to the Resbank. Resbank then does not see the

entire retail volume of ¢ard transactions.

High Merchant's fees

As the Feasibility report and Shoprite's experiences highlight, there
appears to be no correlation between the interchange fee and the size of
the merchant's fee claimed by the banks. An obvious benefit of having
several acquiring banks is to save costs, first by avoiding the interchange
fee and second, by negotiating the merchant's fee with each acquirer due
to the batching activity actually undertaken by Shoprite's switch. The
various cxplanations, proffered to Shoprite thus far, why the merchant's
fee cannol be reduced if multiple acquiring is allowed, make little sense.
The Banks' collective/common resistance to change indicates to Shoprite
that merchant's fees have a relevance or origin that may be derived from
relationships between competing banks at the retail level of the NPS,

whether formal or through trade usage.

SUMMARY

The Banks' resistance to negotiate merchant's fees and to simplify the acquiring

processes is not attributable to any technological constraints nor does it appear to

relate to the use of the NPS. One can only conclude that it may be ascribable to

the exercise of market power,

Currently Shoprite's budget for the next financial year for merchant fees charged
by banks is [CONFIDENTIAL]. This amount, coupled with the significant

investment of capital by Shoprite in order to comply with the banks' and card

associations' requirements for Europay/Master/Visa ("EMV") to pracess credit



and debit cards in accordance with their requirements, makes the cost of
processing of cards very cxpensive for retailers, For EMV, the capital
investment for Shoprite is in the region of R32 million. That does not give
Shoprite any additional security, reduce any costs or generate additional income -
only the banks and the cardholders derive any benefits through the more efficient
process of processing. [Although initially Shoprite was promised some relief for
its investment in EMV (funds were apparently set aside by the card association’s,
Master and Visa), nothing has been forthcoming from the banks; in fact, the

original offer of financial assistance is now denied.]

As appears from 2.2.2 above, Shoprite's attempts to negotiate the merchant's fees
with several acquiring banks have come to naught. Once therc is some
transparency the composition of merchants' fees and the extent to which their size
is dictated by the use of the NPS, alternatively by bi- or multi lateral agreements
between banks and/or required by the card associations or even by banks'
operations, the Commission will be in a bettcr position to assess their relevance
and how, if at all possible, they can be reduced or avoided. At this stage, the
obfuscation by the Banks makes that impossible. One could even conclude that
given the reticence of the Banks to free up acquiring functions amongst
themselves, is either collusive, or designed to maintain inefficiencies supporting

high bank costs in an environment that is technologically advanced and changing.

ANTI-COMPETITIVE _OUTCOMES OF THE NPS AND _CURRENT

UTILISATION

Concerns about systemic risks of the NPS arc unfounded given that South Africa

maintains a most efficient settling and processing system. The systems run by the Banks

as well as the major retailers in South Africa are probably among the best in the world,

but payments systems have changed significantly over the past decade. However, the

Banks and Resbank practices coupled with VISA and Master Card association rules do

not seem to allow or accommodate modern day payment structures and innovations.

Recent innovations and technological advances within the banking sector have resulted in

increased access and reduced costs for the consumer for a variety of banking services and



no good reason exists why increased efficiency and reduced costs cansiot become more
commonplace in the NPS. It would appear that the vested interests of incumbents may

raise entry barriers.

For example, the fact that any switch operator can apply to become a payment clearing
house ("PCH"™), is negated by the requirement of Resbank that an applicant must have the
support of two banks. Obviously, the major banks are not keen to become involved with
any PCH other than Bankserv, which they own collectively. The smaller banks can
appreciate the benefits of more PCH's and arc only too willing to participate in any move

that will make their entry into the card processing market cheaper, and easier.

Another example is the requisite certificate by VISA and Master Card 10 allow a bank to
become an acquirer unless they also issue cards. Licence- and maintenance fees are also
involved. A bank must route transactions internationally rather than localty until they can
become certified. Alse required is the certification by Banksery and the other banks on
the reconciliation and settlement procedurcs. Although PASA is supposed to support the
small banks in their endeavours, the experience is that the larger acquiring banks will not
make it easy for a small bank seeking certification. Examples of less costly banking

services are given below.

3.1 CAPITEC

A small bank, Capitec, has managed to produce a banking model that is cheaper
than Mzanzi, the low cost alternative promoted by Government, introduced 2
(two) years ago in order to reach the “unbanked” consumer. As it appears from
the newspaper report (Sunday Times Business 7 May 2006) annexe "S4", Capitec
is managing to offer affordable banking services to consumers taking into
account the latters’ convenience and needs. It does this by the usc of systems,
reduced administration, coupled with immediate service, smaller front office
services and centralised management. A large part of its business is transacted

by debit cards issued by it.

If the debit card transactional costs levied by Capitec as per a newspaper extract

attached as "S5” are compared to those of larger banks, one can conclude either



3.2

that Capitec through innovation has reduced costs unlike the mainstream banks
who continue operations in an expensive manner; or it may be that bi- ot multi
lateral arrangements between banks are such that their costs are so high.
Interesting is the high costs levied by Capitec (and Pick 'n Pay's Go Banking) in
respect of the use of other banks' infrastructure (notably ATM), if compared to
that charged by mainstream banks, that indicates that probably different
considerations apply to Capitec as a smaller bank making use of another's

infrastructure.,

The other aspect highlighted by these differential fees charged for the use of
another bank's infrastructure is that there appears to be no systemic reason why

the charges of banks should be similar at all.

(The banking costs per annexe S5 seem to be somewhat different to those set out

in table 5 of the Feasibility report, but the disparity illustrated remains obvious.)

MONEY MARKET

Money Market is a Shoprite financial services initiative in Shoprite stores for the
payment of accounts ("EFT"), and it provides a number of third party financial
services for customers, for example, short term insurance, Lotto tickets and other
ticket sales. The Moncy Market is subject to Resbank's directives in respect of

the EFT transactions,

With the backing of Capitec and as part of its Money Market offerings, Shoprite
has introduced a financing product that enables its customers to transfer money to
a third party via any Shoprite store, In the near future, customers wilt also be
able to transfer money from a Capitec branch, collectable at any Shoprite store,

and vice versa.

The money transfer system for Money Market was first developed by Shoprite
with Postbank, but that project came to naught as the parties could not agrec on a

business model, the charge of R 17.99 plus an ad valorum of 3% that Postbank



3.3

11

intended to levy on transfers and Postbank's insistence to use Bankserv were

unacceptable to Shoprite.

In conjunction with Capitec, Shoprite is now providing a money transter product
at a flat fee of R9.99, regardless of the money value. The Mzanzi money transfer
fee is R19,99.

INCIDENCE OF COSTS

Absa is Shoprite’s current and only acquiring bank at this stage. An analysis of
the card business done with Absa for the period July to December 2005 as
appears from table 2 below, reveals that [CONFIDENTIAL]Jof the card business
passing through Shoprite’s checkouts is on cards issued by Absa. The total
Master/Visa business at Shoprite amounted to [CONFIDENTIAL] in the same

period.

For six months, Absa charges merchant fees of approximately
[CONFIDENTIAL] to Shoprite, which equates to about [CONFIDENTIAL] per
annum. This is about CONFIDENTIAL] of Shoprite's annual total merchant's

fee expense.

Shoprite's figures also show that for "not on us" transactions, Absa is paying the
[CONFIDENTIAL] interchange fee on debit card transaction, but is only
charging Shoprite [CONFIDENTIAL], a net shortfall of [CONFIDENTIAL]
That supports the conclusion that the actual cost of clearing is much less than the
interchange fee claimed, that charges are levied under the guise of interchange
that seem to have nothing to do with it at all and that such "losses" are probably

cross-subsidised by the merchant's fees and others (see Feasibility report page 4),

[CONFIDENTIAL]

This real experience of Shoprite illustrates the following:

3.3.1 acquiring banks can negotiate the interchange fee with merchants;
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3.3.2 other charges levied by the bank make up any shortfall in the interchange
(ee recovered, alternatively the actual cost of interchange to the bank is

less than the fee;
3.3.3  banks raisc charges on customers and merchants that clearly have little to

do with the processing through NPS, and probably more due to the

exercise of market power or arising out of bi- or multi lateral agreements.

AD VALORUM CHARGES ON DEBIT CARDS

Historically, and until the end of 2000 the originators of debit card processing at
points of sale (thus the merchants), were paid a fixed transaction fee by the
issuers on any debit card processed, with a minimum of R0.25 per transaction.
After 2000, the ad valorum fec on debit card transactions payable was

introduced.

This complete change probably came about as more debit cards were introduced
by more banks. They then used the same principle for debit cards as is used for
determining the merchant’s fee on credit cards. This is an ad valorum charge that
probably reflects a measure of the risk banks undertake in respect of ¢redit card
accounts, which is entirely absent in respect of debit card accounts (that are akin
to savings and cheque accounts). Important is that the new charge clearly has no
bearing on costs as the Banks actually previously paid merchants to process debit
cards and the process now is no different to that applied before 2000. This is
indicative of market power on the part of the Banks as retailers and consumers
have had no choice, but te accept the changed basis of the charges (that is higher

than the flat rate) and their incidence.

Shoprite believes that the current ad valorum fee on debit cards is opportunistic

and that a fee per transaction is more appropriate given the following-

3.4.1  Debit card transactions are real time operations involving no risk for the

Banks,
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3.4.2

343

344

In Ausiralia, banks currently charge an equivalent of R0,06 per debit

card transaction.

The cost of processing a transaction is not based on the value of the
transaction passing through the system, but rather on volume of
fransactions that determines the type of equipment required. A large
volume requires a different magnitude of hardware to that demanded by

a low volume of card transactions.

Figure 2 on page 21 of the Feasibility report reveals that Bankserv only
receives R0,09 per debit card transaction. Bankserv performs most of
the processing operations involving the messages sent between issuing
and acquiring banks. Compared to the fees levied by the Banks (even
compared to the interchange fec that is some 600% higher than the
processing fee), the charges of the actual processor, Bankserv, are low,
but arc also probably indicative of the actual cost of the processing of a

transaction (in line with the Australian example above).

DOUBLE CHARGE

Merchants and the cardholder are also charged fees for card transactions that

apparently have no relevance to the effort and risk involved, as the same

duplication of costs applies to credit and debit cards (see figure 2 on page 21 of

the Feasibility report). Cases of unwarranted charges known to Shoprite are as

follows-

3.5.1

Absa hosts an ATM service placed in merchants' premises by the firm,
ATM Solutions, under the Absa banner. [If an Absa cardholder uses
these ATM’s, he is charged an additional R2.60 for the transaction {over
and above the normal bank fees). According to ATM Solutions, this is
an “administrative fee” levied by Absa, The use of any card at these
ATM's other than those issued by Absa, attracts no additional

"administrative" charge! This makes no sense whatsoever, as any
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3.5.2

services performed by ATM Solutions in respect of these ATM
transactions must at least be the same for ail cardholders. In fact, for
cards issued by Absa, the cost should be less as no inlerchange fee

invelved.,

Another example is that a purchase of goods, and a simultaneous cash
withdrawal at Shoprite's checkouts, is charged two transaction fees to a
FNB debit card holder, thus both on the sale and on the cash withdrawal,
although the consumer in fact only signs ong transaction slip and one
message is transmiticd to the acquiring bank. Shoprite has had numerous
complaints from customers who are under the impression that it is
Shoprite who is raising additional charges for the privilege of
withdrawing cash at its checkouts, Shoprite does not levy any fees for

this service.

CASH HANDLING FEES

Cash handling fees paid to banks are a huge expense to Shoprite {(approximately

[CONFIDENTIALY] per annum), These fees include the actual processing of the

cash, the cash in transit charges, the insurance cover for robberies, and other in-

store theft,

[CONFIDENTIAL}

A change to the Banks Act allowing retailers, or processors of cash above certain

cash volumes, to process cash directly into the Resbank, would have major

benefits for large retailers.

CONCLUSION

It appears from the above outline that Shoprite's experiences accord with the findings in

the Feasibility report; more particularly that the fees charged to merchants and customers

are not attributable to the cost of a transaction and more likely due to the fact that the
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present system engenders the practice of overcharging by the banks that has little to do

with the activities and operations of the NPS.
Kindly note that Shoprite claims confidentiality in respect of this submission. Should the

Commission wish to raise any of the issues with other parties, kindly revert to us to obtain

clearance to release such information.

Yours faithfully
JAN S. DE VILLIERS

PETRA KRUSCHE
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ix protubly uhigug South Afiica, and is totally unknown as a
4 practice in any piher sophisticand markeL pnywhere

in lhe workl In ull other
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where al presem anly bunks wilh g SAMOS
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process {including Puvment Clearing
H 0 Conseqlience,
instruciions wnd sending
vSorting ol Sowred™  f5 g
4 few yoars ago mtinly in the BFT

and Debit Card PCH
il MusterCurd - sIrongly suppose
paybwent systems and shich ix ac the
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court In various jwisdictions o defend

wlowed by bbth PASA anel the card assucintions, l{;g bypussing of the

certainly ot aligwed,

L4

this pacadigm. While wliiple seguiring ix certainty

Requiring system ieself fs

e Lo 1

Early this year, atter Taking extensive legal advice. . SARR reabived that she current definition
ol cleuring o conined in the National Payment Systemy (NPS) Act, was not slear enough o
wide Cnowh (b - parcly of o nurrow kgaiscchniesl bagis - PIRVERL  Xorting-as-soures

armngements hetvien isuing binks yad
the SARB comnmunicated this legal dilom

corporates, As u vonséguence, the NPS Department of”
M3 i writing 10 PASA in y CONFIDENTIAL fetter, In

this sante (etrer. e SARB, alse confirmed 1hie angoing ohiclion und spposition o the prictice,
Unforanaiely, thiy letter somehow becams known 1o the public - a fact that the $ARE was and

sullis very unhuppy about,

In exsence, the requlatory stance by, PASA aad the SARE | herefors rermiins unchanged.. Thers fs

NO blanket authorisation to progeed with any sorting-n-solrnse aremngements, mnd al presenl an
frvestimctin is in grogeess onder the wuspices of 1he Standing Comnittes of the NP8 Act (which
inctudes Iogal represeninlives from SARB, Depurimens of Firance, PASA and selective |
widividual fron hanks) with the sk 1o Propose ways of tepnily clusiing amy current “loppholes™

in the Aet,

Pave Mitche!t (ki of the SARB NPSD) alse hus ver w fornially revest o the SARPIF

reprexentatives whoim b met with tote

sl year, v ordur 10 communicate the formal SARB

pexition-on the marter. Untl this formal communication has falens pliee Ges nenewd fust vour), fhe
SARKE will probably s enlertyin iy approuches rom any corpoiates or baoks in this yopare.

Firust that the above sumiviary of the cusranc legai? regulatory Brchgronmd has buen of same hulp

in Cluritying the current situgtion.
Other considerations in this regan migi,

Lommarcialf costs implicutions

henvever, aiso be worl b et itning

Qne of the “promises ol NOTLING. &t SOUTER rangements to compeies s that this would
effectively byepaxs the inkerehpngy Toe, and either substantinfly lower such faey er even

completely neutrilive thivm.

While it Is true thar SOrting, ar squrée witi cnuble (h linge comporates to use their substantial
"husels” te negotiata directly with jssuing banks on an Individunl binsis, The et fuihse the REAL,

costs wnd risky do not disappear or dim

UL e
-0t vis anather ARk arauiring sys)
be' i place. bue insmad of recsiving oane
amidles 1o wre received via a pumber of
tost, snd the casts mustL go up,

Ax the e¥isting interchimpe rue reflecly the aclua)
(s calculated hy an exierns! parcy) (e ALL Teyps

Ao g g
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A ‘Thix prineiple is true, wiless the Issuing
: over-chieging a less powerful compeciior,
o fiiiinroias
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erlly nol reveive wansactions direcly from a merchant, but nhly via their uoquiring division. |
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Sl As 0 reSuit e nequiring systams of ench bank will sell

big baich of files ihrough one acquirer. & lot of much
acquiving systems, The ceonomies < seale ure thersfore [t

DOTY VEI OWn transactions for tha prrlicular bank would be substantindly Riglier, ™

bank is willing 1o crass-subyidise the coxis 10 you by

!

e —.

v




T terms of the existing Abss aequiring apreement with Shoprite Chieckers, the firs LORNSQuende
of moving 1o SOFL-UL-30Ure: strungements wowld by thit our mecchant service fue wotld
INCREASE (for the reosons ihove), al the rebate wanid immciniely: fulf iy {88 0L i bavad
of ensutiig the complere Shoprits Chackers busisess, not_just “on-ux™ Lransactions), '

Serviee retiabitiry:

4 nraber oF veonsions Alnar s revivwed the whole vidue. chain (ar debit cord pracessing
bath internatly, and with yousy wyNIems people, The nel Fusiel ol thesy. i'nvuxtigatibn_s way thil we
could vusure vary higl levely of availabiliy and Basinpsy continaity for 4| cotnpOnEhta, uxeept
far Telkom and T§S/ EasyPay - which wer ey within sur comrol, Banksery his veery stringent
BCP in place (in terms of the (icense they get from PASAL and are also alle B feratte via Visg
4l or MusterCued. i b sume wuy. Absa's R Ing sysiems can be, backed-up by an alerare
aequleer i (ks i o major comeern. Our Gwn nteranl BCP will ensi the atms levels of
avatiability of both the aceuiring and issuing systems. (1t might b wargh netag in this regarcd thi
Absi's ucquiring uptime: for the' pst 12 months was 99,746 a% measured by the Core
Ansociulioinsy,

In shory, maving (o a Sort-at-samce conseuet witl NOT LMPrave syserms reliabilily oty two of the
sysiemiy mioxl likefy o tail will naot fave bgen repioved.

Other negtive consequences:
Expecially fiom o vegulatery parspeetive, there are # narnbur of othue nugotive coOnseUIZnees
resyling from a widu-gprend MOVE.10-8orting-nt-saurce, which mst b considered, Fhesy funger.
term malivend-Teve | considentians inglutle: _
- hunks could Plinw sail. thas hypassiog U refuliiury environment (de. PASA, POH
Hgreementy. interoperability rules ete)
< seidgnent el ko phace in the interim in conutercinl bank currency and nat in central
bank currency, which muenny thin seitlemunt s hat peint is o) final and frrevocable
= JeROMing DF tramxacrions per paymen Stromm will be ineounie s e setisment betwaen
Banks will rake place primarily vin BFF (or chogues) s debil? ereddy ¢ [imies are muck
00 Jow
- fpnksery volumes wili drumiicilly decling _
= The whole sysrem will heoome fews efficiont as veanumies o) seude g los)
- Inleroperability wil} decline, and therefose customer service [avels, and the shifity. of
hanks 1o dnnovide with new prodoety
- Ne ~level playing ficlds’ for ali paymamns pirticipants; smufler banks will be severely
disudvireaged _
- BME'S will be severely disadvantaged ax the Iviggee corparates will have e more ninrket
POy S
+ Regudinion wil be suverely hampered, and a5 a consequence South Afiica’s shifity 1o
meet the oriteria of the RIS Core Requirements Tor Systemieally Important . Paymem
Syseams will he soverely comprimised, As o result; Hie-country niting could sulfer o e
bk

To canclusion, thercfore, it i vur view (i embarking on sori-at-sousce arrangements will not he
desirable or bsneficial either for the Natlaaal Payment Systems as 1 whaole, nor for the Shoprite
Checkers ~ Absa relationship in pasticuine. :

Furthery there are sill some reguintory impediments in place which wourlit not make it un
immedine possibitiy, These include the current Card PO eules, the cuersnt SARSB registration
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sid axporting sequirements (sill 1o bo defined and eonmumicatsd), as well o the pending
' conclasion of the work of i NPS Act Stancling Cominitee.

Qur 2epoctation of the conclusion of this process ix it i1 wonke onee igpin be probibiled within ’
e NPS Act itself. We chereform SURSCSL that 3 “wail-and-sep” appronch be maintgingd pngt
formitl commumization i ghven by the SARE 16 the SARPIF reprexencas] vex in thiis rogard,

e thie nuenmiibe, twas finad serpestivng:
. You are welceme 14 apgronch the SARB dirceity tor cinfirmution of the sl of (hix
madrer: anel

2, Wuller Volker s -willing 12 meet you on a personal hasis o discuss any or all of the POk
rubsed in rreiter deli)

Y ours sineurgly
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4 December 2003

MrH A J Pelser

Chief Oparating Officer
PASA

P O Box 81380
Marghalltown

2107

Dear Hendrik

SORT-AT-80OURCE AND THE IMPLEMENTATION OF SINGLE ACGUIRING IN
THE ELECTRONIC FUNDS-TRANSFER AND CARD ENVIRONMENT

As a resuit of the investigation Into the abovementicned, by the National Payment
System Depariment (NPSD) of the Reserve Bank, and the reEpoNnses racelved from
the banking Industry, the NPSD has decided fo place & moratorium on all p8w 8001~
at-source developments and roilouts, with jmmadiate effact. These devalopments
incjude sl processes mnd systems that may faollitate sorting-at-source.  The
moratorium will be effective while issues pertalning to 8 Poslition Paper In this regard,
and/or the proposed amendments to the NPS Act, are finalised. ,

Tha main aim of the moratorium on gort-at-source, and our support for the
Implementation of single acquiring In the EFT and card environments, (& to halt the
practice where payments are off-sortad to many banks from a point, theraby

aliminating any inter-bank clearing.

Should Interbank obligations not arize from these payments, no cantral bank
seltlemont can be effectad via the established clearing and setilement process, hor
are exposures from these payments vislble to the Reserve Bank. Thie, In Itaelf,
impaocts negatively on tha soundness of the payment systam.

On the other hand, the NPSD believes that the process of single acquiring in the EFT
and card environments should be deveioped by the industry to include the
dissemination of real-time information to the users of these setvices.
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Furthermore, it is egsential that the Industry pravide inter-oparable systams whors
inter-bank payments oan be effected via single hcquiﬁng. thareby resulting in intar-

pank obligations and resultant clearing and Int&r-bank gettlement via the SA
gystem. Single acquiring, in Rtseif, will also requl loss Infrastructure.

: {

PABA Is requested to disseminate this informiation {0 all affected partics operating
within the national payment system, end to ‘eneure the Implementafion of the
moratotium.  In additior, PASA le requested to provide the NPSD with regular
feadback relating to the matters addresasd in this letter. ,

@hould any further information be raquired, please contact elther Jehann Bence. at
(012) 313 3870 or Mike Stocks at (012) 313 3497.

Yours sincerely

_éﬂ\.ﬂ.«ﬂ-"'_"
ﬁ&::; Mitchell
HEAD: NATIONAL PAYMENT SYSTEM DEPARTMENT
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South Afdcan Reserve Bank

Nefional Payment Syatom Department

Carfidantlal

2006-01-03

MrH A J Polsar
Chief Qperating Offloer

PAS

A

P O Box 81340
MARSHALLTOWN
2107

Dear Harsdrik

SORTINGAT-SOURCE

i

v

)? .

) reler to previous comeepondences in the abovementioned regurd inciuding
subriissiong by PASA, cartgin banks, ratallers and qlher staksholders In the
National Payment Systom (NPS) and various letrars issued by his department
(NPSDY.

Haead on the many exchanges that have taken place mganding soring-at-source
and the vairving opirions relating (o e leyltimacy and desirablity in the NFS, the
NFSD requestad the Logal Services Depariment (18D} of the South African
Resarve Bunk (SARB) fo provide & with an opinion in 1his regard. The major
conciusions which were teached tn the subsequent opinlon (provided 19 us In
Ootobar 20053, in the contexd of this lstter, are as follows :

21 Intems of the NPS Adt claaring Is the domalin of banks.

22  Sorting-si-source Is nok clearing

2.3 There gre no lagistative grounds for the SARE fo cutiow sorting-at-stamce,
other than if the praciice should Tead to a form of systemic sk,

Furtherrone, LSD are of the upinion that a clalm that soring-atsource will hide
axpones ot the NPSD doew ok hold watar as the NPSD may eall for any

information { may require rolating to a paymant system, it toitns of Seclion 10 of
ihe NPS Adt.

d 36637 L zLIEd0HE
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Other iysves that we have coneldered In this regard Include, Inter alla, the
following :

3.1 Sortingadecurce i & prasiics that was introduced nto the NPS by banks,
ot {0 collaboration with benks, for various reasons, Including to peovide
preferential treatment to custonsers paymant Instnuctions, t provide fastor
information to e customer on the results of processing (e.g. tailed or
succaselul payments} and for pricing and profi mofives,

32 Soring-at-sourcs amangements may still be required within the NFS, s is
evidenoed by your lotter datad 31 Ocloher 2006 requesting axciusion for
tofgate transactions from the phasing out of sort-at-sotrce anshgements,

33 The ENO PCH's resutting fiom the Colfsclion Forum activiies will go a
long way 1o raseiing the Issus of providing fuster information 1o the
customer on the results of pracassing of payimant instructions.

34 Consaquontial amendmenis to tie NPS Act as a result of tha Natfonal
Credit Bll, will prohifit the prefarential ireatment of paymsnt instructlons in
any partiauar peymoant sysiom. The use of sortatsource amangaments 1o
provide such preferenca wil, therefore, be prohitited.

4, Haged on the considerations above, the NPSO has no legielative grounds 1o
contirue the mofatodum placed o Tew son-ab-source arrangesments n
Dacerbar 2003, Howaver, plsase take note thal the NPSD remains evwerse lo
arrangements that atiow for the biy-passing of the cloaring Systen. Othver than for
reasons praviously montionot (our fetter of 2004-08-23) we are ouncernad that
v proliferation of such arrangements could lead 1o a distarion it the pricing of
intey-hank daaring and seriously affect the ity of smalior banks to partivipate
in the procoss, This could aiso impact on the intsraperablity of fhe paymont
system, a capalility which is of prime impartarica to the NPSD.

5.  Thersfore, banks thet allow this practice wilt be required, from the nd of March
2006, to register all soit-ot-60UTCa amengements with PASA, Furtharmore, they
are required to provide 1o PASA, ont a monthly basls, & report per insttision
(customer) involved In such arengements, as to the volumas and values
procoesed in each diffarent payment system for the month concemnad, and any
viher information that may be required from e to ime. The format and monthly
tining of subwnlaston of such repors is lo be agresd between PABA and the
NPSD, This information wilt be usad by the NPSD o manhor thase arrangements
and to decide on possitle future action i this regaid,

ZEE I 1 VI S IS DR T AL AN L
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Kindly contact Ms Margaret Olivier or myself should you have any guanies In this regard.

Yours ginceraly

C Mitehall
Hoad : National Paymunt System Departmenrt

2/ d 3665 SRR FHES LE3G1 936 "1n" ¢L
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Globhal pressure on the banks and card companies L LRRT >

Refallers have taken different approaches to tackiing card fees in different parts of the world.

= In tha US, retailers brought a class action sult against Visa and MasterCard for anti-
competitive behaviour in forcing retallers to accept all cards bearing the Visa and
MasterCard logos and ta pay artificlally high prices for debit card transactions, [n an out-
of-court settlement, Visa and MasterCard agreed {o change their behaviour, cut debit
card fees and pay damages of US$3 billion,

« |n Australia, the Reserve Bank {(RBA) forced Visa and MasterCard to cut their credit card
fees (bringing them to an average which could be as low as 0.55% of the cost of the
transaction), to Increase transparency in the way fees were calculated, and to allow non-
banks to enter the card market, thereby incraasing compstition. The RBA also said card
companies should not be allowad to prevent merchants from passing on the fee to the
end-consumer,

; .+ In Europe, there have been aitempts to bring about change both nationally and at EU

j ‘lovel. In 2002, the Euwropean Commission (acting as the EU's compstition authority)
imposed a series of conditions on the way Visa prices its cross-border debit and credit
card transactions. This was in response to intensive lobbying and legal action by
Europe’s retailers. The Commission ordered Visa o cut the cross-horder interchanga fee
to an average of 0.7% for credit transactions and 10 an average flat rate of €0.28 for debit
transactions. This Is the wholesale price of a transaction and makes up most of the fee
paid by the retailer.

o In the UK, the Office of Fair Trading (OFT) has issued preliminary conclusions which go
the furthast so far towards dismantling the anti-competitive pricing structure used by the
card schemes. The OFT described the interchange fee as a ‘tax on retail fransactiong’.
The OFT says the merchant should not be paying for two of the three services bundled in
MasterCard's interchange fee, namely the interest-free perod and the payment
guarantee. It also ragards the loval at which the interchange fee is set is anti-competitive.
Providing MasterCard does nof persuade {he authorifles otherwise, the final declsion,

which is dus any time now, will become a benchmark for future European efforts 1o effact
change. '

The interests of the card companies:

The joint market share of Visa and MasterCard is about 80%.
Visa's giobal sales volume was UUS$2,4 tifion in 2002
MasterCard's was US$1,14 fifflon; a total of over US$3,5
tritffon: that's US$3,600,000,000,000.

Building a coalition to get a better deal

» The European Commission decision in 2002 delivered some real henefits, but it doas not
go far anough. First, it covers only cross-border transactions. Second, it allows the
intarchange fea covering three categories of service to confinue because the
Commission believes these are of benefit to merchants.



